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The Use of Open Book Accounting in Cost Reimbursable Contracts
by Bob Meynardie and Alan F. Nagorzanski

In recent years, the construction industry has become increasingly interested in establishing more collaborative project delivery methods.  One component of these collaborative efforts is the sharing of accounting records and information between parties, often referred to as open book accounting.  This article examines the use of open book accounting (“OBA”) in the construction industry, and specifically focuses on the use of open book contract clauses; appropriate project delivery systems for open book accounting; the types of projects that lend themselves to open book accounting, and certain benefits and pitfalls associated with the use of open book accounting.
Introduction to Open Book Accounting (“OBA”) 

No single definition encompasses all of the interpretations and applications of open book accounting.  Conceptually, open book accounting describes an arrangement in which each party to a contract may agree to give the other a degree of access to its accounting data in excess of that typically contemplated in a traditional business environment.  An open book accounting arrangement will typically grant access to multiple layers of accounting information in a periodic, if not constant (real-time) manner.  The level of access, the manner in which access is delivered, and the applicability of such information is not governed by any industry standard and should be clearly defined by the parties at the outset of a contract.

In the construction industry, open book accounting (“OBA”) refers to a structured management and sharing of cost information (between owners and contractors) that traditionally would have remained confidential.  Theoretically, there should be no cost information withheld by or from any party.  Cost or accounting documents, ranging from the estimates of work to the actual cost tracking information, would be shared between the parties.  Typical data maintained by contractors including material purchases, equipment rental and purchases, subcontracted scopes, and craft labor productivity tracking would be shared with the owner to assist both parties (owner and contractor) in making project management decisions.  This sharing of information allows the owner to be involved in making decisions related to major purchases, equipment utilization, crew size, and working overtime or adding shifts.
In order for the open book accounting process to be effective, Project cost information should be complete, transparent, accurate, current, and readily accessible.  The access to information under OBA should be defined by the contract terms and conditions, and should meet the needs of providing information contemplated by the parties.  The contract should define the specific individuals with access to the accounting information and take safeguards to protect the confidentiality of any sensitive or proprietary information.  OBA should never mean unrestricted or uncontrolled access to sensitive project cost data, other than that specifically allowed by the contract.  Certain management salary information, bonus information, equity compensation, licensing expenses, and home office cost information may be deemed confidential and not essential to an OBA arrangement.
The concept of OBA is not new to the construction industry.  After all, most cost-reimbursable contracts, including the standard AIA documents, anticipate the possibility of the contractor opening its internal accounting records for review by the Owner.  Article 11 to the A102 and A103 specifically allows the Owner, upon notification of the Contractor, to audit the contractor’s records.

Article 11 – Accounting Records
The Contractor shall keep full and detailed records accounts related to the cost of the Work and exercise such controls as may be necessary for proper financial management under this Contract and to substantiate all costs incurred.  The accounting and control systems shall be satisfactory to the Owner.  The Owner and the Owner’s auditors shall, during regular business hours and upon reasonable notice, be afforded access to, and shall be permitted to audit and copy, the Contractor’s records and accounts, including complete documentation supporting accounting entries, books, correspondence, instructions, drawings, receipts, subcontracts, Subcontractor’s proposals, purchase orders, vouchers, memoranda and other data relating to this Contract.  The Contractor shall preserve these records for a period of three years after final payment, or for such longer period as may be required by law.

While many contracts provide the owner an avenue to access the contractor’s records, these audits are seldom performed during the course of the project.  In fact, the AIA standard documents for cost reimbursable agreements include end of project final payment provisions that require the submission of a final accounting by the contractor, which is then reviewed, and possibly disputed, by the owner.  Oftentimes, any notification of an owner’s intent to audit the contractor’s records during the project is likely a signal (or a perceived signal) that trust has eroded and the parties are positioning themselves to protect their own interests in potential claims.  The key difference between traditional contracting methods and the OBA method is that contractor’s accounting records are continuously open to the owner in an attempt to build transparency and collaboration between the parties in a non-adversarial manner.  For example, real-time labor productivity data including estimated productivity rates and actual productivity performance can be made available under OBA but is not typically provided under a cost reimbursable contract.  The access to real time data affords the owner the ability to provide input in the management decision-making process.  This collaborative decision-making ensures that the owner’s objectives and the cost implications arising from the contractor’s means and methods decisions are aligned.  The purpose of OBA is to allow the owner, and other involved parties, to provide input during the course of the project instead of just “reading about it” after the project is complete.
Several conditions must exist for OBA to be successful on a project.  First, a culture of mutual trust and open communication must exist among the parties.  The establishment of OBA should encourage partnering between the parties.  Second, the accounting system must be sufficient to perform the requirements of the OBA process.  Additionally, a more involved review / audit process for monitoring accounting records must be implemented.
Both the owner and contractor can potentially benefit from the implementation of an open book accounting system.  The following lists identify some of the benefits experienced by each party with the introduction of such a system.

Owner Benefits
The benefits to the owner of the implementation of an OBA system include the following:
1. Access to contractor accounting documents not typically provided. 

2. Early detailed cost information and real-time cost support.
3. Early discovery of cost inconsistencies or potential waste.
4. Opportunity for owner assistance/buy-in to the contractor’s operational decisions.
5. Timely resolution of disputed items. 

6. Reduction of costs incurred to perform an after-the-fact, forensic investigation that might otherwise be required at the end of the project.

7. Management of disputed costs prior to payment instead of after payment.
Contractor Benefits
The benefits to the contractor of the implementation of an OBA system include the following:
1. Cost savings ideas and strategies from other parties that would otherwise go unnoticed. 

