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Foreword

This book represents an effort by the In- | COMPONENTS OF THE AIA FINANCIAL MANAGEMENT SYSTEM
stitute to address the concerns of small -

firms about the seemingly formidable
and imposing concepts of cost-based
compensation. To reduce the mystique
of this methodology, this work provides
shortcuts and abbreviated examples of
how compensation can be determined
and alternative courses of action for
evaluating and re-evaluating the fee pro-
posal to the prospective client.

Compensation Management also dis-
cusses the differences between cost-
based compensation and value-based
compensation, recognizing that the na-
ture of the services offered to the client
can have a significant impact on the fea-
sibility of the project itself.

The book should serve many func-
tions: a primer, a checklist, a negotiation
tool and an effective method of negotiat-
ing an equitable fee.

Principles

~

Manual Applications

/

Automated Applications

/

Compensation
Guidelines

/

Robert M. Lawrence, FAIA

1982 President

The American Institute of Architects
Washington, D.C.

Standardized Accounting for Architects

Computer-based Financial

Management Service
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Preface

In 1975 The American Institute of Archi-
tects published Compensation Manage-
ment Guidelines for Architectural Services
which set forth a rational process for re-
lating compensation to the cost of per-
forming services. The need for greater
simplicity, comprehensiveness and uni-
formity of detail led to the second edi-
tion, Compensation Guidelines for Archi-
tectural and Engineering Services. It
became the first component of the ATA
Financial . Management System, which
comprises:

. Principles;

. Manual Applications;

. Automated Applications;

. Compensation Guidelines, and
. Time Data.

N WN =

“Principles’ in the form of the book
Financial Management for Architects,
published in 1980, sets forth basic theo-
ries and applications. “Manual Applica-
tions,” presented in the form of the new
Third Edition of Standardized Account-
ing for Architects, together with its inter-
related accounting forms, spells out uni-
form manual accounting procedures
specifically designed for small and
medium-sized offices and is coordi-
nated with the automated mode for later
transfer.

The Computer-based Financial Man-
agement Service (CFMS ©), in use since
1971, is available by subscription, and
provides not only automated applica-
tions of financial management, but also
a comprehensive project control system
and a fully integrated accounting system.
An overview of the Service is found in
the publication CFMS: An Introduction.

Compensation Management: A Guide-
. line for Small Firms along with Compen-
sation Guidelines for Architectural and
Engineering Services and its two supple-
ments, make up the fourth component.
The final component, “Time Data,” de-
scribes the companion to Compensation
Guidelines, the AIA Time Data Bank,

which reports the amounts of time re-
quired to provide professional services
for a wide variety of projects. Its purpose
is to provide an accessible data base for
checking time requirements for new
projects. -

This book has been developed to help
architects in small firms in their use of
the principles and applications of com-
pensation management. It consists of an
Introduction and Summary discussing
the principles of determining compensa-
tion, the Compensation Management
Method describing the process, and a
Case Study illustrating each step.

Itis more important than ever that the
architect be properly compensated for
providing the level of services expected.
These Guidelines present a rational,
consistent and accountable system for
determining and managing proper
compensation.

Peter A. Piven, FAIA
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1
Introduction
and Summary

The American Institute of Architects has
developed an approach for managing
compensation based on the cost of
providing services. The approach was
first described in 1975 in Compensation
Management Guidelines for Architectural
Services ‘and then updated in 1978 as
Compensation Guidelines for Architec-
tural and Engineering Services. This book
condenses explanations, simplifies pro-
cedures and makes the approach more
usable by architects in small firms.

This approach to compensation man-
agement is not a method of compensa-
tion; it is a method for determining com-
pensation and for managing the process.
It is a process for determining what is to
be done, how long it will take and how
much it will cost. The procedure in-
volves eight steps.

Used to best advantage, the cost-based
compensation approach allows the cli-
ent and the architect to develop a full

understanding of the broad range of ser-
vices that the architect can offer and the
elements that make up the architect’s
costs. For the architect who chooses to
approach this topic without the client’s
involvement, the book provides specific
information about the all-important
relationship between services and
compensation.

Other advantages also accrute. Docu-
mentation of the services, time and cost
requirements of the project provides
valuable information to assist the archi-
tect in:

1. Monitoring the actual costs of
providing services;

2. Estimating costs for services on fu-
ture projects;

3. Identifying the need for revising
services, and

4. Renegotiating compensation to ac-
count for changes in scope.

1. Confirming the project scope

2. Identifying services needed

3. Estimating time to complete services

4. Calculating costs

5. Estimating reimbursable expenses

6. Determining method of compensation

7. Negotiating the agreement

8. Monitoring project progress

2 THE AMERICAN INSTITUTE OF ARCHITECTS

COMPENSATION
PRINCIPLES

A contract is an agreement between two
parties: an architect and a client. In an
agreement for services, the architect
agrees to perform certain services in ex-
change for a consideration; that consid-
eration is compensation. Compensation
must cover the architect’s expenses and
should also yield a profit.

Expense is either direct (project) ex-
pense or indirect (overhead) expense. To
ensure that each project contributes to
the indirect expenses of the firm, these
indirect expenses generally are allo-
cated among all current projects, usu-
ally in proportion to direct salary ex-
pense. Direct expenses include salaries
of principals and employees working on
the project, outside services (e.g. consul-
tants) expense and other direct expenses
(e.g. non-reimbursed reproductions).

Reimbursement for expenses incurred
by the firm on behalf of the project is
considered separate from, and in addi-
tion to, compensation for services. These
items are cited in the agreement and
may include costs for reproductions,
transportation, long distance telephone
calls, postage and handling, etc.
Whether or not an item is a direct or
reimbursable expense will be deter-
mined by the architect and the client
and will be documented in the agree-
ment. Any item specifically required for
the project and not included within the
reimbursable expense category must be
considered a direct expense to be cov-
ered by project compensation.

Profit is the excess of revenue over ex-
pense. Project profit is the difference be-
tween compensation and expenses, di-
rect and indirect, including reasonable
salaries for principals. Profit provides
reward for professional and financial
risk and return on investment. Each
project should contribute profit to the
firm.




Compensation

Expense

Personnel Expense >
(Principals and Employees)

Outside Services
Expense

Other Expenses

Direct Expense

Direct Personnel Expense
(Direct Salary Expense
plus Benefits)

Direct Qutside
Services Expense

Other Direct Expense

EXHIBIT 1. PAYMENTS TO THE FIRM FOR PROFESSIONAL SERVICES

Profit

Indirect Expense

Indirect Personnel Expense
{Indirect Salary Expense
plus Benefits)

Indirect Outside
Services Expense

Other Indirect Expense and

(Nonreimbursable)

Reimbursable Expense

It is impossible to determine in ad-
vance (that is at the time compensation
is negotiated) exactly what expenses will
be incurred. Therefore, when planning
profit a contingency should be consid-
ered to cover expenses not included for
whatever reason. Expenses excluded
might be such things as contributions,
interest expense and promotional ex-
pense that a client might disallow. Since
incurred expenses not allowed as either
direct or indirect will reduce actual
profit, the amount planned for profit
must take these anticipated expenses
into account.

When planning profit, it is wise to con-
sider an appropriate fee for assuming
overall technical and financial responsi-
bility for consultants’ services provided

to the client through the architect; such
a fee may be calculated as a markup on
the amount of consultants services. This
markup is to provide for the architect’s
additional overhead and profit, not for
coordination effort, which should be in-
cluded and compensated as services.
The amount of profit planned for a
project should relate not only to the cir-
cumstances of the project such as its
size, schedule and difficulty, but also to
the overall financial objectives of the
firm. Actual profit may or may not equal
planned profit. Ineffective project man-
agement, incorrect estimating, uncon-
trollable project circumstances and
other factors often cause profit to fall
short of the amount planned—all the
more reason to estimate carefully,

Contingency

include appropriate contingencies, ne-

gotiate skillfully and manage well.

The reader is cautioned that the prac-
tices and conditions illustrated in the
examples and Case Study may be con-
sidered good or bad depending on other
conditions of a particular firm, and that
the book suggests procedures, not rules of
thumb or specific numerical guidelines.

COMPENSATION MANAGEMENT 3



Compensation
Management

Method

Compensation management is a method
for determining compensation and for
managing the process. To determine the
level of compensation the architect con-
firms the project scope with the owner,
identifies the services thought to be nec-
essary to accomplish the project, esti-
mates the amount of time and cost re-
quired to provide services and adds an
amount for planned profit. Mindful of the
appropriate compensation, the architect
negotiates the agreement and monitors
project progress based on the planned
services, time and cost.

