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What we will learn?

 Accounting versus Financial Management

 Accounting Systems

 Financial Statements

 Financial Management

 Financial Analysis

 Using Financial Data

 Measuring Financial Risk

 Financial Distress – Turnaround Management

 Banking and Finance

 Exercises



Accounting versus Financial Management
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Accounting

 Accounting at its most basic level may be characterized as the capturing of

transactions.

 These transactions are sources of information.

 They build a financial picture of a firm.

 If the accounting of the transactions is faulty or inconsistent, a false or distorted

picture emerges.
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Accounting

 Your chief financial officer (CFO) will typically be, or supervise, a certified public

accountant (CPA), who offers three levels of service relating to financial statements:

1. Audit.

 A thorough, in-depth examination of financial statements.

 Detailed testing is part of the process.

 Source documents are inspected for errors and for fraud.

 Material misstatements are vigilantly sought and discovered if they exist.
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Accounting

 Your chief financial officer (CFO) will typically be, or supervise, a certified public

accountant (CPA), who offers three levels of service relating to financial statements:

2. Review.

 Some, but not extensive inspection of the financial statements will be

done.

 Testing is done on a macro, or global, basis.

 The cost to the contractor is less than for the audited report.
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Accounting

 Your chief financial officer (CFO) will typically be, or supervise, a certified public

accountant (CPA), who offers three levels of service relating to financial statements:

3. Compile.

 This is the least expensive and least assured function.

 An inspection is not executed.

 The CPA uses the company’s books and records to put together the

financial statements.

 This type of examination is not for setting value on a construction firm in

any way.

 It should not be one that gives confidence or upon which major decisions

are based, but does give an overall picture.
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Accounting and information management

 While most contractors and senior construction executives have a technical

background and few have formal accounting education or training,

they are not exempt from responsibility for

selecting,

overseeing, and

managing

data and

accounting operations

of the organization.
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Accounting
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Accounting and information management

 They obviously are not responsible for completing the accounting work themselves
but must

1. Use basic logic and
2. Investigative reasoning

to determine the viability and appropriateness of results that are
generated by the accounting systems and accounting personnel.
 A captain of a battle ship may not know how to operate the engine

systems on the ship,
but he is certainly responsible to see that

1. They function properly,
2. The people who operate them know what they are

doing, and
3. The results are appropriate.
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Financial management

 Financial management is all about

1. analyzing accounting information and then

2. acting.

 Senior management may make decisions about projects, clients, markets, work type,

and employees based on what this analysis tells them.

 It is important to note that the financial management office is not the profit center,

but the place where decisions are made about how to generate profit.

 A negative profit makes us change

1. Our work acquisition and

2. The building of the project,

but it should not change the reporting or management functions.
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Who is responsible?



Accounting Systems
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Primary accounting system

 The primary accounting system is known as a general ledger system, which is used

by an accountant to generate financial statements.

 The basic accounts within the general ledger system are

1. Assets

2. Liabilities

3. Owners’ Equity

4. Revenue

5. Expenses
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Primary accounting system

 Secondary or subsidiary systems are used to generate management reports, such as

1. Accounts receivable,

2. Accounts payable, or

3. Project cost reports.
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Primary accounting system
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Primary accounting system
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Primary accounting system – Disputed invoices

 The management of data concerning liabilities and

the accurate recording of accounts payable is

a prerequisite to accurate financial information.

 Disputed invoices are common in any business whereby a supplier or subcontractor

invoices the company for an amount that the company disagrees with.

 Many organizations have excellent systems to assure that disputed invoices do

not get paid,

but the same systems sometimes prevent the liability form being

recorded.
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Primary accounting system – Disputed invoices

 The proper way to record accounts payable are in the month they were incurred and

not when they are dated or received.

 This includes disputed payables.

We have observed $100,000 invoices left off accounts payable because they

were returned to the sender with a $1,000 disputed amount with neither the

disputed $1,000 nor the undisputed $99,000 recorded as a payable.