2. Possible elimination of any end-of-project audit requirements (as the OBA process may be considered a replacement for such end-of-project audit responsibility). 

3. Timely resolution of disputed items. 

4. Early owner participation in cost saving decisions.
5. Assistance/partnering in difficult decision-making concerning subcontractors (including default, suspension, termination, acceleration, re-sequencing, scope decisions, and change order compensation).

6. Insight into owner incentives/motivations.

7. Possible equal footing with the architect and other design professionals in the eyes of the owner.
8. Elimination/reduction of disputes regarding acceleration/productivity claims since the owner may be involved in key project management decisions as they occur.
9. Avoidance of costs incurred in an after-the-fact, forensic investigation that might otherwise be required at the end of the project.
Clearly, advantages exist for both parties.  The success of the OBA system hinges on a fair and honest implementation, with particular attention to cost documentation and monitoring efforts.  Any considerations of the architect and other design professional participation in the OBA framework are not considered in this article.
Types of Projects Conducive to OBA
Under traditional project delivery systems, the owner has some involvement in minimizing costs related to owner selection of finish out, quality issues, and performance items.  These typical owner selections and decisions normally end upon the completion of design drawings (issued for construction) and sometimes follow a value engineering process.  Once drawings are issued and value engineering is exhausted, the contractor is responsible for minimizing costs through the efficient planning, scheduling, and procurement of the project.  The contractor will often enter into purchase agreements and lump-sum subcontracts to accomplish this.  Following the initial procurement and subcontracting phase, the only remaining variable costs may be the contractor’s general conditions and potential changes in the scope of work.  Thus, under a traditional delivery system, at the point the contractor buyout of scope is complete, little room remains for any costs savings, as the majority of work is set in lump-sum subcontracts.  Open book accounting, following this initial procurement and subcontracting phase, realistically only provides the owner a view as to how the contractor manages its general conditions and potentially its change orders.  The OBA process has the potential to be a more useful tool than a simple monitor of the contractor’s general conditions.
Not surprisingly, the use of OBA primarily benefits larger projects whereby a majority of elements are performed on a cost reimbursable basis, likely with a Guaranteed Maximum Price (GMP) provision.  The types of projects that lend themselves to the open book accounting approach of project cost management include large industrial and commercial projects that are not fully designed and require a speed to market approach to the project.  Industry changes related to cutting edge products or changes in commodity prices impact owners’ approaches to construction projects, and often require an expedited start to construction before the completion or finalization of the project design.  In a scenario where the project schedule is driving a project and design decisions are made contemporaneously with construction activities, OBA can provide the owner real-time insight into construction decisions that will impact the overall cost of the project.  A fully functioning OBA process can facilitate real time management and cost savings suggestions.  Further, bringing in multiple vested parties to an OBA process and providing proper incentives can create a collaborative atmosphere as opposed to the adversarial one that is often found under typical project delivery methods.
The effective use of OBA often requires a general contractor that is self performing a significant portion of the project.  In the event a large portion of the work is subcontracted out, the OBA clauses must be incorporated into the major subcontracts, which would also need to be cost reimbursable agreements.  Otherwise, as a greater portion of the project is subcontracted under lump sum arrangements, a smaller portion of the work is truly considered cost-reimbursable. Lump sum or fixed price contracts do not share the ability of cost reductions to the owner if the contractor improves its expected efficiency.  In a cost reimbursable arrangement, only small scopes of work should be contracted as lump sum, allowing the OBA framework to maximize its effectiveness and reach.
Aligning the Incentives of the OBA Participants

OBA is not intended to give the owner of the project an authoritarian oversight into the contractor’s means and methods of management and construction.  Any such view could lead to perceived disadvantages to the contractor.  First, the contractor may be concerned about the owner’s input into the means and methods of its performance.  Owner cost saving suggestions regarding the utilization of equipment, sequencing of activities, scheduling, and subcontractor performance may not be well received by the contractor.  For example, certain owner suggestions may interfere with the contractor’s goals and procedures concerning safety, quality, and testing frequency.  Limited testing frequency could be a detrimental cost saving suggestion, leading to quality shortfalls.  Other owner suggestions may interfere with the contractor’s supply and provision of supervision and management oversight.  Owner suggestions leading to a reduced safety of workers or increased dangers to the environment or the surrounding areas, may ultimately lead to increased costs, reputation problems, OSHA concerns, or worse results.  Finally, and all-encompassing, suggestions that lead to a reduced profit margin, or fee, for the contractor will decrease the likelihood of a contractor participating in an OBA arrangement.

OBA has the greatest ability to succeed when the parties’ interests are aligned to minimize the overall project costs (or to get the job completed in the shortest amount of time), and potentially share in any savings or overruns.  Limits should be placed on the owner’s ability to micro-manage the contractor’s means and methods and the contractor’s use of general conditions items such as management and supervision.  The intent of an OBA arrangement is to provide real-time, transparent feedback on the project that allows the parties to collaborate on decisions that significantly impact the costs of the project.  The contractor must still be able to maintain a degree of autonomy with respect to the day to day operational decisions regarding smaller cost items.  Overall, a contractor must be assured that its interests are aligned with the best interests of the overall project.  The parties must jointly work to create and foster advantages, and minimize disadvantages for both entities.  Several contract delivery techniques that help align these interests are discussed in the following section.

Project Delivery System and Special Collaborative Arrangement Considerations

OBA can be implemented with any project delivery system but has become closely aligned with, and in fact should be a required feature of, the new collaborative delivery contracts, referred to generically in the United States as Integrated Project Delivery (IPD).  Depending on the commentator, these contracts are sometimes referred to as “Alliancing,” “Partnering,” or “Target Price” contracts.  Although variations abound, they all share the common features of collaborative decision-making and incentives for putting the best interests of the project ahead of individual interests.  In addition to the accounting and cost principles discussed here, these contracts generally call for a mutual waiver of most or all claims among the parties.
  We will focus here only on the accounting and cost recovery provisions.