STEP 1. CONFIRM THE
PROJECT SCOPE

Generally, project scope is determined
by the client who has sought the archi-
tect for a particular project. Examples
include a small commercial building,
life-safety improvements for a nursing
facility, classroom addition to a primary
school or space analysis and plan for a
law firm. The architect should discuss
and document the scope with the client
to ensure that both understand what is
included. The issue is to define the scope
with sufficient clarity for the architect,
with or without the owner’s participa-
tion, to estimate the services required to
accomplish the project.

STEP 2. IDENTIFY
SERVICES NEEDED

Plan the project, considering all the
tasks that are likely to be required to
complete the project. Either alone or
with the client, the architect should de-
termine and record the services to be

provided and the assignment of respon-
sibility as to architect, consultant and
owner.

For ease in identifying services and to
enhance standardization of record-keep-
ing, a wide range of services has been
classified into nine categories. They in-
clude the five traditional sequential
phases: Schematic Design, Design De-
velopment, Construction Documents,
Bidding or Negotiation and Construc-
tion Contract Administration. These
have been supplemented with three ad-
ditional phases: Pre-design, Site Analy-
sis and Post-construction. A non-sequen-
tial phase entitled Supplemental Ser-
vices is provided for those services
usually not restricted to a particular se-
quential phase.

STEP 3. ESTIMATE TIME

With a clear understanding of the work
required, estimate the time required to
perform each task included as part of the
list of services. This step is the most diffi-
cult in the procedure—estimating the
number of direct hours for providing
each item of service or group of services.
Toward this end, it is most helpful to
have a record of tasks on similar past
projects. Unfortunately, the nature of
small firm practice is such that adequate
records rarely exist—because the firm is
new, has not kept records or has not had
similar work before. Fortunately, alter-
nate short cut methods will serve equal-
ly well. :

In the most detailed method, the ar-
chitect estimates the hours required for
each task such as project administra-
tion, design, estimating, presentations,
and supervision.

Example:
On a given project the architect might
estimate:

Project Administration,
including management
meetings, team

supervision etc. 100 hrs.
Design 100 hrs.
Documentation (all phases) 500 hrs.
Specifications 50 hrs.
Shop drawing review/In-

house Construction

Administration 200 hrs.
On-site observation/Job

meetings 50 hrs.

A simpler method requires the archi-
tect to estimate the roles needed for each
phase, such as project manager, design-
er, etc., recognizing that the manager
and designer may be responsible for
more than one task.

Example:

Knowing that the architect will retain
the managerial role and will assign the
design, documentation and construc-
tion administration roles to one or more
people, the architect might estimate the
project hours as follows:

Manager 400 hrs.
Designer 200 hrs.
Producer 800 hrs.
Construction Administrator 400 hrs.

The simplest, most direct method
calls for the architect to estimate the
hours required for each phase, such as
Schematic Design or Design Develop-
ment, by determining the calendar
schedule for each phase and assigning
the individuals who will be working on
the project during that phase, regardless
of specific task or discipline.

4 THE AMERICAN INSTITUTE OF ARCHITECTS

The PhaselService Matrix, AIA Form F860, Exhibit 2, shows
the interrelationship of the designated services by phases. By
blacking the circle of selected services, the matrix may be used
to identify those services on a specific project which will be
estimated and on which personnel time will be recorded.




PHASE/SERVICE MATRIX
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Example: ;
The architect might estimate a project
schedule, (not budgeted hours):

Schematic

Design 4 weeks, 160 hours
Design

Development 6 weeks, 240 hours
Construction

Documents 12 weeks, 480 hours
Bid/Negotiation 4 weeks, 160 hours
Construction 40 weeks, 1600 hours

Then, by anticipating the specific indi-
viduals or staff levels assigned or likely
to be assigned, the architect can esti-
mate costs. The first two phases might
be:

Schematic Design—
4 weeks, 160 hours
Principal @ V4 time

(25% x 160) 40 hours
Employee @ full time
(100% x 160) 160 hours
Design Development—
6 weeks, 240 hours
- Principal @ Y4 time 60 hours
Employee @ Y2 time 120 hours
Employee @ full time 240 hours

The first estimate is crucial and should
be as accurate as possible and should
reflect caution about planning on unre-
alistic and unachievable schedules.

STEP 4. CALCULATE COST

Simply stated, cost is determined by cal-
culating salary expense, applying a mul-
tiplier to cover indirect (overhead) ex-
pense and adding the costs of non-
reimbursed direct expenses including
outside services.

The major cost element in providing
services is salaries paid to principals
and staff for work on projects. Depend-
ing on the firm’s custom and preference,
salaries paid for work on projects can be
accounted either as direct salary ex-
pense (DSE), which is payroll expense,

6 THE AMERICAN INSTITUTE OF ARCHITECTS

or direct personnel expense (DPE),
which is payroll expense plus mandato-
ry and customary benefits. A full exposi-
tion of the relationships and calcula-
tions for DSE and DPE appears in
Financial Management for Architects.

Substep 4.1— To calculate salary ex-

" pense, assign dollar values to services by

using the rates for specific individuals,
for staff levels or firm-wide salary aver-
ages. If records are kept by task or if
required task efforts can be accurately
estimated, apply these rates to the hours
estimated for each task.

Example:

“Code Review” 10 hours by Jones @ $8
/hour = $80.00

If better results can be achieved by
estimating overall schedules, apply
rates to those schedules. '

Example:

“Schematic Design” 4 weeks @ 40
hours =160 hours by Jones @ $8/hour =
$1280.

If the architect is accustomed to ac-
counting direct salaries as direct person-
nel expense, DPE can be used in place of
direct salary expense (DSE).

Example:

With a DPE factor of 1.25, Jones DPE
rate @ 1.25=%8.00 x 1.25=§10.00.
“Code Review,” 10 hours by Jones @
$10.00/hour =$100.00

Note that the total expense to the firm will
be the same whether DSE or DPE is used,
since inclusion of the benefits portion of
overhead in DPE will reduce the amount
of applied indirect expense in subse-
quent calculations.

Alternatively, salary expense can be
estimated in other ways, such as analyz-
ing drawing requirements. Estimate the
number of drawings required for con-
struction documentation by preparing a
dummy or mock-up of the construction
documents package likely to be pro-
duced. Apply direct salary expense (or
direct personnel expense) to the total,

either as hours per sheet converted to
dollars, or as direct salary expense per
sheet. Extrapolate from the construc-
tion documents the effort likely to be
required for other phases. Some firms
may keep records which could be re-
searched to produce other useful com-
pensation data such as direct salary ex-
pense (or total compensation) per
square foot by building type, or per
room or other unit.

Substep 4.2— Apply an appropriate
multiplier to cover indirect expenses.
This is most easily accomplished by ap-
plying the indirect expense factor or
ratio, which most firms determine on an
annual basis by dividing total indirect
expense by direct salary expense (or di-
rect personnel expense if DPE is used as
the base in cost accounting).

Example:
For a firm with an indirect expense ratio
of 130% or 1.30, $80 in direct salary ex-
pense yields $80 x 1.30 or $104.00 in in-
direct expense. $80 plus $104=$184 to-
tal. Note that this is identical to $80 x
2.30.

In another approach, total indirect ex-
pense can be added to total direct salary
expense as a lump sum by considering
the portion of the firm's overhead that
this project must bear.

Example:
The firm expects to produce 3 projects
during the year and has estimated its
overhead to be $75,000. A portion of the
$75,000 is assigned to each project. The
conventional basis for such allocation is
proportional to the direct salary ex-
pense (or direct personnel expense) of
each project. Another way would be by
equal allocation, i.e. $25,000 to each of 3

projects.

Substep 4.3— Add the cost of non-re-
imbursed direct expenses estimated to
be required for the project.
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10 help develop and tabulate this information, AIA Forms
F820-829 (Phase Compensation Worksheet) are available. The
forms have been developed for maximum flexibility. They may
be applied to large or small, complex or simple projects, and
with detailed or more generalized breakdowns of estimated time
and cost.
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Standard agreement forms define and
identify normal reimbursable expenses.
Even if the architect expects to model an
agreement on the standard form, the ex-
pense of certain iterns still will need to
be considered as part of compensation.
Ordinarily, these would include the ex-
pense of reproductions for the architect’s
in-office use; duplicate sets for the
owner at the end of each phase, if agreed;
local travel, etc. If in negotiating com-
pensation the client objects to separate
consideration of reimbursable expenses,
and the architect agrees, then the esti-
mated cost of normal reimbursable ex-
penses must be added to compensation.

