


Measuring and tracking cost escalation requires a reasonably
accurate index based on information that is reliable and captures
a wide enough spectrum of data that all aspects of escalation are
covered. There are a number of cost indexes currently available,
based on the following methods of data collection and analysis.

Basket of Goods (small)—These indexes rely on surveying
suppliers of a small range of strategic materials and labor (up to 10
items). They are very simple and cheap to administer, and rely on
the presumption that overall market costs will correlate with costs
of the small number of items included in the basket. These index-
es also rely on supplier interviews for the data, which may not
always be the most reliable source of information. The main
weakness of these indexes is that they typically only track labor
and material, and disregard the more volatile areas of profit and
risk assessment.

Basket of Goods (large)—These indexes are slightly more
expensive and complex to administer, since they are based on sur-
veying suppliers of a larger range of strategic materials and labor,
up to 40 items. The larger the number of items tracked, however,
the greater the chance of inconsistency between data collection
periods. As with their more limited counterparts, these indexes
also rely on data provided by the suppliers, as well as on the pre-
sumption that market costs overall will correlate with the costs of
those items included in the basket. These also usually do not
address the profit and risk premiums in bids.

Project Specific Basket of Goods—A variant of the large bas-
ket of goods, this index is useful for tracking escalation on an indi-

vidual project. The index is built from the project estimate, with
escalation factors being applied to the primary trades. This allows
the project team to evaluate local pressures on materials, labor or
contractors. While it adds subjectivity in the analysis, it provides
for a very high degree of transparency to team members.

"Feels Like" Surveys—These indexes are based on surveys of
15 to 20 contractors and subcontractors for their opinions on cost
trends. These are obviously very subjective, as they are based on
opinions of individuals instead of measured data, although cen-
tering on a sample of 15 to 20 does help minimize the effect of
subjectivity by any one individual surveyed. The great advantage
of these is that they reflect the total costs in a market.

Tender Price—These indexes are a statistical analysis of bid
projects by type. They rely on consistent data collection, and are
moderately expensive to administer, as they require 10 to 15 proj-
ects per type. The established criteria measured can be objective,
but the indexes are centered to eliminate any differences between
projects. These indexes are generally good at showing broad
trends and will, to some degree, pick up changes in codes and
practice.

Bid Reprice—This entails taking two or more similar proj-
ects from different bid dates with known bids and detailed pre-bid
estimates. The later project is re-priced using unit pricing from
the earlier detailed estimates, which have been reconciled with
their bids. This generates an estimate that gives an indication of
what the later project would have cost at the date of the earlier
project, and that can now be compared to the bid price of the later
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project. Since both data points reflect actual market bids for a sin-
gle project, the difference represents the market change over time.
These indexes are the most complex and difficult to manage, but
provide the most detailed and realistic assessment of cost change
over time.

While there are many established cost indexes available, it is
important to evaluate each one to determine which provides the
clearest and most consistent method of tracking what is happen-
ing to costs in the real world. Evaluation criteria to consider
include:

• Correspondence with true inflation—does it accurately
reflect changes in building cost?

• Cost to administer—what does the index cost to maintain? 
• Objectivity—are the data free from subjective interpretation?
• Self-correcting—will the index correct for deviations from

year to year?
• Contribution of the following costs to the total calculated

index, including whether they are even included in the index
at all:

—Materials
—Labor
—General conditions
—Market conditions
—Codes and practices

Each index should be evaluated not only on these criteria,
but on how it is intended to be used for a particular project or
process calculation. Those which include input not just from
materials and labor prices, but also from general and market con-
ditions, and code and practice impacts, can be reasonably expect-
ed to be more reliable.

Indexes which are based on statistical information are more
likely to be objective than those based on opinions or views of
individuals. And indexes which track larger numbers of items or
projects can be expected to achieve a greater accuracy and level
of reliability, since it is more likely that they will take into account
a wider range of the variables that impact cost escalation in the
current world market. However, these types of indexes are often
more complicated and costly to administer.