Integrated Project Delivery (IPD) is an innovative project delivery system believed to be able to enhance the ability of cost savings on a project.  The AIA has identified the following characteristics of Integrated Project Delivery systems:

· Early involvement of key participants 

· Shared risk and reward 

· Multi-party contracts 

· Collaborative decision making and control 

· Liability waivers among key participants 

· Jointly developed and validated goals
As the use of the IPD project delivery system increases, OBA can increase the potential cost savings within this project delivery system in a similar manner.  The literature suggests anecdotal evidence of 20-30% savings over traditional forms of delivery.  Presumably these savings come from the incentives in place to create shared value and do not take into account additional savings from the elimination of litigation costs.
Evaluation of all of the possible variations on IPD is beyond the scope of this paper, but it is useful to briefly examine the way in which the two major contract forms address costs and transparency in their standardized collaborative contracts.  Instead of a lump sum or guaranteed maximum price (GMP), the IPD contracts require the establishment of a Project Target Cost Estimate (PTCE).  In IPD, the owner, designer, contractor, and sometimes key subcontractors are involved early on to assist in coordinating the work and providing cost saving ideas during the design phase.  In determining the PTCE, the project architect, contractor, subcontractors, and owner work together through a Target Value Design (TVD) process to provide input and bring value to the overall project design and potentially avoid coordination conflicts in the field.
The first distinction between the treatment of IPD by the AIA and ConsensusDocs is in the timing for the establishment of the target costs.  The AIA calls for the establishment of the target cost before creating detailed design documents.  The ConsensusDOCS, on the other hand, call for the target price to be established at the time the Management Group
 determines “that the project design is sufficiently complete.”  The ConsensusDocs do call for the provision of “Target Value Design support” prior to that time from the Constructor and the Trade Contractors.  The advantage of early establishment of the PTCE is that the parties have strong incentives to collaborate and find savings during the design process.
This early involvement may serve to replace the traditional value engineering process in a GMP contract.  Proponents believe that such early involvement of the contractor allows larger cost savings ideas to be implemented instead of merely considering substitutions, typical of a simple value engineering process.  The value in this process has certainly been realized through early involvement in the Construction Manager at Risk delivery method.  Although the IPD process may not enjoy the benefits brought on by competition inherent in the design-bid-build process since the contractor is selected at an early point in time, the OBA process can still serve to provide cost savings throughout the project.  As the team members are given greater responsibility, decision-making power, and interest in the overall project costs, issues that are encountered during the construction phase may be more quickly resolved.
The primary characteristics of IPD are collaborative decision-making and potentially shared cost savings (and possibly shared overruns) in exchange for the contractual waiver of virtually all claims.  Both the ConsensusDocs and AIA C191 provide that the parties are to share in the savings if the actual costs of the project are less than the PTCE.  Of course neither contract describes the specific amount or percentages of the incentive payment.  In addition, the AIA contract calls for additional incentives directed toward non-cost goals.

Both contracts also include a provision that allows for but does not require the allocation of losses to the extent that costs exceed the PTCE.  The ConsensusDOCS frame the provision as a checkbox choice between costs in excess of PTCE being borne by the Owner or shared in an unspecified percentage.  The AIA contract frames the “shared pain” provision in terms of the Owner’s obligation to reimburse the other parties’ labor costs when total costs exceed the PTCE.  Interestingly, the AIA contract does not contemplate a sharing of all cost overruns but rather describes a point at which the Owner stops paying the other Parties’ labor costs.

Obviously then, the definition of costs and the transparency of those costs is critically important. Anyone experienced in the drafting or negotiation of cost reimbursable contracts, particularly those that include lump sum components, such as general conditions, will be familiar with the basic premise.  Reimbursable costs must be defined precisely.  This is not to say that lump sum elements, such as some or all of the general conditions and some or all of the subcontract costs, are not appropriate.  But if there are fixed price elements and reimbursable costs, the need for careful definitions is exacerbated.  Both the AGC300 and AIA C191 define costs, but in our experience these definitions are among the most commonly modified so that a recitation of how the contracts define reimbursable costs serves little purpose here.

As should be true of every cost reimbursement contract, the ConsensusDOCS require the Constructor to maintain complete and accurate books and records in accordance with Generally Accepted Accounting Principles.  The Owner has the right to conduct a final audit and produce a written report within 15 days after the Constructor’s delivery of the final accounting.  If the accountants cannot agree on the final costs, the contract refers the parties to the dispute resolution procedures but requires the Owner to pay the amount certified by the Constructor pending resolution.  In addition to the right to a final accounting and audit, the ConsensusDOCS give the Owner the right to access all records at any time during the project.
The AIA C191 contract has less detail but requires the parties to maintain detailed accounting records satisfactory to the Owner.  The contract also provides that the Owner and its auditors are to have access to review, copy, and audit the accounting records of the other Parties.  The contract excludes from the right to audit any rates or costs that are based upon agreement, unit prices, lump sum or other fixed rates or costs.
Integrated Project Delivery systems can be structured to involve multiple parties within the contract.  Typically, the contractor and possibly key subcontractors would be parties to the contract.  Incentives to share in the project savings may be included for all parties.  In this scenario, the contractor and key subcontractors would be paid on a cost reimbursable basis with potential incentives to save in any contingency or overall project savings.  Obviously, the incorporation of OBA is a key component in maintaining the transparency of this multi-party process.
In spite of the obvious fact that a collaborative effort of all project participants would likely enhance the benefits of IPD, neither the ConsensusDOCS nor the AIA standard form contemplates cost saving/overrun incentives for the trade subcontractors or others participants.   The ConsensusDOCS allow for the participation of Trade Contractors and Suppliers in the collaborative effort, subject to the approval of the Management Group but expressly provides that they shall contract directly with the Constructor, i.e., not a full party to the IPD agreement.  The contract contemplates the Trade Contractors signing a “joining agreement” accepting the principles and methods of collaboration, i.e., collaborative decision-making and waiver of claims, but there is no provision for cost sharing incentives.  