It is to the architect’s advantage to
encourage the client to pay reimbursable
expenses separately from other direct
expenses.

Substep 4.4— Add the cost of any out-
side services such as engineering con-
sultation, cost estimating or other re-
quired services not provided with in-
house forces. Discuss the project with
the consultant(s) and request lump sum
proposals, preferably measured in the
same units as the architect’s, i.e. by task,
discipline or phase. It is preferable to
have consultants identify their costs in
detail, rather than having the architect
estimate consultants costs or having the
consultant base them on a percentage of
the architect’s compensation. Identifica-
tion of specific expenses provides a bet-
ter understanding of the services to be
provided and of the necessary interre-
lationship among architect, consultant
and client. It provides useful informa-
tion to aid in estimating compensation
and, just as important, in negotiating
with the client.

Apply a markup, if appropriate, to cov-
er the responsibility and risk associated
with providing outside services.

Example:

Total outside services expense $10,000
Markup @ 15% (for example) $ 1,500
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Substep 4.5— Add Contingency. A con-
tingency should be included to account
for imperfection in estimating .time, in-
ability to project rates with absolute ac-
curacy and/or failure to estimate exactly
the cost of other direct expenses. Inevita-
bly, actual project conditions will be dif-
ferent from those projected. The sched-
ule may be extended slightly; the per-
sons expected to be assigned may be
required on other projects and other,
more highly paid persons may actually
do the work; it may take more time to
accomplish certain tasks than was esti-
mated; certain additional minor tasks
not warranting contract renegotiation
may have to be performed; certain over-
head expenses may rise unexpectedly,
thereby raising the actual indirect ex-
pense ratio.

In short, estimates are not perfect;
they may be accurate, but they are not
likely to exactly predict actual perfor-
mance. A contingency should be added
to account for unanticipated conditions.

Contingent amounts can be included
by increasing the number of hours or the
hourly rate estimated for each task or
discipline; adding an additional amount
as a percentage of each phase subtotal,
or adding an additional amount as a per-
centage of total estimated expense or as
a percentage of compensation. For ease
in calculation, add to the total at the end;
for safety in negotiation, add to hours and
rates for individual tasks.

Example 1:
“Code review,” 10 hours; increase to 11
hours, or “Code review,” 10 hours by
Jones @ $8.00=$80; increase to $88.
Example 2:
“Schematic Design,” $1280; increase to
$1400.
Example 3:
Total Cost $40,000; Contingency @
10% = $4,000, or Compensation $50,000;
Contingency @12% = $6,000

Contingent amounts should be based
on the relative difficulty of the task and
the clarity of the scope. They should not
be used to account for elements of work
outside the original agreement. Services
performed under an expanded scope of
services (added to the original project)
should be treated as precisely that—Ad-
ditional Services—and additional com-
pensation should be negotiated.

Substep 4.6— Add profit. Every profes-
sional is entitled to profit as a reward for
risk and return on investment. Profit is
required to ensure that the firm survives
and continues to serve present and fu-
ture clients. For the firm tobe profitable,
projects must be profitable. Calculate
the amount of profit recognizing the ser-
vices being performed, the benefit to the
client, the firm’s profit plan, the project
risks and the conditions prevailing in
the marketplace.

Add the amount planned for profit on
the basis of a percent of total cost, per-
cent of total compensation or lump sum.
Consider adding an amount as a markup
on the value of outside services for as-
suming the professional and financial
responsibility for those services.

Example 1:
Total expense

(including outside services) $40,000
Profit @ 16% 6,400
Compensation $46,400
Example 2:
In-house expense $30,000
Profit @ 20% 6,000
Outside services expense 10,000
Markup @ 15% 1,500
Compensation $47,500

Note that profit calculated as a per-
centage of cost will yield a lesser per-
centage of total compensation. Archi-
tects accustomed to planning profit for
the firm as a percentage of revenue (and
project profit as a percentage of compen-




sation) should exercise care in formulat-
ing the amount.

Example:
Total expense $40,000
Profit @ 16% 6,400
Compensation 46,400

Profit= 16% of Expense
Profit= 13.8% of Compensation

To determine the amount required to
yield a percentage of compensation use:
Expense (E) + x % Compensation
(C)=Compensation (C)

Example:
To calculate profit at 16% of compensa-
tion where expense is $40,000:
$40,000 + .16 C=C
C — .16C = $40,000
.84C = $40,000 -
C = %$47,619
Profit = .16C = $7,619

STEP 5. ESTIMATE
REIMBURSABLE
EXPENSE

Language common to many standard
agreements reads “Reimbursable ex-
penses are in addition to the compensa-
tion for (Designated and Additional) Ser-
vices and include actual expenditures
made by the architect and the architect'’s
employees and consultants in the inter-
est of the project . . . ” (AIA Document
B141, Standard Form of Agreement Be-
tween Owner and Architect). This lan-
guage supports the underlying principle
of cost-based compensation that com-
pensation should be calculated on the
basis of the cost of providing services.
Expenditures made in the interest of the
project, sometimes referred to as out-of-
pocket expenses, are not part of the ar-
chitect’s costs in providing services, and
therefore should not be included in com-
pensation but identified separately. It is
useful to estimate the value on some rea-
sonable basis such as cost of trips, draw-
ing packages to be reproduced, etc.

Example:
Travel:
40 trips of 50 miles

@ $.25/mile $500.00
3 overnight stays

@ $100/night 300.00
3 per diem expenses @ $50 150.00
Subtotal $950.00
Reproductions:
6 Schematic Design sets of

5 drawings

@ 12 sq ft X .10/sq ft $ 36.00
6 Design Development sets of

10 drawings

@ 12 sq ft X .10/sq ft 72.00
30 Construction Document

sets of 20 drawings

@ 12 sq It X .10/sq ft 720.00
Specifications, 30 copies

@ $15 450.00
Subtotal $1,278.00

Also, consider applying a markup to
the value of the reimbursable expenses
to cover the administrative cost in-
curred in handling them.

STEP 6. DETERMINE THE
METHOD OF
COMPENSATION

The method (or methods) of compensa-
tion chosen depends on a number of fac-
tors. The following criteria are com-
monly used in evaluating compensation
methods:

—Does it permit the architect to recover
costs and net an adequate profit, as-
suming reasonably efficient office and
project management? Adequate profit
depends on the specific conditions of
the project and the management ob-
jectives of the firm.

—Does it accurately reflect the value of
the particular architect’s services to
the client? Value-based compensation
may be greater than the cost-based
calculations, due to the special ser-
vices to the client.

—Does it provide for compensation in-
creases brought about because of
changes in the scope of services or fac-
tors outside the architect’s control?
The architect may encounter client de-
lays as well as labor disputes which
may affect the delivery of services.

—Does it allow for compensation in-
creases due torising costs of providing
services? During the course of a long
project, staff salary and other cost in-
Creases are not uncommon.

—Could it create legal problems? Cer-
tain governmental clients may have
highly restrictive methods of deter-
mining compensation.

—Does it encourage the client to cooper-
ate fully in advancing the project?
Close cooperation between the archi-
tect and the client allows the client to
monitor evolving conditions of the
project.

—Does it act as an incentive to draw
from the architect high quality de-
sign, technical competence and mana-
gerial efficiency? Certain methods of
compensation limit the amount of
compensated time which may be
spent on the project.

—Is it easy to understand and simple to
use? A discussion of the chosen meth-
od can allay concerns of the client
about how the proposed fees were de-
termined and will be calculated dur-
ing the life of the project.

—Does it allow the client to predeter-
mine the costs for services? The client
may be interested in estimating the
total compensation. This will be possi-
ble if the scope of services and sched-
ule are clearly determined.

—Does it provide for adequate cash
flow? A retainer at the outset and sub-
sequent periodic billing, when used in
conjunction with the method of com-
pensation, serve to prevent interrup-
tions to the project and placement of
the firm in the role of creditor to the
client.

COMPENSATION MANAGEMENT 9




The architect may think of other crite-
ria. No matter what method or combina-
tion of methods is chosen, no one meth-
od will meet all the criteria; some
criteria may be more applicable to a spe-
cific commission than others. For exam-
ple, a complex renovation project, with
many unknowns, may best be handled
on an hourly or multiple of direct per-
sonnel expense basis rather than a per-
centage of construction cost approach.
Accordingly, the architect and client
must weigh the criteria depending on
such factors as the length of the client-
architect relationship and degree of
trust; the nature of the work the firm
generally performs; the type of project
planned; the duration of construction,

.and the likelihood and extent of changes

in the scope of work.
The following is an overview of com-
mon methods of compensation.

