CHAPTEHR

ONE

CONSTRUCTION FINANCIAL
MANAGEMENT

In this chapter you will learn what financial management
is and why the financial management of construction
companies is different from the financial management of
most other companies.

n December 2007 the U.S. economy slipped into a reces-

sion. The U.S. construction industry was the hardest hit

industry, losing 19.8% of its jobs between December
2007 and June 2009.! By 2010, unemployment in the con-
struction industry had risen to 20.1%.”

One study found that of 27,536 construction compa-
nies, all of which were started in 1998, over 70% of them had
gone out of business seven years later. The survival rate of
these companies is shown in Figure 1-1.°

In 1997, 10,867* construction companies in the United
States failed, bringing the total for the eight-year period
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beginning in 1990 to more than 80,000° construction com-
panies. These failures include only those business failures
that resulted in a loss to their creditors and do not include
contractors who closed their doors without leaving their
creditors with a loss. These failures are divided among com-
panies of all ages. Figure 1-2 shows the breakdown of these
failures by age of the business. During 1997 the greatest
number of business failures was for construction companies
that had been operating for longer than 10 years.®

Since 1988 the construction industry has experienced a
higher-than-average business failure rate when compared to
the failure rate of all businesses.®

In 2002, two of Japan’s largest construction compa-
nies—Sato Kogy Company and Nissan Construction—filed
for bankruptcy in the same month.” Also in the same month,
Germany’s second largest construction company, Philipp
Holzmann AG, which had been in business for longer than
150 years, filed for bankruptcy.'?

Large and small, old and new, domestic and foreign
construction companies are among the statistics of failed
construction companies.

What are the sources of failure for construction
companies?
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The Surety Information Office—an office that collects
data on surety bonds—has identified six broad warning
signs that a construction company is in trouble. They are
“ineffective financial management systems . . . bank lines
of credit constantly borrowed to the limits . . . poor esti-
mating and/or job cost reporting . .. poor project man-
agement . . . no comprehensive business plan . .. [and]
communication problems.”'! Four of these six sources of
failure are directly related to the financial management
of the company. The primary source of failure for a con-
struction company is poor financial management, includ-
ing improper accounting procedures and systems, failure
to manage the company’s cash flow, failure to accurately
track and manage job and equipment costs, excessive
overhead, failure to plan for and achieve an acceptable
profit margin, excessive debt, and failure to make business
decision based on sound financial data. Without sound
financial management, construction companies are set-
ting themselves up for failure.

WHAT IS FINANCIAL
MANAGEMENT?

Financial management is the use of a company’s financial
resources. This includes the use of cash and other assets—
such as equipment. Many everyday decisions affect a com-
pany’s financial future. For example, the decision to bid on
a large project can have a great impact on the finances of
a company. When deciding whether to bid on a project,
a manager may need to address the following questions:
Does the company have enough cash resources to per-
form this work or will the company need outside financ-
ing? Can the company get bonded for this work? If not,
what changes need to be made in the company’s finan-
cial structure so that the company can get a bond for the
project? Should the company hire employees to perform
the work or should the company subcontract out this
labor? Should the company lease or purchase the addi-
tional equipment needed for this project? If the company
purchases the equipment, how should it be financed? Will
this project require the company to increase its main office
overhead? And, finally, what profit and overhead markup
should be added to the bid? The answers to all of these
questions will affect the company’s finances. The answer
to one of the questions may change the available options
to other questions. For example, if the manager decides
to hire employees to perform the work on the project, the
project will require more financial resources than if the
company had hired subcontractors to perform the labor
and may leave the company with insufficient resources to
purchase the additional equipment, and leaving leasing the
equipment as the only option.

USurety Information Office, Why Do Contractors Fail>—downloaded from
http://www.sio.org/html/whyfail.html downloaded on April 3, 2003.

WHY IS CONSTRUCTION
FINANCIAL MANAGEMENT
DIFFERENT?

Construction companies are different from most other
companies and are faced with many unique challenges and
problems not faced by other companies in other industries.
Although the construction industry is producing a prod-
uct—as do manufacturing plants—the construction of
buildings, roads, and other structures is different from the
manufacturing of most other products. Because of these
unique characteristics, the financial management principles
applied to other product-producing industries often need
to be modified before they are applied to the construction
industry, otherwise they are useless.

To understand the unique characteristics and chal-
lenges faced by the managers of construction industries, let’s
compare the management of a construction company to the
management of a manufacturing plant. For this example, we
look at the manufacturing of fiberglass insulation. The man-
ufacturing of fiberglass batt insulation can be summarized in
the following steps:

1. Sand and other ingredients necessary to make glass are
delivered to the plant and stored in silos.

2. The glass-making ingredients, delivered to the mixing
bin by conveyor belts or other means, are mixed in the
specified proportions.

3. After mixing, the ingredients are fed into a furnace,
where they are heated to make molten glass.

4. The molten glass is passed through a machine that spins
the glass into fibers, cools the fibers, and adds liquid
binders that cause the glass fibers to stick together.

5. The spun glass is placed on a conveyor belt, where the
speed of the conveyor belt controls the thickness of the
insulation.