The AIA contract is even more restrictive with respect to Trade Contractors etc.  AIA C191 provides for the inclusion of other participants with “unique skills and expertise” as “non-voting advisers.”  These advisers do not become parties to the agreement and therefore are not subject to a waiver of liability.
Another twist to the traditional GMP project delivery system is a cost reimbursable contract with an Estimated Maximum Price (EMP).  In an EMP approach, the owner strays from the comfort of the absolute maximum price concept provided by the GMP.  In this approach, the owner shares in the risk of any cost overrun above the established EMP.  An owner that believes it has particular skills in increasing efficiencies and reducing costs may choose this type of construction provision in hopes of establishing an EMP level less than the perceived GMP level.  Through such an approach, and without the comfort of the GMP, the owner’s desire to use OBA should be enhanced.  As the owner shares in the risk and additional costs of an overrun to the EMP, the incentive to analyze real time cost data through OBA by the owner should increase.  Constructed successfully, a contractor may agree to an EMP that would be lower than a GMP since the risk of exceeding the EMP is shared.  Then, to the extent the EMP is not reached, any shared savings earned by the contractor will be reduced since the savings would be less than in a GMP arrangement.  To the extent OBA can increase the probability that the EMP will not be reached, the owner should take a greater interest in the advantages provided by the OBA approach.
One final note of caution:  At least one commentator has warned that care must be taken to prevent the formation of a partnership through these provisions.  The Revised Uniform Partnership Act defines a partnership as “the association of two or more persons to carry on as co-owners a business for profit.”  Notwithstanding the fact that many courts use the sharing of costs and profits as the primary determinant of the formation of a partnership it seems unlikely that OBA, even in the context of an IPD agreement, would be considered a partnership for the purposes of joint and several liability.
Setting up OBA and Defining “Open” Documents 

Implementing an OBA system requires coordination and planning among all of the team members to define the procedural and technical requirements necessary to create an adequate system where information is accessible to all parties.  An OBA system could be as simple as transmitting hard copies of accounting records and invoices to the involved parties; or as complex as creating a shared electronic accounting system to host all estimates, costs reports, and other accounting documents.  The level of effort in establishing an OBA system primarily depends on the size of the project and sophistication of the parties involved.  The shared electronic accounting system end of the spectrum allows a greater use and reliance on real-time accounting data.
One of the first steps in implementing OBA is to identify the types of documents that will be subject to review.  Some examples of documents that may provide useful cost information throughout the project include: the project budget/estimate, job cost report, detailed transaction report or general ledger, material invoices, material receiving reports, proof of payment records, expense reports, payroll reports, payroll tax returns, company tax returns, timecards, labor productivity tracking reports, and subcontractor records.  The uses and potential advantages of each of the identified documents will be discussed below.
Project Budget/Estimate 

The original project estimate (including all detailed take-off sheets) identifies the assumptions utilized to set the PTCE or GMP.  The estimate documents will identify the scopes of work contemplated during the estimating process, along with the productivity rates, overtime utilization, contemplated staffing, material and equipment quantities and costs, and general conditions’ costs included in the determination of PTCE or GMP.  Additionally, estimating documents concerning change orders may be useful.
Job Cost Report 

The job cost report should provide a contemporaneous snapshot of the costs incurred on the project summarized by job cost code.  The job cost report is typically updated on, at least, a monthly basis and should identify the actual costs incurred to date along with the planned costs and projected costs to complete the project.  The job cost report may report certain costs at contractual rates in lieu of actual costs.  For example, rates for project management employees, burden, or equipment may be reported at stipulated rates or assumed rates.
Detailed Transaction Report / General Ledger 

Detailed transaction reports identify the individual transactions that support the project costs typically reported in the job cost reports.  If the job cost report includes certain costs at stipulated rates, the general ledger may identify the associated actual costs.  The detailed general ledger will allow the owner to verify that the costs reported in the job cost report are complete, accurate, and reliable.  A detailed general ledger may also be helpful in analyzing time-related costs to verify field overhead rates and unusual, one-time expenditures.  In some cases, the general ledger will identify home office overhead costs that have been allocated to a specific project.  Lastly, a general ledger should be less likely to include double counting of amounts within the project or among other projects. 

Payroll Journal / Certified Payrolls 

Payroll reports can assist in verifying the amounts paid to the contractor’s employees, including the costs of certain contractor labor burden items.  Payroll reports will identify the timing and amount of overtime payments made to employees.  Payroll reports may provide a listing of charged hours to a project providing a check to timesheet information.  Payroll reports can also identify employee turnover, which could result in labor inefficiencies.