A. MULTIPLE OF DIRECT SALARY
EXPENSE. This method of cost-based
compensation is related directly to the
amount of time and effort required to
provide professional services for a proj-
ect. It is one of several methods well suit-
ed to projects which are undefined in
scope or which require special or supple-
mental services. Using this method, di-
rect salary expense incurred on the proj-
ect is multiplied by a factor. This factor
must account not only for indirect ex-
pense but also for other nonreimbursa-
ble direct expense and profit.

A variant involves compensation of a
principal’s time at a fixed hourly rate
and employee time at a multiple of di-
rect salary or direct personnel expense.
Reimbursable expense is accounted for
separately, as is outside services ex-
pense. In determining the multiple, it is
important to analyze all elements in
order to ensure that all items of expense
and profit are included.
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B. MULTIPLE OF DIRECT PERSON-
NEL EXPENSE. Because direct per-
sonnel expense comprises both direct
salaries and direct benefits, the multiple
used for this method would be lower
than for the similar multiple of direct
salary expense method. This reflects a
lower indirect expense factor although
the amounts billed to the client under
both methods should be approximately
the same for the hours worked.

If a maxirnum limit or upset is re-
quired by the client, the architect should
exercise care to establish an amount
which sufficiently provides for con-
tingencies. Because this method has lim-
ited profit potential and unlimited loss
potential, defining and monitoring ser-
vices becomes critical.

C. PROFESSIONAL FEE PLUS
EXPENSES. This cost-based method
of compensation, similar to those pre-
viously described, does not include a fac-
tor for profit and is therefore lower, re-
flecting only expense.

Alternatively, all items of incurred di-
rect expense and pro rata share of indi-
rect expense may be considered reim-
bursable. Planned profit, set in advance
of services performed, may be a stipu-
lated sum, or it may be a percentage of
total expense or of construction cost.

D. PERCENTAGE OF CONSTRUC-
TION COST. This method is not based
directly on the architects costs, but on
an assumed definitive correlation be-
tween the construction cost of a project
and the architect’s efforts. Compensa-
tion is determined by taking a percent-
age of construction cost; the actual per-

centage used is a variable dependent on

the nature of the project (its type, size,
cost quality, complexity), the scope of
services to be rendered, and the method
of awarding the construction contract or
contracts. An inherent inequity of this
method for both client and architect is

the financial penalty the architect suf-
fers as a result of working to reduce the
project’s construction cost. In other
words, the method may bear little rela-
tionship to the actual effort expended by
the firm.

If this percentage method must be
used, the fairest approach is to establish
the percentage figure only after the work
is at a stage at which the construction
cost can be estimated with reasonable
accuracy; prior to this point, payments
are best calculated on a “cost-plus’ com-
pensation basis.

E. STIPULATED SUM. If the scope
and schedule of the project are suffi-
ciently defined at the outset to allow the
architect to calculate proposed compen-
sation accurately, the client and archi-
tect may agree on a stipulated sum for
compensation. To avoid misunderstand-
ing, services to be provided should be
clearly listed and described in the agree-
ment. An alternative is to use a com-
bined method: traditional services pro-
vided under a stipulated sum, with all
other services provided on a “cost-plus’
basis.

F HOURLY BILLING RATES. This
cost-based method of compensation is
suitable where the time required to
solve a problem or set of problems is
hard to assess. Hourly billing rates are
established for each level of in-house
personnel, or for specific personnel to
account for direct personnel expense,
pro rata share of indirect expense, other
direct nonreimbursable expense and
planned profit. When there are outside
services these expenses may be billed as
stipulated sums or as multiples or, like
in-house expenses, may be accounted for
by levels of personnel or specific person-
nel of outside services consultants. Bill-
ings for outside services expense should
be marked up, as should other reimburs-
able expense, to account for the archi-
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tect’s coordination (except where it is in-
cluded in in-house billings), handling
expenses and risk. '

A variant is to use daily billing rates in
lieu of hourly rates. Long-term agree-
ments should contain a provision for pe-
riodic adjustment of hourly or daily
rates to reflect changes in the architect’s
costs.

G. MULTIPLE OF AMOUNTS BILLED
TO ARCHITECT. This method of
compensation is suitable when the ar-
chitect engages and coordinates the
work of outside services contractors or
professional consultants.

H. SQUARE FOOTAGE METHOD.
Compensation is computed by multiply-
ing the square footage (gross area) of a
building by a price factor. This method
lends itself to large, simple projects
(such as warehouses) for which the scope
and complexity can be clearly defined.
Not in general use by many firms, it de-
pends on experience on similar work,
accurate judgment of the services and
compensation required. A variant on
this method is compensation per net
square foot of a building, sometimes
used for layout of tenant spaces in shop-
ping centers and office buildings.

I. UNIT COST METHOD. Compensa-
tion based on unit costs may be calcu-
lated for a number of project types. Ser-
vices required are usually in direct
proportion to the size of the project and
may be compensated as follows in differ-
ent ways—for motels/hotels: cost per
room; for apartment: cost per unit (may
vary with unit type or mix), and for land
planning: cost per acre.

As with the square footage method,
experience is required for accurate esti-
mates. One hazard lies in failing to rec-
ognize differences in complexity of non-
repetitive portions of the project. For ex-
ample, a commercial roadside motel

may have only 5 percent or 10 percent of
its room areas devoted to public space,
whereas for a convention or resort hotel,
this figure may run from 40 percent to
200 percent. Similarly, apartment build-
ings may have sharply varying sizes of
units and amounts of space devoted to
common use. This method is best used in
combination with other methods.

J. ROYALTY METHOD. Royalty ar-
rangements apply in such cases as re-
peats of a basic building type, discussed
further in the later section on repeat
work. Agreements must be tailor-made
to the project. In arrangements of this
type, the architect has two options (of
which there may be variants):

1. To set compensation for the initial
work based on the expectation of
enough royalty income at a later
date to produce a profit on the en-
tire project. In this case the degree
of risk must be measured and the
royalties set accordingly.

2. To recover costs and planned profit
on the prototype and recieve royal-
ties for reuse of the design as well as
compensation for extra work and
related profit. This is a more sensi-
ble business arrangement.

Another royalty situation may occur

when the architect is to provide repeat-
ed services for a building designed by
another firm. Thus, a franchiser who has
an architect-designed prototype build-
ing may expand into states where this
architect is not registered or where the
site is too remote for the architect to
service the project efficiently. This may
require the services of another practi-
tioner. In this type of arrangement, care
should be taken to define responsibili-
ties, especially risk of liability. A valid
hold-harmless agreement is applied
only to contracting parties and does not
preclude a third party suit. Its value de-
pends on the indemnifying party’s finan-
cial responsibility. A case in point would

be a situation in which architect (A) mar-
kets a prototypical residential design
through franchise distributor (B) to
third party purchaser (C). Architect (A)
as party to a hold-harmless agreement
with distributor (B) is protected from
suits brought by purchaser (C) only to
the extent provided for in the agree-
ment. Consult with legal counsel and the
insurer prior to commitment.

K. COMBINED METHODS. Onlarge,
complex, ill-defined or certain special
projects, a combination of methods be-
comes viable. The architect may tailor a
proposal to the specific problem. For ex-
ample, large low-rise, highly repetitive
multi-family projects, including land
planning might be approached as fol-
lows:

1. Land planning phase: cost per acre

2. Design of typical apartment units:

hourly or “cost-plus’ type method

3. Construction drawings for typical

units and buildings: stipulated
sum

4. Repeats and site adaptation: unit

cost

Estimating costs in this manner is
quite simple and will usually entail
fewer problems than trying to estimate
phases by inappropriate methods. By
combining methods, the architect may
estimate compensation for each phase
by the most sensible method. However,
care should be taken to avoid a line-by-
line “shopping list” of diverse services
and compensation methods.

Many firms contract for certain early
phases on an hourly arrangement and
for the balance by percentage of con-
struction cost, stipulated sum, or an-
other method, with amounts deter-
mined as the scope becomes defined.
Since most unknowns occur during the
early stage of the architect’s work, this
dual or multiple method approachis fair
to both parties. The architect is assured
of time in the design phases to solve the
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problem; the client need not contract for
all the architect’s services on the more
open-ended, “cost-plus” basis.