Managing Escalation
As can be seen, cost escalation in the construction market is

a cumulative effect of a number of different factors. While each of
them may contribute only a small amount to the overall cost of a
project, when combined they are a significant driving force
behind the rising costs of building a new building. Because there
are so many factors contributing to escalation, managing escala-
tion requires a variety of strategies. Many of the strategies will
demand new ways of approaching construction design and pro-
curement, and a redistribution of the risk allocation in projects.
For many owners, particularly those in the public sector, some of
these strategies will simply not be permissible under current pro-
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curement rules. The alternative, however, is to do nothing, and
simply pay a lot more, or get a lot less building.

Recognition—The first step is to recognize that escalation is
a real threat to construction programs and projects, and to
acknowledge it existence. There is still a high degree of wishful
thinking in project budgeting, hoping that escalation is not going
to remain high. Project owners must first:

• Recognize the reality of hard price increases—Materials are
not going to go back to the levels of 2003, before the recent
cost volatility; in fact, costs are expected to rise, and long term
cost increases are predicted to continue in the range of eight
to 12 percent per annum. It is worth noting that, when looked
at over a ten year period, construction material escalation is
broadly in line with the broader measures of escalation: that
is to say, prices have been abnormally flat for about eight
years, now they are catching up.

• Recognize the reality of the bid market—As long as construc-
tion volume remains high and the pool of skilled workers
does not grow to accommodate the demand, bidders will
always have plenty of options. Projects which are perceived as
difficult, whether for the complexity of the design, the level of
regulatory requirements, the location of the project, or even
the reputation of the project owner, are less likely to attract
bidders, and those who are willing to bid on these projects are
more likely to increase their bids to cover their risks. This
means that prices will rise even if material and labor prices do
not. Input indexes no longer reflect the reality in construction
markets.

• Recognize the reality of the bid volatility—Material prices
will continue to fluctuate, although perhaps not to the extent
seen in recent years. Bidders' interest will continue to fluctu-
ate, based on the amount and type of work available at any
given time. And more importantly, even as in times of less
volatility, some contractors and sub-contractors are going to
fail. All of this means that bidding is going to be volatile for
some years to come. The biggest change in the construction
environment has been the unprecedented change in the risk
landscape of the past two years. Bidders can no longer con-
tinue business as usual and expect to remain in business.

Cost Risk Allocation—The dominant escalator in the cur-
rent market is poor risk allocation. Traditional bidding methods
place a bulk of the risk on those who are least able to absorb any
fluctuations in cost. To manage cost escalation and minimize the
impact of future cost increases or other factors which will surely
arise to put additional pressure on the market, project owners
need to change how they think about, and handle projects.
Everyone who is required to 'buy' the risk involved in a project
will charge a premium. By passing the risk to the contractor, con-
tractors will include premiums in their bids and by requiring con-
tractors to submit hard money bids for long term contracts, the risk
is passed to vendors, who will also build a premium into their bids.
Perhaps the most important thing project owners can do to mini-
mize the impact of the volatile construction market is to become
partners in the risk. This takes the burden of handling market

volatility off the back of the contractors and vendors and in turns
reduces the pressure for bidders to charge premiums.

The first step is for project owners to take more responsibility
for the risk associated with material price fluctuations. Because
the owner is much more diversified, they are better able to handle
the risk. This can be done in a number of ways at each level of the
design and build process. To help absorb the risk for the contrac-
tors, project owners can:

• Use fluctuation clauses, which allow for shifts in material
costs; in other words, the  owner agrees to cover the cost of
materials and does not require the contractor to submit a
fixed price for something they may not be able to puchase for
quite some time.

• Pre-purchase materials, to limit the impact of future price
fluctuations.

• Provide dedicated float for schedule slippage by understand-
ing that, due to the current market and transient material
shortages, some scheduling delays may be inevitable.

• Reduce the bid award period to accommodate shorter price
locks.

• Delay the bidding of non-essential packages, so that when
those items are bid, prices can be closer to actual costs at the
time they are needed.

• Negotiate subcontracts along with the contractors.
• Use Cost-Plus contracts. 