Tax Returns 

Tax returns include employer quarterly payroll tax filings and federal income tax returns, among others.  Employer quarterly payroll tax filings provide support for the actual payroll taxes paid, and thus provide support or validation of labor burden costs reported in the job cost report and/or detailed transaction reports.  Federal tax returns may provide additional information related to the contractor’s assets, especially regarding owned equipment utilized by the contractor.  The tax depreciation records may be different than the book depreciation method for tax reporting purposes.  Depending upon how the contract defines the appropriate billing rate for equipment, the tax return data may be required, or at least the tax and book depreciation information by piece of equipment being used on the project. To the extent a contractor reports costs associated with equipment that is fully depreciated, further investigation may be required, as the tax return will provide no information concerning the equipment.
Timecards / Timesheets 

Timecards / Timesheets assist in confirming the actual hours worked by the contractor’s employees.  In many cases, timecards identify specific activities performed by the contractor’s employees.  In an OBA project, the cost tracking should be reviewed and approved with the owner so that the agreed upon labor tracking is taking place at the agreed upon level of detail. Timecards further verify the timing and accuracy of overtime hours incurred.  Timecards may be especially useful if the contract allows for stipulated rates for project management in order to verify that contractor employees worked the number of hours reported in the job cost report.
Equipment Records
The tracking of equipment usage needs to be defined at the front end of the project with the owner on OBA projects.  The owner may want the contractor to establish an equipment usage report showing use hours versus standby hours.  Possibly, the owner may be satisfied with a report showing that the piece of equipment was on-site and a monthly rate will be charged independent of usage.  To verify on-site equipment durations, the owner may require equipment mobilization records and demobilization records to be provided as support for the duration the equipment was on site.  The charged rate for equipment should be determined at the front end.  Certain owners may require the tracking of equipment usage by area of the project. Equipment rates may be desired to be determined by an industry rate book or may be charged only at true actual cost. If equipment is charged at true actual cost, the method of establishing the true actual cost should be determined.  Claims related to equipment costs are routinely disputed and should be clearly defined within the OBA contract.
Subcontractor Records 

Subcontractor records including payment applications and invoices can assist in verifying the timing and amounts billed by subcontractors.  Subcontractor costs typically comprise a significant portion of project costs; therefore, proper validation of these costs is essential.  To the extent the subcontractor is performing its work on a cost reimbursable basis, all of the types of documents previously discussed in this section such as job cost reports, payroll reports, tax returns, etc., may be necessary to validate the subcontractor’s costs.  Special consideration for subcontractors under OBA is discussed in greater detail in a subsequent section of this paper.

Costs of Implementing and Executing OBA
Due to the real-time demands of reviewing project costs under an OBA, additional costs may be incurred by the parties that otherwise would not have existed under traditional project accounting.  Typically, the owner would have a greater cost to bear than the contractor in implementing OBA as it may require a larger and more sophisticated staff in place.  The owner’s expanded role in an OBA process of reviewing contemporaneous cost data and collaborating with the contractor in project decisions may require additional, or more qualified, staffing than normal.  Additionally, the owner may incur additional costs related to the hardware and software necessary to implement a real-time sharing of date.  In regards to the contractor, most of the accounting records and processes inherent in OBA are already internally used by many experienced contractors.  Minimal incremental cost increases may be incurred by the contractor in maintaining records within an OBA system.  The contractor would primarily incur additional costs related to the front-end establishment of procedures and auditing methods to be used through the duration of the project.  However, this cost might be offset by saved time at the end of the project for any final accounting issues that may have been considered throughout the OBA process. 

The parties can expect to invest additional time and money in the initial stages of setting up an OBA arrangement.  Considerations have to be made for acquiring supplementary personnel, computers, and licenses to accommodate the additional auditing.  Also, time will have to be spent clarifying and implementing the exact procedures and level of detail that will be included in the OBA process.  After the initial start-up phase, the effort required by the contractor and owner would not be expected to be far different from the amount of time put into a typical monthly payment application review. 

Although it is desirable from an Owner’s standpoint to request numerous levels of contractor documents, a limit to the reach of the OBA concept must be maintained.  From an Owner’s standpoint, advantages exist up to the point of verifying costs, quantities installed, and cash flow.  Each of these attributes of contractor performance depends on unique project documents. At some point, the cost of reviewing multiple levels of accounting documents in detail must be weighed against the potential savings or benefits to the project.

Establishment of Allowable / Disallowable Costs
During contract formation, defining a clear and comprehensive list of allowable and disallowable project costs is advantageous for involved parties.  Not all project costs are acceptable to the project owner.  Typically, costs incurred at the contractor’s home office (away from the project), defective work, and general inefficiencies are either disallowed or challenged by the owner.  Within the OBA framework, the owner may be involved with the periodic decisions regarding manpower planning eliminating certain end of project surprises, misunderstandings, and disputes.  To the extent that the contract can specifically identify the components of allowable and disallowable costs, disputes will be minimized. 

a.
Types of Costs 

Cost reimbursable contracts require careful cost accumulation and reporting.  A contractor’s costs can be subdivided into the following general categories: 

1. Material Costs 

2. Owned Equipment/ Rental Costs 

3. Subcontractor Costs 

4. Labor and Labor Burden 

5. Field Overhead or General Conditions Costs 

6. Profit and/or Home Office Overhead costs 
These categories of costs are typically reported by cost category within the type of work. The project type of work may be subdivided into categories using the CSI work breakdown structure which includes sequential numbers of work types to segregate sitework, concrete, steel, mechanical, electrical, drywall, etc.  The accuracy of cost reporting is typically a contractor’s responsibility, but an owner must share the contractor’s diligence in reviewing the different rates billed.

b.
Exceptions/ Special Situations Concerning Cost Submissions 

Although a cost reimbursable contract requires the reporting of allowable costs to obtain payment, certain exceptions or special situations may be included in a contract which alter the strict requirements of cost plus arrangements up to a GMP, for example.  Each of these exceptions and special situations will be discussed in this section.

1.
Unit Prices or Rates 

To ease the reporting requirements on a contractor and to simplify the review process for the owner, oftentimes the parties will agree to the use of rates in billing labor, labor burden, management, materials, home office overhead, or equipment. 