L. REPEAT WORK METHOD. There
are several applications of methods of
compensation for projects involving re-
peat work. Several examples are:

—The client wishes to build a second
building the same as or similar to the orig-
inal, on a different site. In this instance,
compensation for subsequent buildings
should be negotiated to fairly reflect ex-
pended time, profit and expense for any
changes to and reuse of original con-
struction documents and adaption to
the new site. Most applicable are “cost-
plus’ types or stipulated sum.

—The client wishes to build a large
multi-family development. Here, a com-
bination of methods best recognizes the
differing complexities of each phase.
The work required in Schematic Design
and Design Development may depend
on the number of typical units required.
For example, work required in the de-
sign phase for 200 three-bedroom apart-
ments of the same size and configuration
may be far less than that for 200 units
with many suite sizes and types. A com-
bined method would use the unit cost
method for the design of each type of
unit, and another method for other
phases. The same applies to motels, of-
fices and industrial parks.

—The client wishes to build a large, repeti-
tive development in stages over several
years. Compensation for the first stage
should cover all basic design and con-
struction documents costs, with later
stages compensated by a “cost-plus” or
stipulated sum method. Occasionally,
however, the client must negotiate on
the basis of equal dollar amounts be-
coming available at each stage, despite
the disproportionate cost required for
the initial stage. The architect should
establish a “bail-out” cost to cover at
least the first stage expenses should the
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project be dropped at that time. In any
event, higher profits are justified to re-
flect the architect’s higher risk and car-
rying of receivables.

—When a client embarks on a large
scale program, such as a franchise opera-
tion, the royalty method is appropriate.
The client’s enthusiasm at this point
does not guarantee success, and the ar-
chitect is best advised to create a no-loss
situation for the prototype in case the
client decides to drop the construction
program. The rewards for the risk under-
taken should be proportionately high.

Compensation to account for recovery
of these costs will be in addition to any
royalties. The royalty should reflect
compensation for reuse of the design and
for profit to the architect. Alternatively,
a stipulated sum or unit cost per build-
ing may be negotiated. The cost of ad-
ministering contracts in a franchise-
type situation is difficult to estimate ac-
curately, especially if the geographic
area is large.

STEP 7. NEGOTIATE THE
AGREEMENT

Once the cost of performing services has
been calculated and the most appropri-
ate method or methods of compensation
have been determined, the architect isin
an excellent position to negotiate the
agreement.

For convenience in describing the way
in which the compensation manage-
ment approach can be used as an effec-
tive tool in negotiating compensation
with the client, the following material
has been excerpted from the A/E Supple-
ment to Compensation Guidelines.

NEGOTIATING WITH THE CLIENT.
Always consider these issues when be-
ginning discussions and negotiations
with the client on compensation
amounts and methods:

—Issue. The degree to which the archi-
tect can agree to stipulated sum or upset
price amounts usually depends on the
extent and depth of understanding of the
client’s program and requirements.
Therefore, the early phase of service may
be performed best on an hourly or multi-
plier basis, working toward a more pre-
cise program and the computation of
more precise compensation.

Suggestion. Be flexible and consider
combinations of compensation methods
for best results.

—Issue. Final compensation amounts
should reflect the degree of risk borne by
each party.

Suggestion. When a maximum or up-
set price is set on compensation under
any of the methods chosen, evaluate
such a limit carefully for its profit poten-
tial. Allow a contingency on maximum
limit agreements.

—Issue. The architect should exercise
care in allocating reimbursable ex-
pense.

Suggestion. Consider reimbursable ex-
pense separately from (and in addition
to) compensation, regardless of the
method of compensation used.

—Issue. The reliability of the client
and/or the project itself are sometimes
in question. Also, the architect normally
“carries” receivables prior to the first
billing.

Suggestion. It is appropriate to inciude
a retainer or advance payment in such
circumstances, or if difficult to negoti-
ate, shorter term billings.

—Issue. There is a direct relationship
between scope of services and compen-
sation. Most negotiations center on dol-
lar amounts rather than on service re-
quirements. Thus, it is crucial for the
client to understand the need for, and
description of, the services being offered




in a given project. Often the architect
knows best those needs required to com-
plete a project, and is thus put at a disad-
vantage when pressed to consider lower,
perhaps pre-conceived compensation
amounts.

Suggestion. Be certain that someone
(whether client, architect or outside con-
sultant) is made responsible for per-
forming services which are essential to
adequately complete the project.

—Issue. Complete candor and thor-
ough preparation of support informa-
tion can be invaluable in convincing a
client of the architect’s skill and under-
standing of the project requirements.

Suggestion. Plan carefully to commu-
nicate to the client the degree of com-
plexity of the project and the scope of
services needed.

—Issue. The architect must ensure
protection from exposure to liability
that could be caused by incomplete ser-
vices, unclear indications of responsibil-
ity and inadequate compensation.

Suggestion. Know the limits of respon-
sibility before accepting a commission.
Consider declining a commission with
inadequate compensation for the ser-

-vices requested, thus avoiding the temp-

tation to shortcut professional services.

—Issue. Increases in staff compensa-
tion are facts of life.

Suggestion. When negotiating com-
pensation, always consider the cost im-
pact of periodic adjustments in wages
and benefits.

— Issue. The client needs to have a full
understanding of the nature and scope of
the firm’s indirect expense. Detailed dis-
cussion of the indirect expense factor
may be required to obtain the client’s
concurrence. Some clients limit the list
of items allowed as indirect expenses.
The architect may therefore need to in-

corporate such expense in planned prof-
it or elsewhere.

Suggestion. Be fully prepared to dis-
cuss with the client all cost elements re-
lated to the firm's overhead.

—Issue. Outside consultant services
often consume a significant piece of the
total compensation for the project.

Suggestion. In presenting compensa-
tion proposals to the client, the architect
should obtain, in advance, compensa-
tion proposals from all outside consul-
tants. Bring outside consultants into the
process of estimating compensation.
Also, on large projects, or those requir-
ing extensive consultant services, it may
help to invite the consultants to take
part in early discussions with the client.

—Issue. Recognize that the type of
contract between owner and contractor
affects the time required of the architect.
For example, it is simpler to administer
a project built under a single-contract,
stipulated-sum construction agreement
than to administer a cost-plus project
consisting of separate contracts with
major subcontractors where additional
conferences, bid evaluations, change-
order approvals, approvals for payment
and many other services are necessary.
Also, "“fast-tracking” (or phased con-
struction) involves the architect more
intensely. ' :

Suggestion. Either know the construc-
tion method before negotiating compen-
sation or recognize the variable and al-
low for those services to be based on
time, or renegotiated when the contract
method is set.

—Issue. Many traditionally reimburs-
able expenses (such as travel, telephone
and telegraph and duplication of con-
struction contract documents) are some-
times included in compensation for ser-
vices in order to achieve a definite price.

Suggestion. Estimate such costs with

care; clearly define the extent of services
to be performed, being sure, for exam-
ple, to separate personnel expense re-
quired for travel time and coordination
from other direct expenses.

COMPENSATION ADJUSTMENTS.
When the client has an inflexible budget
for services, and after the architect has
carefully checked the level of service im-
plied by the client’s compensation bud-
get, there are several options to consider
if initial calculations overrun the
budget:

1. Alter the scope of services by as-
signing more services to the client
or client’s consultants. Be sure to
retain responsibility for those
services which are essential to
maintain adequate control over the
project.

2. Reduce the scope of services by tak-
ing out of some services those tasks
least essential to the project. Cer-
tain services could be eliminated
altogether, if need be; avoid reduc-
ing the scope to a point where ser-
vices to be provided by the archi-
tect are not sufficient for proper
control over the praject. In other
words, don’t skimp by providing
inadequate services.

3. Additional discussion with the cli-
ent about the nature and condi-
tions of the project may allow for
recasting the compensation pro-
posal. This may achieve reductions
by eliminating some contingencies,
renegotiating outside services ex-
pense or, as a last resort, adjusting
planned profit.

4. Some services (especially early ser-
vices) may be offered on a cost-plus
basis. The client contracts for the
service without assigning a specific
compensation amount, until such
time as the extent of the service be-
comes more defined. This tech-
nique is useful when, for example,
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the architect needs to provide de-
tailed project programming ser-
vices although the project scope
and the level of services required
are still imprecise.

5. An institutional client with many
small projects, none of which alone
can justify the scope of services re-
quired, may be able to aggregate
such projects into one, for which
the architect could provide services
on a more cost-efficient basis.