Some companies inadvertently do this regularly, which can result

in substantial distortions in accounts payable.
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Primary accounting system – Disputed invoices
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Primary accounting system – recording liabilities

 The appropriate way to record invoices as accounts payable is upon receipt.

 Disputed invoices can be recorded as “not approved for payment”

but must be captured by the system as potential liabilities before

they are passed around the company, and the accounting

department loses track and control of the information.

 It is inappropriate to work under the assumption that invoices are not liabilities

until approved.

 If a disputed invoice is disapproved, or substantially reduced at a later date,

it is prudent and conservative to use a reversing entry rather than not

record every disputed invoice.

It is a matter of control and accuracy.
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Secondary accounting system

 One type of secondary accounting system is a project cost ledger system, which is

used to account for financial data relative to individual construction projects.

 Both project costs and revenues are tracked in this system to allow company

managers to monitor the financial status of individual projects.

 A typical chart of accounts for a project cost ledger system is shown in Figure 4.2.

 Another secondary accounting system used by many construction companies is an

equipment cost ledger, which is used to

determine the hourly rates to be charged to individual projects

for the use of company-owned equipment.
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Secondary accounting system
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Secondary accounting system

 An example of a project cost coding system, using the chart of accounts shown in

Figure 4.2, is

 Here the project number is assigned by the construction firm, the chart of accounts

code comes from Figure 4.2, and the element of cost is the type of cost.

 An example of an element of cost coding is 1. labor 2. equipment 3. incorporated

materials 4. subcontract 5. supplies and materials not incorporated into project

 Using this system, the cost code for project 9562 for cast-in-place concrete

labor would be 9562.03100.1 and for incorporated materials, would be

9562.03100.3
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Accounting methods

 There are two methods of construction accounting that a construction firm may use to

account for profit on a construction project.

 One is the percentage-of-completion method, and the other is the completed-

contract method.

 In the percentage-of-completion method, the company estimates the percentage

completion of each construction project at the end of the accounting period, using

the following equation:



Financial Statements
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Financial statements

 Financial statements provide a picture of the financial condition of the

construction company.

 They are used by managers, bankers, bonding companies, and customers in

assessing the financial health of the firm.

 The ability to read and understand these statements is an essential business

management skill.

 The two most commonly used financial statements are the

1. Balance sheet and the

2. Income statement.
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Balance sheet

 The balance sheet represents

the financial condition of the company as of the date of the balance sheet,

usually the end of a month, a quarter, or a year.

 A typical balance sheet is illustrated in Figure 4.3.

 This balance sheet was developed for an accrual accounting system

using the percentage-of-completion accounting method.

o By definition, accounts shown on the balance sheet must balance

in accordance with the following equation:

assets = liabilities + owners’ equity
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Balance sheet
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Balance sheet
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Balance sheet
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Income statement

 The following equations summarize the data shown on an income statement:

1. gross profit = sales - cost of sales

2. net profit before taxes = gross profit - operating expenses

3. net profit after taxes = net profit before taxes - taxes
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Income statement



Financial Management



By: Alavipour, PhD, PMP, CMIT www.dralavipour.com .ذکر مطالب فوق تنها در صورت ذکر منبع بلامانع است

)CBM(مدیریت کسب و کار در صنعت ساخت
مدیریت کسب و کار: 2ماژول 

مدیریت مالی: بخش چهارم

35

Financial management

 A key component of financial management is the development of

an annual operations budget,

which is used to forecast anticipated revenues and expenses.

 An operations budget is a numerical plan of operations that is used as a benchmark

in evaluating the company’s financial performance during the year.

 The major components of an operating budget are

1. Revenue

2. Project Costs

3. Company Overhead

4. Profits
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Financial management

 Actual performance should be measured each month and

compared to budgeted values as illustrated in Figure 4.16.