Rates for Labor and Labor Burden - As different workers and management personnel receive different rates of pay, it is important for the contractor to accurately report such actual cost differences.  Labor escalation may cause a contractor to increase billings for individuals or trades.  Bonuses may be typical for a contractor to pay, but this practice may meet resistance from the owner as a cost of the work.   Similarly, labor burden may vary not only by worker, but also by period throughout the year.  Certain labor burden components may only apply to the first increment of a worker’s pay leading to differences in total burden through the year.

To simplify labor billings and minimize disagreements concerning the billing of labor, certain negotiations may result in the establishment of labor, management, and burden allowable rates in lieu of actual costs.  In such situations, bonuses and labor escalation issues may be avoided (assuming bonuses are disallowed and rates are listed as applicable at least through the term of the contract).  If rates are established, care must be taken to specify whether separate rates will be used for overtime work, or whether rates will include a type of premium to compensate the contractor for anticipated overtime hours.  Although a contractor may compensate workers time and a half wages for overtime, labor burden typically reduces to a level less than straight time labor burden rates.  Thus, any billing of overtime at one and a half times the regular time rate excessively compensates a contractor.  Lastly, rates are sometimes identified by various trades and levels within a trade (journeyman electrician, for example).  Generally projects are manned with various levels of apprentices while the contract may only define or contemplate a rate for journeymen.  The owner should identify the type of documentation that will be required to determine which workers fit within a defined rate category.  Further, the owner may require the listed individual to be performing work in the listed trade category to receive the stated compensation rate.  If a foreman electrician is performing general cleanup, an established rate may include a reduction acknowledging that the higher skilled rate does not fully apply to the lower skilled activity.
Subsistence – Oftentimes, managers or construction workers are staffed on projects outside of their place of residence.  In these cases, reimbursement for the employees’ meals, travel, and/or housing expenses may be appropriate.  In lieu of paying the actual monthly expenditures by employee, unit rates for subsistence amounts can be established.  The contract should clearly define who is eligible for such reimbursement and the rate of reimbursement.  Factors influencing the costs of subsistence reimbursement may include regional cost of living factors, availability of local housing, and standard of living expectations.  Subsistence may be limited to an eight-hour day or reduced upon workdays less than eight hours, if defined as an hourly rate.
Vehicles – Company or employee owned vehicles may be appropriate to charge as a cost to the project.  Time based rates may be established based on expected depreciation of the asset or on rental rates of comparable vehicles.  Additionally, consumption based rates, such as a rate per mile, may be established to more accurately track the vehicles actual usage on the project.
Equipment - In lieu of actual costs related to trucks and other equipment, the establishment of rates may be desirable to simplify the reporting and review requirements of billing the actual costs of equipment.  From an owner’s standpoint, decisions should be made as to whether such rates include the use of equipment during overtime and whether mobilization, fuel, repairs, and maintenance are included in the established rates.  Other rate variations may be necessary such as including a second rate or reduction for equipment standby, or idle time.  On large projects it may be cheaper to purchase the equipment rather than to rent the equipment.  In many OBA projects, there are tools purchased which are billed for and paid for by the owner.  A tracking system needs to be established to track these purchases as well as to track the disposition of tools during the project, as well as at the end of the project.  If a drill burns out during the project and is discarded, it should be documented so that any continued billing during the project ceases, and at the end of the project it is not assumed that someone stole the drill.  Although these items are generally small dollar purchases on a single item basis, the total cost for the duration of the project can be large.  In cases where the owner pays for the tools, the tools should be turned over to the owner at the end of the project, or sold with the salvage value proceeds going to the owner.
Even for large pieces of equipment it may be more beneficial to the project to purchase a piece of equipment up front and sell it at the end of the project to save money overall.  A rent versus purchase decision should be made on each major piece of equipment contemplated.  The procedural methodology should be in place at the beginning of the project with a clear definition of who will be performing the rent versus buy decision.
Material - Material costs are normally billed with invoice support.  The contractor may offer a reduced rate for certain materials obtained at volume discount, of which only a subset is used for the owner’s project. In such a case, the owner may be immunized from potential material escalation.  Care should be taken to establish a protocol to verify the usage of materials in such an arrangement, and to ascertain whether the possibility of material escalation is included in the established rates.  Often, established rates are noted as limited to a specified period of time.
2.
Allowances

In a cost reimbursable contract, items that lack design completion, owner decision, or reasonable certainty may be included in the contractor’s budget as allowances.  If an allowance is exceeded and not the fault of the contractor, a contract will typically provide for an increase in the target price, or GMP, to cover the overage.  Costs submitted under the allowance should require the same detailed invoice, or cost support as other work components in the contract.  The contract may specify the types of allowable costs that can be applied to the allowance.  For example, in applying costs to an allowance, a contractor may attempt to assign a pro-rata share of general conditions to the allowance.  Without specified rules or contract provisions specifying the allowable costs that may be applied to an allowance, a dispute may ensue concerning an application of general conditions costs to an allowance item.

3.
Contingencies

Similar to allowances, a well-defined contract will provide guidance as to how a contingency may be used on a project.  At a minimum, costs submitted under the contingency should require the same detailed backup of cost information as other submitted costs.  In addition, a contract may define whether a contingency can be used to correct deficient installations or to cover other contractor inefficiencies that may not be considered allowable costs of the work.
4.
Markups
For simplicity, certain markups such as small tools and supplies may be agreed by the parties to be added to labor as a percentage.  A contract should define which types of laborers will be allowed to receive such markups.  Typically, office clerks will not be allowed a small tools markup.  In addition, such markups may be challenged if applied to delay, “show-up,” or standby time.