6. One way to reduce compensation is
to'cut back on the estimated num-
ber of hours required to complete
each service. If the architect has
conscientiously budgeted time,
this alternative should be as un-
acceptable to the client as it is to
the architect because it does cut
back real services.

7. If compensation cannot be reduced
without jeopardizing the quality of
service or the architects financial
position, the only choice is to relin-
quish the commission. Proper ap-
plication of these guidelines should
alert the architect as to whether a
compmission is potentially unprofit-
able or would result in inadequate
services. ,

REVISIONS TO COMPENSATION.
Compensation may eventually need to
be revised if:

1. At the time the initial scope of ser-
vices is defined, the extent of (or
need for) a service during a later
phase of the project is not clear;

2. During the execution of a project
the client opts for changes in the
scope of a Designated Service or de-
sires Additional Services;

3. There is an agreed-upon variation
from the time schedule upon which
the architect’s services were
estimated; ‘

4. Delays or other unexpected condi-
tions upset the original scope, tim-
ing or amount of services;

5. There are unexpected salary or
benefits adjustments not covered
in a long-term agreement, or

6. Client requests result in the need
for overtime work at premium
rates.

In such cases, the architect must feel

free to return promptly to the client to

‘renegotiate compensation. Such adjust-

ments should be contractually provided
for in the original agreement for profes-
sional services. Follow the same proce-
dure in determining revised compensa-
tion as was followed in calculating the
original compensation, but use an ad-
justed scope of services.

Proper use of the cost-based compen-
sation approach should minimize the
need to request additional compensa-
tion if there has been no change in the
scope or scheduling of services. On the
other hand, when there is a change, this
approach will provide the justification
for changes in compensation.

STEP 8. MONITOR
PROJECT PROGRESS

Once compensation has been negoti-
ated, an agreement executed, and ser-
vices initiated, the architect who has
used the cost-based compensation meth-
od has in hand a valuable tool for inter-
nal office management. A list of services,
an estimated cost of those services and a

time schedule have been established. If
the estimate is not divided into indi-
vidual tasks, it may be broken down by
groups of services or phases, but the
management potentials are the same.
The architect can use the information
developed in planning the project to
budget and monitor project hours and
dollars. This budgeting may be by hours
only, cost only, or both and may be estab-
lished on the basis of disciplines, phases,
services and personnel classification, or
simply by total project.

Several benefits can be expected:

1. Communication. The staff becomes
aware of schedules and expecta-
tions, with early opportunity for
feedback of information. The client
can be made aware of how much
will be billed (and when), establish-
ing a project cash flow projection.

2. Accountability. This approach pro-
vides goals for each service, group
of services or phase, and the means
of measuring progress toward
those goals. It facilitates improved
individual performance and perfor-
mance evaluation.

3. Future estimations. By establish-
ing a record of time and costs for
specific services or phases, the ar-
chitect is provided with an excel-
lent basis for estimating time and
costs on future projects. S

Using the approach to its fullest po-

tential, the architect will be able to es-
tablish a project plan and monitor per-
formance relative to the plan. In addi-
tion, it will be possible to produce
accurate and timely information for pro-
ducing invoices and monitoring collec-
tions.
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Principals of smaller finns should recognize that it is important
to maintain records on time of all staff (principals and
emplovees.) That recording includes direct and indirect
activities: direct by project (and possibly phase or task or both)
and indirect by several categories (ai least marketing, office
management and paid time off).
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3
Case Study

Mac Apple is the proprietor of a small EXHIBIT 3-1 SAMPLE PAYROLL JOURNAL AND TIME ANALYSIS
architectural firm. He employs one reg-

istered architect, two graduate archi- | paAyROLL JOURNAL
tects and a secretary. The firm's payroll

journal, time analysis and income state- Hourly rate
ment for the most recent complete year on 4502 hWCCkS
. . ] . at I's. or
are shown in Exhibit 3-1 and Exhibit Employce Position Annual Salary 2080 hrs.
3-2. . 3
Apple Principal $31,200% ' $15.00

The firm typically provides services

for institutional, commercial and resi- Durango Architect 24,960 12.00
dential clients; the compensation for Frances Drafter 17,680 8.50
their largest commission was $100,000. Irving Drafter 14,560 7.00
The firm has been selected to provide Margo Secretary _11,440 5.50
professional services for an elementary $99,840
school with an estimated construction *Represents the annual base draw for professional services to the firm; it is the rate at which- direct salary
cost bUdget of $1,600,000 and has been expensc is charged to projects. Added draw could be made at the end of the vear from profit.
asked to propose a fee within the agen-
J cy’s statutory fee limit of 7.5%. What fee
? should Apple propose? TIME ANALYSIS
1 Emplovee Direct Hrs. Indirect Hrs. Total Hrs. .Direct/Total
} Apple 1625 875 2500 65%
| Durango 1830 458 2288 80
Frances 1870 330 2200 85
Irving 1980 220 2200 90
Margo _208 1872 2080 10
7513 3755 11,268 67
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EXHIBIT 3-2 SAMPLE INCOME STATEMENT

INCOME STATEMENT

Revenue
Fee Revenue (compensation)
Reimbursable Revenue
Total Revenue

Reimbursable Expense
Reproductions, travel, etc.

Direct Expense
Direct Salary Expense
Consultant Expense
Other Direct Expense
Total Direct Expense

Indirect Expense
Indirect Salary Expense
Payroll Tax Expense
Benefits Expense
Office Expenses

Total Indirect Expense

Profit*

*After reasonable salaries but before bonuses and Apple’s distribution of profit. For futher disc
refer to Financial Management for Architects.

$230,000
6,000

—_—

$236,000

$ 6,000

$66,900
55,000

2,000

$123,900

§ 32,900
12,260
14,800
25,000

—_——r

$ 84,960

$ 21,140

100.00%

STEP 1. CONFIRMING
THE PROJECT SCOPE

As a matter of practice, the agency re-
sponsible for the project does not meet
with the architect to confirm the scope
or determine the services; therefore, Ap-
ple will not have the opportunity to pro-
ceed with the normal first step of con-
firming scope.

STEP 2. IDENTIFYING
SERVICES NEEDED

This is Apple’s first opportunity to de-
sign a complete school; the firm has
worked for the township before and has
done classroom additions, but has not
accomplished a free-standing school
building.

Apple knows that the township uses
an owner-architect agreement modeled
on AIA Document B141 and that the
project will proceed in five phases: Sche-
matic Design, Design Development,
Construction Documents, Bidding, and
Construction Administration. He as-
sumes the tasks listed here will be
required.

Project Administration

Design

Review with Owner
-Documentation

Coordination with Consultants
Agency Review

Preparation of Bid Documents
Bid Evaluation

Shop Drawing Review

Field Observation

In-House Construction

-Administration
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STEP 3. ESTIMATING STEP 4. CALCULATING COSTS
TIME TO COMPLETE
SERVICES Apple’s calculation for this effort follows six substeps.
Never having designed a school, Apple Substep 4.1. Estimate hours and calculate direct salary expense. The following work-
has no records indicating precisely how sheet was developed to show relationships between personnel time and expense.
* ;rﬁlsc}? et:cr;f t‘: ;lkl,ti?u:e}??}rl?i te(;t?;c :tr;ld Schematic Design—6 wks. @ 40 hrs./wk. = 240 hours
' that a reasonable work schedule for the Apple @ 33%of 240 hrs. = 88 hrs. x $15.00 = $1,320
project would be: Frances @ 50% of 240 hrs. = 120 hrs. X 850 = 1,020
Irving @ 50% of 240 hrs. = 120 hrs. X 7.00 = 840
Schematic . 328 hrs. $3,180
Design 6 calendar weeks '
Design ) : Design Development—8 wks. @ 40 hrs./wk. = 320 hrs.
| Development 8 calendar weeks' | ppple @ 33%of320hrs: = 106 hrs. x $1500 =  $1,590
g Construction . | Frances @ 50%of 320 hrs. = 160 hrs. X 850 = | 1,360
| Documents 16 calendar weeks | prying @ 50%.of320hrs. = 160 hrs. x 700 = 1120
Bid Perloq .6 calendar weeks 426 hrs. $4.070
Construction : :
Administration 52 calendar weeks Construction Documents—16 wks. @ 40 hrs./wk. = 640 hrs.
Apple intends to do most of the initial Apple @ 10% of 640 hrs. = 64 hrs. x §$15.00 = $ 960
client contact and to be responsible for Fra;nces @ 100% of 640 hrs. = 640 hrs. x 850 = 5,440
the design of the project. Frances will be Irving @ 100% of 640 hrs. = 640 hrs. X 7.00 = 4,480
responsible for construction documen- Margo _40 hrs. 550 = 220
tation, bid period administration and 1,384 hrs. $11,100
construction administration, assisted ) i
by the firm's other drafter as required. Bid Period—6 wks. @ 40 hrs./wk. = 240 hours
i Apple estimates that he will spend one- | Apple @ 5% of 240 hrs. = 12 hrs. x $1500 = $ 180
i third of his time on the project through Frances @ 40% of 240 hrs. = 96 hrs. X 850 = 816
: design development and about 5% 108 hrs. $ 996
thereafter. Frances will participate in
Schematic Design and will spend about | Construction Administration—52 wks. @ 2080 hrs.
half time through Design Development, |, ) @ 5%of2080 hrs. = 104 hrs. x $1500 =  $1,560
and full time through Construction Doc- | gypces @  30%0f 2080 hrs. = 624 hrs. x 850 = 5304
uments. She estimates that the involve- 798 hrs $6.864
ment during the bidding and construc- ) ’
tion periods will require about one and .
it one-half days per week. Irving will assist Total Direct Salary Expense $26,210
on a half-time basis during SD and will
work full-time until documents have
been completed. Margo will require a
week to type specifications.
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Substep 4.2 Apply an appropriate mul-
tiplier to cover indirect expenses. Apple’s
indirect expense factor for last year-was
127%.