To help absorb the risk for the architects and engineers, project
owners can:

• Limit the redesign clause. This has some far reaching conse-
quences, in that owners must be willing to take more respon-
sibility for the final design and not count on redesign to catch
changes in scope.

• Recognize inflation during the design process and modify the
design appropriately, where it may be needed.

At the program level, project owners can:

• Develop program-wide contingencies and risk management
protocols. This requires first recognizing the types of risk that
exist and then ensuring that all members of the project team
understand and are trained on how to deal with them.

• Redefine success. The success of a project is often measured
only in whether or not the building is actually built, and not
in how well it meets program needs. Within a given building
program, it may be appropriate to deliver fewer high quality
buildings, rather than a larger number of inadequate build-
ings.

• Be willing to fail (occasionally). This means being willing to
stretch the boundaries of what is considered usual practice.
Typically each project must carry its own risk, rather than
pooling risk throughout a program. When this is done, proj-
ects will usually carry a larger risk contingency, and so design
to a lower budget. Fear of failure therefore leads to lower per-
formance in the long run. If individual projects can fail with-
in a successful program, overall performance can be
improved.
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At all levels of the project, the key thing for the project owner
to do is to actively manage design and cost, by ensuring that all
participants in the design process are fully aware of budgetary con-
straints as well as the impact of any changes or delays on overall
project cost. This will likely require a departure from the usual
method of designing and building projects and takes committed
leadership, freedom of action at the project level, and most impor-
tantly, more work and commitment from all members of the proj-
ect team to meet higher performance expectations. This also is
likely to require some flexibility in budget and contingency as
well.

Cost Control—A fundamental tool in managing escalation is
high quality cost management. This involves development of a
realistic cost model with appropriate recognition of risk, regular
cost monitoring throughout the project, and a commitment to
address issues as they arise. The keys to successful cost planning &
management are high quality information and good communica-
tion.

To effectively minimize the cost risk of a project the project
owner, as well as the entire project team, must assess the potential
cost risks in a project to identify all risk factors and profiles, cal-
culate the range of outcomes for each of these factors, identify the
level of potential loss for each outcome, and determine the level
of control over each factor and outcome that the project team can
reasonably be expected to have.

Cost models can be developed from the program and state-
ment of condition by establishing key parametric quantities for
the estimate. These are then reviewed with the design and owner
teams to ensure complete understanding of the available funds,
and the anticipated scope and quality. The budgets include recog-
nition of the risks inherent in the budgeting process through the
application of appropriate design and bidding contingencies. The
project should not move ahead without complete buy-in from all
interested parties, nor should it proceed without solutions or
strategies for addressing the cost risks.

Following establishment of a budget and cost plan, the
approach is to provide both periodic cost checks at design mile-
stones, and ongoing cost validation and reporting to identify any
significant changes. As with the cost plan, the efficient flow of
information and the active development of solutions are key to the
success of the process.

P
erhaps the most important lesson to learn from this dis-
cussion of how to manage cost escalation is that ignor-
ing it will not make it go away. In fact, even though the
current market volatility is expected to eventually set-

tle, prices will remain at higher levels, and are expected to con-
tinue to grown at robust rates per annum for the foreseeable
future. The effect of limited supplies and higher demand, not just
in the U.S. but around the world, means that market volatility can
be expected to continue in the long term as well. While some
project owners may choose to try to wait it out, it is not likely that
construction prices will drop to pre-2004 levels. Additionally, due
to the number of factors at play, inflation will rise and be less pre-
dictable, which means that virtually no currently published index
provides a reliable method of tracking or predicting future trends. 

In order to minimize the risks associated with this market
volatility, project owners must move away from the traditional way
of thinking about projects. Quick and innovative responses are
needed if the quality of construction is to be maintained. Project
owners need to become more flexible and more willing to work
with contractors to absorb some of the risk of the rapidly fluctua-
tion construction materials markets, and project teams must
become more collaborative and more able to deal with risk and
changes quickly and effectively.
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