5.
Costs as Defined in the Contractor’s Procedures Manual

For expediency, a contractor may simplify the explanation of rates by identifying that rates, or costs, will follow its company procedure manual.  This provision may be included for mobilization, small tools, per diem, training, travel allowance, testing, or other such activities or cost categories.  An owner should review these rates and possibly utilize the rates in the contract documents.  Sometimes employee manuals will leave open the possibility of market adjustments that an owner may want to limit or identify at the time of contract formation.
Owner’s Costs 

In any contract scenario, Owner costs may become relevant in a situation where the Owner looks to back charge a contractor, or when an Owner chooses to self-purchase materials or self-perform a definable scope of work.  Owner’s costs may include management staff and material purchases.

Special Issues to Consider in OBA 
Within any OBA system implemented on a project, special situations or areas of greater interest may include the following:
1.
Setting of limits to an implied profit within a rate 

As previously mentioned, labor, management, equipment, and other costs may be set as rates in the cost reimbursable contract.  Although the billing of rates becomes an easier system to implement and monitor, the actual underlying costs to such rates may not be disclosed.  Under an open book accounting approach, these costs may be available for review.  Under this review, an owner may discover that the implied profit, or margin, of the billed rates is greater than ever anticipated.  To head off such a surprise and to restore equity in the setting of rates, at contract signing, the owner may want to include a provision that any such rates used by the contractor may not include a margin greater than 10% to 20%, as desired.  In this manner, a contractor inclined to set unfair rates will undergo a potential adjustment based on a provision limiting the profit to a fair and reasonable amount.

2.
Self Performance of Work by a Contractor 

Oftentimes on projects, general contractors may elect to self-perform scopes of work in lieu of subcontracting the work to other parties.  Many contracts require contractors who are seeking to self-perform work to bid these scopes against other qualified contractors.  If the contractor is the low bidder, the self-performed work may be awarded to the contractor on a lump sum basis.  In these situations, the contract now contains contractor compensation elements that are lump sum and cost plus.  From an owner-advantage standpoint, this lump sum method of contracting helps ensure that the owner is receiving competitive pricing for the self-performed scope.  Special considerations must be taken in applying open book accounting in these scenarios.

· Should the general contractor keep separate accounting records for its general conditions and self-performed scopes of work? 

· Is the Owner given access to both sets of records: the lump sum portion and the cost reimbursable portion of work? 

· What steps/controls must be taken or implemented to ensure the costs incurred by the Contractor are recorded within the proper scope? 
The contract needs to specifically address these issues when considering self-performed work.  The pros and cons of each of these considerations will be discussed separately below: 
Should the general contractor keep separate accounting records for its general conditions and self-performed scopes of work? 
Ideally, the contractor should keep separate and distinct records for its self-performed work in addition to its already-required cost reimbursable scope of work.  Separate records keeping helps to maintain the integrity of the accounting records and avoids the miscoding of items between the separate scopes.  Additionally, a separate set of accounting records can help develop more of an arm’s length transaction between the contractor acting as the general contractor and the contractor acting as a self-performing “subcontractor.”  The contractor may incur additional administrative time maintaining multiple sets of accounting records, but this cost may be nominal. 

Is the Owner given access to both sets of records: the lump sum portion and the cost reimbursable portion of work? 
The contractor’s cost records maintained for the overall project costs would be subject to the open book accounting process, but an issue arises as to whether its documentation of costs for its self-performed scope of work would also be subject to an open book accounting process.  This key issue has multiple implications for both the owner and contractor.  Since the self-performed work is being performed for a lump sum, should the owner care what actual costs are incurred in the performance of the fixed price work?  Is the contractor put at a disadvantage by having to provide this information?

There are several advantages to opening the books on a fixed price subcontract. First, disputes regarding the progress of work and amounts completed are more easily resolved if the actual costs incurred to date are known by both parties.  Additionally, the transparency provided into the self-performed scope removes any doubt about the proper coding of costs between scopes.  Negotiations of change orders are streamlined since the actual costs incurred in performing the changed work would be visible to both parties.  Further, any rates, markups, and other cost elements should be standardized between the scopes of work.  A contractor should not receive greater compensation dependent on whether a change order is provided under the cost reimbursable scope versus the lump sum scope of work. 

What steps/controls must be taken or implemented to ensure the costs incurred by the Contractor are recorded within the proper scope? 
A unique scenario arises when a general contractor is performing its general conditions work on a cost reimbursable basis, yet is now self-performing another scope of work under a lump sum amount. The contractor is then responsible for managing both the overall project (on a cost reimbursable basis) and the specific scope of work (for a fixed amount included in the lump sum).  Without adequate controls, it is possible for the contractor to reduce its costs on its lump sum self-perform scope of work by billing the owner for as much as possible under its cost reimbursable scope in order to reduce the costs on its fixed price work.  Such a practice serves to increase the profit margin of the lump sum scope of work.  Oftentimes, the blurred line of responsibility between management time spent directly managing the self-performed scope versus coordinating the overall project provides the opportunity for the contractor to bill these supervisory and management costs as reimbursable.  The following type of costs must be carefully specified and monitored:

Management Costs - The specific management costs that are included within a self-performed scope versus those that are included in the overall project management should be clearly identified.  The parties should anticipate whether the self-performed work requires a project manager, superintendent, and/or executive.  Additionally, the level of effort and ability of these employees to share their self-perform work time with normal general conditions time should be considered and classified.