Total
Indirect

Expenses
Direct
Salary

Expense

$84,960
$66,900

= 127%

As a result of developing a profit plan
for the firm'’s next fiscal year, Apple ex-
pects that increases in the cost of rent,
higher professional liability insurance
limits and premiums, and increased sal-
aries will probably raise the factor to
130%. At that rate, the cost of in-house
services would be:
$26,210 x 130% = $34,073
$26,210 plus $34,073 = $60,283
or, $26,210 x 230% = $60,283

Substep 4.3. Add the cost of non-reim-
bursed direct expenses. From previous
experience with the client, Apple knows
that travel, long-distance communica-
tions and reproductions for the owner’s
use will be reimbursed. Cost of re-
productions for the architect’s use will
not be reimbursed and will have to be
treated as a direct expense. Apple esti-
mates that these costs will approximate
$1,000.

Substep 4.4. Add the cost of outside ser-
vices. Apple has described the project to
the structural and mechanical/electrical
engineering consultants he normally re-
tains, and they have proposed the fol-
lowing fees:

Structural $15,000
Mechanical/Electrical 30,000
Total outside services expense 45,000

Apple adds the results of Steps 14 to
determine the estimated cost of services:

In-House (architectural)

Services $ 60,283
Direct Expenses 1,000
Outside Services 45,000
Total Services Cost $106,283

Substep 4.5. Add contingency. To ac-
count for his concern regarding esti-
mates for time required especially dur-
ing construction, possible salary in-
creases and minor scope changes, Apple
adds a 7.5% contingency to the amount
estimated for in-house services:

In-House Services $60,283
Contingency @ 7.5% 4,521
$64,804

Alternatively, Apple could have added
contingency as a percentage of total ser-
vices or as a lump sum.

Estimated cost for services now totals:

‘In-House Services $ 60,283
Direct Expenses 1,000
Outside Services 45,000
Contingency 4,521
Total Services Cost $110,804

Substep 4.6. Add profit. Apple plans the
profit he believes the project should pro-
duce for the firm. Last year Apple
planned for profits of 10% of revenue;
the firm produced overall profit of
$21,140 on revenues of $236,000, or
8.96%. This year Apple plans to produce
overall profits at 12% of revenues. Be-
cause some projects cannot achieve that
level, profit for most projects is planned
at 15%.

Cost plus .15 C = Compensation (C)
$110,804 plus .15C = C
.85 C = $110,804

Proposed

Compensation (C) = $130,358
Proposed

Profit @ .15 C = $19,553

Alternatively, Apple might have
chosen to calculate profit on the basis of
a percentage of the cost of in-house ser-
vices, plus a markup on outside services.

That calculation might be:

In-House Services $ 60,283
Profit @ 15% 9,042
Outside Services 45,000
Markup @ 10% 4,500
Proposed Compensation $118,825
Proposed Profit $ 13,542

Apple compares the higher proposed
compensation with the budgeted con-
struction cost:

Proposed Compensation = $130,400,
which is 8.15% of the Budgeted Con-
struction cost, $1,600,000.

STEP 5. ESTIMATE
REIMBURSABLE
EXPENSES

Apple estimates that travel and commu-
nication costs are likely to be nominal
and will probably not exceed $500. How-
ever, the township’s requirements for
end-of-phase submissions are extensive,
and Apple estimates that reproduction
expenses might total 1% of proposed
compensation.
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ANALYSIS

Apple’s estimate for compensation ex-
ceeds the township’s maximum statuto-
ry fee limitation. Apple can take any of
several actions:

1. Refuse the commission. If the com-
pensation estimate appears reason-
able, and the architect believes the
project cannot be accomplished
profitably, this option is viable. The
advantage of this compensation
calculation method is that it identi-
fies in advance whether the project
is likely to be profitable or unprofit-
able and thereby permits an in-
formed decision as to whether the
commission should be accepted at
the compensation offered, in this
case within the maximum fee
limitation.

2. Accept the project at a reduced
profit or at a loss. Advance identifi-
cation of the likelihood of loss
again permits an informed deci-
sion. If no other projects are on the
horizon and the architect has little
faith in the firm's marketing ability,
a decision might be made to take
the project at a compensation level
that would produce less than the
desired profit, or even a loss, in
order to keep staff intact and to
cover some portion of the office
overhead until other potentially
profitable projects can be brought
in. In considering this action, it is
important to note that similar deci-
sions across the board would soon
result in insolvency. Although loss
can be acceptable on any given
project, the sum of all the projects
must yield a profit.

3. Test the original assumptions re-
garding phasing, scheduling and
staffing. Perhaps the project could
be accomplished in less time, with
fewer tasks or with less expensive

personnel.
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4. Test assumptions by calculating

costs in another way. For example,
Apple can prepare the list as shown
of the construction documents he
estimates will be required.

Site plan

Floor plan
Elevations (2 sheets)
Sections

Wall sections
Details (2 sheets)
Schedules
Miscellaneous

Total 10 sheets

Historically the firm has taken ap-
proximately 150 hours per sheet to
prepare construction documents.
By multiplying the estimated num-
ber of sheets by the hours per sheet,
Apple can test his assumptions re-
garding staffing and scheduling for
the most costly project phase, con-
struction documentation.

Example: 10 sheets x 150 hours =

1500 hours

Compare with 1384
hours previously esti-
mated.

. Meet with the township admin-

istrator to confirm the scope, or
better, revise the scope and/or
schedule to reduce the cost of ser-
vices. Devices worth considering
include omitting presentations,
assigning certain major or minor
responsibilities to the township,
reducing consultants’ costs or
treating certain direct expenses as
reimbursable.

. Consider alternate methods of pay-

ment. For example, providing for
payment of schematic design ser-
vices on the basis of a multiple of
DPE until project scope is clear al-
lows this part of compensation to
be opened-ended. This would allow

acceptance of a lump sum or per-
centage fee when costs of services
might be better related to known
scope. Similarly, providing for con-
struction administration services
to be paid for on a multiple would
remove the least controllable as-
pect of a project from the re-
striction of finite fees.




STEPS 6 AND

7. DETERMINE THE
METHOD OF
COMPENSATION AND
NEGOTIATE THE
AGREEMENT

Rather than arbitrarily reducing his es-
timates for cost of service, contingency
or profit, and recognizing that the owner
was unable to increase compensation,
Apple decided to try to negotiate scope.
He met with the client, indicated the
compensation required for the firm to
provide the services necessary to
achieve the owner’s project and sug-
gested some revisions, including placing
an absolute limit on the time for con-
struction services to be compensated as
part of basic services; reducing the fre-
quency of required review meetings dur-
ing design and job meetings during con-
struction, and assigning to the client the
responsibility of documenting job meet-
ings. He further suggested reducing the
number of schematic alternatives to be
presented for the owner’s consideration,
and assigning to client’s staff the respon-
sibility for project cost estimating.