6. As the insulation proceeds along the conveyor belt, it is
cut to width, and, if required, paper backing is added.

7. Finally, the insulation is cut to length, packaged, and
stored for shipment.

Now that you have a basic understanding of the process
used to manufacture fiberglass insulation, let’s compare the
management of this process to the management of a con-
struction company.

Project Oriented

The insulation manufacturer is process oriented, whereas
the construction company is project oriented. Although the
insulation manufacturer produces different types of insula-
tion, the range of products that they produce is limited. In
the above example, the insulation produced may be of differ-
ent thickness or R values, different widths, and with or with-
out paper backing and packaged in rolls or bundles of 8-foot
batts. All of these products are similar with slight variations.
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For many construction companies, each product is unique
but often the products are very different. It is not uncom-
mon for a construction company to be working on a tenant
finish in a high-rise tower, a fire station, and an apartment
complex at the same time. Even when a construction com-
pany is working on similar products—such as a homebuilder
or a company building a number of convenience stores—the
projects are often different due to site conditions and loca-
tions, which affects the availability of labor and materials.

Because insulation manufacturers have a limited number
of products they produce repeatedly, it is easier for them to
determine their production costs. When a manager has pro-
duced a million square feet of R-11 insulation with paper
backing packaged in a 15-inch-wide by 40-foot-long roll, it
is easier to project the cost to produce the next 10,000 square
feet than it is if the product has never been produced before.
Construction companies often give clients fixed prices for a
product that the company has never built or for a product
that the company has never built using the local group of
suppliers and subcontractors available at the project location.

The insulation manufacturer sells the same product to
a wide variety of buyers at locations other than the place
the insulation is manufactured. In the construction indus-
try, projects are often custom-built for a specific owner on a
specific location. The insulation manufacturer can deal with
fluctuation in demand by producing and storing extra prod-
ucts when demand is slower for use when the demand is
higher. It is relatively easy to store 50,000 square feet of insu-
lation for immediate shipment to meet some future demand.
With most of a construction company’s work occurring at
the individual project’s location, the construction company
cannot store unused production during slow times for use
on future projects. How can you store 500 cubic yards of
excavation for immediate use on some future project? To
deal with this, the construction company must constantly
bid new work to keep the company’s workforce fully utilized
or build speculative projects—projects without owners or
buyers. Speculative building is a risky venture for the com-
pany because the product cannot be moved and often must
be modified before it can be sold to another buyer.

No other industry is as project based as is the construc-
tion industry. Almost everything a construction company
does is a project. Because of this, a construction company
must keep accurate construction costs for each and every
project that it constructs. Not only must the cost be kept for
each project, but also the cost must be kept for each group
of components on a project. This data is necessary to control
the costs of the current project and also the cost of the com-
ponents may be used in the bidding of future projects. With
each project requiring a different mix of labor, materials,
and equipment, knowing the cost of the components for a
project is necessary to bid future projects.

Decentralized Production

The insulation manufacturers perform all of their work at
a centralized location, whereas the construction company

performs its work at a number of decentralized locations.
Insulation manufacturing plants are set up at a fixed location
with the equipment being dedicated to a specific manufactur-
ing process for years. Employees come to the same plant year
after year. In the construction industry the equipment and
employees are seldom dedicated to a single project year after
year. Equipment and employees may move from job to job
on a regular basis. As a result, the location of each employee
and piece of equipment must be tracked to ensure that their
costs are charged to the correct job. Additionally, each crew
and piece of equipment must be managed as a profit center.

Payment Terms

The insulation manufacturer bills the buyer at the time the
insulation is shipped or ordered, with the expectation that the
buyer will pay the full bill within a specified number of days.
For many construction companies, their work consists of long-
term contracts for individual projects, with monthly progress
payments being made by the owner as the project is being built.
Additionally, the owners often withhold retention—funds used
to ensure the contractor completes the construction project—
thus deferring payment of a portion of the progress payment.
The insulation manufacturer is constantly shipping mate-
rials and billing for them, which creates a relatively uniform
cash flow cycle throughout the month. For many construction
companies, all of their projects are on a similar billing cycle,
which creates huge spikes in the cash needed for the projects.
As a result, construction companies have unusual cash flows
and require modification to accounting and other financial
procedures to handle retention and the timing of cash flows.

Heavy Use of Subcontractors

The insulation manufacturer would never subcontract out
a step in its manufacturing process, yet many construction
companies rely heavily on subcontractors’ work. The use of
subcontractors allows a construction company to tap into
a subcontractor’s financial assets during the construction
process. The use of subcontractors has a great impact on the
finances of a construction company.

Because of these unique characteristics, it is impor-
tant for the manager of a construction company to have a
sound understanding not only of financial management but
also of how financial management principles are applied to
the construction industry. The tools that financial manag-
ers are taught in business schools must be modified to take
into account the unique characteristics of the construction
industry, if they are to be useful to construction managers.

WHO IS RESPONSIBLE
FOR CONSTRUCTION
MANAGEMENT?

The person ultimately responsible for the financial manage-
ment of a construction company is often the owner or general
manager. Many of the tasks related to financial management
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