Cleanup – Typically, fixed price subcontracted scopes include the costs of cleaning work areas subsequent to performance.  In the scenario where the contractor is performing both general conditions work and self-performed scopes of work, there exists the possibility for overlap in the cleanup scope of work.  Open book accounting allows the owner to see how much the contractor has budgeted for and incurred in its self-performed cleanup, and can help ensure that cleanup costs related to the self-performed work are not billed under the contractor’s cost-reimbursable general conditions.

3.
Method of providing change orders: Lump Sum vs. Time & Materials for example. 

Oftentimes in a cost reimbursable contract arrangement, change orders are provided in a lump sum manner.  If such change orders are provided to an entity that also performs a time and materials (T&M) scope of work, care must be exercised to assure that costs related to the lump sum scope of work are not mistakenly applied to the T&M scope of work.  This review is particularly important if the general contractor in a cost reimbursable contract receives lump sum change orders.  OBA can assist in such a review of underlying costs to perform such an evaluation. As a way to limit any perceived incentive of the contractor to misapply costs, an OBA audit, or provision, may include a limit to the profit that can be earned in a lump sum change order. Under such a provision, the contractor must demonstrate that its costs related to a lump sum change order comprise a defined percentage of the total change order. These costs will then be segregated from any cost reimbursable portion of the work.
4.
Can you ever trust the contractor? / Is the markup coming from somewhere? 

As the title of this section jests, contractors may be perceived as looking to achieve the markup they believe they deserve from somewhere.  If the OBA process is well defined, and the OBA reviews are performed consistently and thoroughly, both parties may understand and realize the advantages of the mutual cost saving goals.

5.
Defining whether the OBA requirements should flow down to subcontractors 
The majority of costs on a project are often subcontracted to other contractors by the general contractor.  Thus, any usefulness of open book accounting is diminished if only a small portion of the cost records are “open” for review.  A key consideration to open book accounting is whether the open book clauses can be passed down and incorporated into all of the major subcontracts entered into by the general contractor.

Using an open book accounting method with subcontractors is also much more useful for cost reimbursable versus lump sum projects.  However, in either type of project, the use of open book accounting for subcontractors would be beneficial in change order resolution or other cost disputes.  Also, open book accounting can assist with the assessment of the percentage of work completed on lump sum projects.  Having full disclosure of the actual costs incurred to date could assist with the evaluation of how much work was completed when used in conjunction with an evaluation of in place work.
6.
OBA can be used in the setting of rates/ unit prices 

Open Book Accounting can be helpful in the front end negotiations of unit rates for the project.  Both parties having access to the actual costs of the contractor’s labor and owned equipment pricing can assist in establishing unit rates for use throughout the project.  Billing rates for labor can be established utilizing the actual wages and burden that the contractor is incurring for its employees.  The only variable factor would be any amounts for overhead and profit that would be included within the billing rates.  Similarly, equipment rates could be more easily negotiated if full disclosure of equipment purchase costs, utilization rates, and maintenance costs were provided to the owner. 

7.
Potential redundancy of the end-of-project audit to OBA 

Many contracts, including standard AIA forms, contain contract language that allows for an end of job final accounting or audit, reconciling the actual costs of the project.  Given the continuous monitoring and auditing that is available throughout the project under open book accounting, a final audit of all of the submitted contractor cost records may be redundant or unnecessary.  For all practical purposes, an open book accounting project that has been properly administered may resolve all accounting issues during the course of the project and could avoid the time consuming and costly process of auditing an entire project at its conclusion.  In addition, as the detailed cost verification efforts may occur during the project instead of after the project, the owner may be able to implement cost-saving suggestions instead of merely criticizing apparently excessive costs after the job.

8.
Potential risks in publishing individual salary and compensation information that is viewable by multiple parties 

One potential drawback of the open book process is that confidential employee compensation information will be disseminated among the parties and possibly be accessible to other employees.  Contractors must be careful in identifying the type of  information that will be made available and defining the specific parties that will be allowed to view the information.  Steps must be taken to ensure that potentially confidential information is adequately safeguarded from improper dissemination.

Summary
Under the proper scenario and with the appropriate project participants, the use of OBA can lead to advantages to both the owner and contractor including lower overall project costs.  Additionally, certain pitfalls in the use of cost reimbursable contracts may be eliminated through the implementation of an OBA framework.  To the extent financial incentives are included in the contract, an OBA system may serve to enhance the incentives of the owner and contractor to work together in a partnering-type arrangement.
� The authors would like to thank John L. Bailey and Brandi N. Kleinman of Veritas Advisory Group, Inc. for contributing to this paper.


� AIA Document A102 – 2007 “Standard Form of Agreement Between Owner and Contractor where the basis of payment is the Cost of the Work Plus a Fee with a Guaranteed Maximum Price” and Document A103 – 2007 “Standard Form of Agreement Between Owner and Contractor where the basis of payment is the Cost of the Work Plus a Fee without a Guaranteed Maximum Price.”


� Although the collaborative environment and mutual waiver should minimize risks, the combination of the mutual waiver of claims together with the right to a change to the target price for increased costs and the owner’s responsibility to pay for costs up to the target price will to a certain extent shift some risks, such as the risk of design error to the Owner.


� An excellent discussion of the advantages of this delivery method, together with a comparison of ConsensusDocs 300 and AIA Form Contract C191 can be found in “The Construction Lawyer,” Vol. 31, Number 3, Summer 2011.


� The Management Group is initially defined as a representative of the Owner, a representative of the Designer, and a representative of the Contractor.  AGC300 contemplates additional project participants as members of the Management Group by invitation.


� By way of comparison, the risk of cost overruns is completely borne by the contractor in either a GMP or lump sum contract and the savings from efficient performance are realized in full by the Owner in a cost reimbursable  contract and the contractor in a lump sum contract.