The client was reluctant to accept re-
sponsibility for any services that had
been considered normal for the archi-
tect, but did accept the architect’s expla-
nation regarding the uncertainty of es-
timating the cost of providing construc-
tion phase services without fixed time
limits. The client agreed to place a 12-
month limit on construction phase ser-
vices which enabled the architect to re-
duce his contingency and accept a 7.5%
fee.

If the client had not accepted any of
Apple's suggestions, Apple would have
retained the other options of refusing the
project, accepting it at a probable loss or
restructuring the services to accomplish
the project more efficiently.

STEP 8. MONITOR
PROJECT PROGRESS

Apple initiated services on the project. A
review of time sheets at the end of sche-
matic design showed time and dollar ex-
penditures on the project through the
end of the phase:

Actual

Apple 120 hrs. @$15 =$1,800
Durangol20 hrs. @ 12 = 1,440
Irving 100 hrs. @ 7 =__700

Total 340 hrs. $3,940

Budget

Apple 88 hrs. = $1,320

Frances 120 hrs. = 1,020

Irving 120 hrs. = 840
328 hrs. $3,180

Apple realized that not only had Fran-
ces been unavailable for assignment, but
that he had devoted more design and
administrative time to the project than
he had thought would be necessary; this
additional expense had not been suffi-
ciently offset by Irving's reduced ex-
pense. Assessing the reasons for the in-
crease, Apple attributed about half to
the complexity and learning involved in
designing a new building type, but the
other half was attributed to interim pre-
sentation demands made by the client.

Apple decided to reassign staff, reduce
the schedule for Design Development, if
possible, and seek additional compensa-
tion for the extra presentations during
Schematic Design.
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Glossary

Compensation

Payments that flow from the client to
the architect for professional services
rendered.

Expense

Payments made or payable by the firm
for goods or services (that do not result
in the acquisition of an asset, distribu-
tion of profit or reduction of liability).
Expense is either direct (project related),
indirect (overhead) or reimbursable.

Salary
Regular payments to staff (not including
bonus and profit sharing) for services.

Direct Expense

All costs that can be charged to specific
projects. Included are the costs of staff
workmg on the project; outside en-
gineering and other consultants; and
other costs connected with the project
such as non-reimbursable printing, trav-
el and long-distance communications.

Direct Salary Expense (DSE)

The direct salaries of all the architect’s
personnel engaged on a project, exclud-
ing the cost of contributions and benefits
related thereto.

Benefits
Expenses paid by the firm to, or on be-
half of, staff in addition to salaries.
Some firms customarily (and some-
times selectively) provide additional
benefits or perquisites (such as un-
limited use of company car, parking
space or education). These may be dis-
allowed as a personnel expense by some
private clients and local, state and feder-
al agencies. In such cases, expense of
such items should be considered in plan-
ning profit when estimating compensa-
tion. Bonuses and profit sharing are dis-
tributed out of the firm's profits and
therefore are not considered benefits
within the meaning of these guidelines.
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Benefits Factor

The total cost of benefits (mandatory
and customary benefits, plus paid time
off) divided by the value of total payroll
(direct plus indirect salary expense) ex-
cluding paid time off.

Direct Personnel Expense (DPE)

The direct salaries of all the architect’s
personnel engaged on a project, and the
portion of the cost of their mandatory
and customary contributions and bene-
fits related thereto. In formulating this
factor, principals salary should be in-
cluded at an appropriate rate as com-
pensation for their time and effort ex-
pended directly on the project.

Direct Outside Services Expense

Payment for services rendered to the
firm by outside, independent service
contractors or professional consultants.

Other Direct Expense

Payment for all of the firm’s non-reim-
bursable direct expenses, except for per-
sonnel and outside services expense. It
can include reproduction of drawings
and specifications for in-house use, trav-
el expenses, long-distance communica-
tions and items paid for on the client’s
behalf if not reimbursed.

Indirect Expense

Expense items paid in operating the
business that are not chargeable to spe-
cific projects. These items collectively
often are called overhead or burden.

Indirect Expense Factor

The ratio of all indirect expenses includ-
ing indirect personnel expense (manda-
tory and customary benefits plus paid
time off) to either Direct Salary Expense
(DSE), or Direct Personnel Expense
(DPE), depending on how a firm applies
the expenses of benefits in project ac-
counting. The ratio can be expressed ei-
ther as a percentage of DSE or DPE (e.g.

125%) or as a multiple of DSE or DPE
(e.g. 1.25).

Profit
Excess of revenues over expenses.

Contingency

An allowance used in estlmatmg com-
pensation to cover such unknowns as
possible project complexities, minor
changes in project scope, minor project
delays or other unforeseen conditions.

Reimbursable Expenses
Project-related expenses Wthh by
agreement with the client, are to be paid
back (reimbursed) directly. As tradi-
tionally defined in AIA owner-architect
agreements, these include the actual ex-
penditures made by the -architect and
the firm’s employees and consultants for
travel and transportation, long distance
communication, etc.
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Richard D. Irwin, Inc., 1971.

A detailed text on fundamental concepts and proceduires in
accounting, accounting for assets and equities, interpreting
financial statements, and accounting controls.

Financial Management and Policy. James C. VanHorne.
Englewood Cliffs, NJ: Prentice-Hall, Inc., 1974.

General university text on theory and application of financial
management principles.

Financial Management for Architects. Robert F Mattox,
FAIA. Washington, D.C.: The American Institute of Archi-
tects, 1980.

The “umbrella” book of the AIA Financial Management
System, this 200-page manual covers basic theories and
applications appropriate (o all size design firms. It examines
financial goals, profit planning and the interrelationships of
accounting reports, financial controls and the broad view of
managing firm finances.

Management Accounting Text and Cases. Sth Ed. Robert N.
Anthony and James S. Reece. Homewood, IL: Richard Irwin,
Inc., 1979.

Management: Tasks, Responsibilities, Practices. Peter F
Drucker. New York: Harper & Row, 1974.

A lengthy but excellent book on the historv and principles of
management by one of the recognized leading authorities in

the field.

Managerial Finance. 5th Ed., J. Fred Weston and Eugcne E
Brigham. Hinsdale, IL: Dryden Press, division of Holt,
Rinehart & Winston, Inc., 1975.

General college and university text on finance covering theory
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and application of topics such as profit planning, financial
forecasting, budgeting, valuation and rates of return, and
cash management.

Managing Architectural & Engineering Practice. Weld Coxe.
New York: John Wiley & Sons, 1980.

Running an Office for Fun and Profit: Business Techniques
for Small Design Firms, by Rosslynn F. Foote, 1978, 116

pages.
An easy-to-read mini-book with advice for the architect
considering opening his own office, with emphasis on
financial considerations.

Standardized Accounting for Architects. Robert E Mattox,
FAIA. Washington, D.C.: The American Institute of Archi-
tects, 1982.

Instructions and illustrations on how to establish and
maintain simple records that will provide financial data for
tax and accounting purposes. The procedures are designed to
interface with other elements of the AIA Financial Manage-
ment System. Designed for use by even the smallest firms.
Replaces earlier AIA publications on accounting.

Your Architect’s Compensation. Washington, D.C.: The
American Institute of Architects, 1978.

A booklet developed as part of the Compensation Guidelines
to provide answers for clients asking about the cost-based
approach to paying their architects.
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Managing: People & Organizations. United Media Interna-
tional, Inc., 757 Third Avenue, New York, N.Y. 10017.

Monthly publication explaining in readable concise language
many aspects of all functional areas of business manage-
ment. Not all material is applicable to the professional
services firm, but that which is pertinent is explained clearly.

“Marketing Architectural Services.” Bradford Perkins. Archi-
tectural Record, April 1972.

Timeless advice on developing and implementing a firm'’s
marketing plan, a key element in ultimate financial success.

“Money: Where and How to Get It.” William C. Bettis.
Consulting Engineer, June 1978.

Discusses needs for bank loans and the reports that are
useful, indeed necessary, in securing loans: cash flow
projections, contracts in process and comparative balance
sheet.

“Planning a New Architectural Practice.” Marie Kovacic. AIA
Journal, November 19 considerations for the architect
beginning a new practice.

“Plugging the Leaks in the Dike.” Robert Allan Class, AIA.
Review of Architectural Periodicals, July 1979.

Set of straightforward succinct suggestions on improving the
effectiveness and profitability of a practice.




REPORTS

“Financial Statistic Survey for Professional Services Firms”
Birnberg & Associates. 60 South Dearborne, Chicago, Il.
October 1980. )

Statistics on operating professional service firms, developed
in a survey supported in part by a research grant from
Professional Services Management Journal.
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