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Construction Auditing

Auditing Subcontractor Costs—Part 4
What you need to know about allowed and disallowed markups
By Ron Risner, MBA, CIA, CCA, CCP

I n the last column, we continued to 
address subcontractor costs and the 

fact they are typically a large percentage 
of the overall cost of a project. In this 
column we wind up our review of 
subcontractor costs by looking at:

• Other markups included in 
Subcontractor Change Orders (SCOs)

• What markups are typically allowed

• When and why an owner may bypass 
a contractor and hire subcontractors 
directly.

Other markups not allowed

Extraneous costs and fees can be added 
to SCOs. These extraneous costs may 
include change order processing fees, 
handling fees, training, equipment fees, 
miscellaneous fees, specific overhead and 
other non-reimbursable costs. 

The purpose of the overhead and profit 
markup is to cover extraneous costs. 
But unless specifically provided for in 
the change management section of the 
construction agreement, these extraneous 
costs are not allowed. 

Even though an agreement may not 
allow these costs, or the contract is silent 
regarding these costs, subcontractors will 
still include them in their SCOs. Why? 
Because subcontractor personnel who 
prepare the SCOs may not have read the 
contract, or they just routinely follow the 
same billing methods for years. 

To validate extraneous fees that are 
allowed by contract, you need to 
reference the change management section 
of the contractor and subcontractor 
agreements. If the agreement is not 
explicit, or the contract is silent 
concerning what is allowed, auditors 
need to rely on what is customarily 
allowed in the construction industry. 
From my experience these esoteric 

costs are not customary, although many 
contractors will argue they are, especially 
if they have routinely billed them to 
clients for years. 

When I see these unallowable costs while 
sampling SCOs, I prepare a spreadsheet 
of the overbillings and apply one of two 
audit approaches. 

I either perform a 100 percent review of 
SCOs to determine the total overbilling, 
or apply the percentage from my sample 
and apply it against the SCO universe 
to calculate the potential overbilling. 
Either way, the intent is to determine the 
potential overbilling. 

I present the findings to the owners. They 
may be satisfied with the sample results, 
or the owner may discuss the results 
with the contractor and the two parties 
will decide if a 100 percent review is 
warranted. Contractors typically prefer 
the greater precision of a full review, 
knowing their contract price may be 
reduced by any overbillings. 

Markups that may be allowed

Two costs in the construction industry 
typically added to SCOs are:

• Incremental cost for additional 
performance and payment bond 
coverage

• Added general condition costs

Performance and payment bond. In the 
construction industry the performance 
and payment bond is usually about one 
percent of the project cost. As the project 
grows via change orders, the contractor 
will charge one percent of the cost of 
each new change order. (The rate varies 
from contractor to contractor based on 
their claims experience, financial stability, 
etc., but generally it will range from 
.60 percent to 1.50 percent. I use one 
percent as my rule of thumb since it is the 
percentage most often seen).

When I see an additional markup in the one 
percent range for performance and payment 
bond, I consider it appropriate because they 
will be charged about this amount by their 
surety at the end of the project. 

Be aware however, that if a contractor is 
billing performance and payment bond 
costs at one percent, but their actual 
surety cost is .60 percent, they have a 
“hidden” profit of .40 percent. To obtain 
the final surety cost, ask the contractor to 
provide you a copy of their final surety 
billing. With this information you can 
“true up” this cost against what was 
billed to your organization during the 
project. Any difference will be a savings to 
your organization. 

General condition costs. At the beginning 
of every project, most contractors and 
subcontractors prepare a monthly budget 
for general condition costs covering the 
entire project. If it is a two-year project, they 
will draft a budget of general condition 
costs for each of the 24 months. This budget 
item was included in their contract price.

As SCOs are drafted, many contractors 
and subcontractors assert their general 
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management section 
of the construction 

agreement, these 
extraneous costs are 

not allowed.
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condition costs are increasing from 
the additional work and will request 
additional general condition funding. In 
many cases, this is a legitimate request. 
However, you may not see a request if 
the contractor or subcontractor has ample 
general condition funding remaining. 
In some instances, the approved SCOs 
do not impact general conditions and 
additional funding is not warranted. 

Subcontractors hired directly  
by the owner

Discussion thus far has centered on 
subcontractors engaged by the contractor. 
Owners may hire subcontractors directly. 
There are many reasons to do so. I have 
seen this at the beginning of a project 
where the owner hires a subcontractor to 
perform preconstruction, demolition and/
or infrastructure/site services to ready the 
site for construction. Toward the close-
out of the project an owner may hire a 
landscape subcontractor to install trees, 
shrubbery, plants etc. 

From a control standpoint, when owners 
hire a subcontractor directly it creates 
problems for the contractor because they 
don’t have direct supervision and cannot 
control the quality of workmanship, the 
schedule, or the sequencing of activities 
between subcontractors. This can lead to 
conflict. Most construction agreements 
anticipate the potential for conflict and a 
provision is usually included requiring 
everyone to work together as though the 
subcontractor was employed directly for 
the contractor. 

Why do owners hire subcontractors 
directly? First, they want more control 
over certain aspects of the project; 
secondly, they can avoid paying the 
contractor a construction management fee 
for that subcontractor. I'm sure there are 
other reasons, but these are the two most 
often encountered. 

If your organization directly employs 
subcontractors, you should perform the 

same contractor audit steps discussed 
in previous columns. You will need to 
tailor the audit depending on whether 
the agreement is lump sum, cost plus 
or another type of contract. Most 
subcontracts will be lump sum. 

Conclusion

We have completed a four-part series 
on subcontractor costs and activities. 
Subcontract costs are typically the largest 
component of project costs, and can 
total as much as 90 percent of the cost of 
construction. 

Subcontractor activities present added 
risk to a project because they are one 
step removed from the prime contractor. 
This is because under the principle 
of privity of contract, subcontractor 
activities must flow through the 
contractor before reaching the owner. 
This means the owner must deal directly 
with the contractor with respect to 
subcontractors. Keeping this this in 
mind, it is important for an auditor to 
carefully scrutinize subcontractor costs 
and activities. NP
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on the subject at national audit conferences. 
Risner Consulting provides domestic and 
international professional construction con-
sulting and audit services. You can reach Ron 
at (407) 340-5204 or via email at RonRisner@
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If the agreement is 
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contract is silent 
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Force without wisdom falls of its own weight.
~Horace