 This budget was developed using an accrual accounting system and a

percentage-of-completion accounting method.
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Financial management

 Note that while company revenues to date are only 5 percent less than the value

anticipated in the budget,

the net profit before taxes is 63 percent below the budgeted amount.
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Financial management

 Another major financial management issue is the development of a budget for the

overhead operations of the company.

 This budget would include the salaries of personnel who are not assigned to specific

projects, such as

the president, the marketing department, the accounting department, and

human resources management, and the costs of operating the home office of

the company.

An example of an overhead budget is shown in Figure 4.17.
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Financial management



Financial Analysis
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Financial analysis

 There are two major aspects of analyzing the financial condition of a company.

1. First is the analysis of the financial statements to assess the overall financial

health of the company.

2. The other is a cash flow analysis to determine cash flow requirements,

so financial management strategies can be crafted to ensure that the firm

has adequate cash resources to meet anticipated requirements.
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Financial statement analysis

 The major financial characteristics of interest in evaluating financial statements are

1. Liquidity,

2. Profitability, and

3. Leverage or debt-to-equity.

 Ratio analysis is used to assess these characteristics at single points in

time, and

 Trend analysis is used to determine how they have changed over time.

In other words, has profitability increased, decreased, or remained the same over the 

past five years? 
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Financial statement analysis
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Financial statement analysis

 Typical ratios for various industries are published annually by several sources.

 Dun & Bradstreet publish one such source, Industry Norms and Key Business

Ratios, which was used to create the typical value figures provided in this

section.

 Data from 1997 through 2005 were analyzed to create the values shown.
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Cash flow analysis

 A construction company is totally dependent on maintaining a sufficient level of

cash to finance its daily operations.

 If adequate cash reserves are not maintained, the company must either

1. Borrow from lending institutions or

2. Default on its obligations.

 If the cost of borrowing was not included in a project budget,

the interest charges on borrowed cash may significantly erode the

anticipated profit.

The cash flow cycle within the company is illustrated in Figure 4.12.
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Cash flow analysis
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Cash flow analysis

 Project expenditures and receivables are estimated for each month, and the difference

between expenses and receivables determines the net cash flow requirements, as

illustrated in Figure 4.13
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Cash flow analysis

 A plot of the cumulative cash flow requirements for the project is shown in Figure

4.14.

 Note that cash flow for Job #1 is negative during the early months of the project and

positive during the later months.
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Cash flow analysis

 The monthly cash flow requirements for each project are summed in a spreadsheet, as

shown in Figure 4.15, to determine overall cash requirements for the company.



Using Financial Data



By: Alavipour, PhD, PMP, CMIT www.dralavipour.com .ذکر مطالب فوق تنها در صورت ذکر منبع بلامانع است

)CBM(مدیریت کسب و کار در صنعت ساخت
مدیریت کسب و کار: 2ماژول 

مدیریت مالی: بخش چهارم

51

Using financial data

 Following over 30 years of researching, identifying, and cataloging the causes of

construction business failures and participating in the resolution of hundreds of

distressed firms, the authors discovered a remarkable truth.

 Many construction company failures were predictable, and, in many cases,

the in-house accounting staff saw it coming two or three years before it

happened.

 A key reason some contractors experienced financial trouble was the lack of

listening to the CFO or accounting staff who tried to sound the alarm before

disaster struck.
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Using financial data

 Construction business failures don’t happen overnight; they can take years.

 In the hundreds of failures the authors have studied,

most of the CFOs warned management about financial issues, problems, or

exposures before they occurred.

 To which management often reacted by saying,

 “You don’t understand” or

 “You don’t know what you are talking about,” or

 “It’s just that one bad job” or

 “that unreasonable owner” or

 “that unbuildable design.”

These managers saw the problem as an “event,” but it was a “symptom.” 
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Using financial data

 To provide an analogy:

it is like a person in the boiler room of a ship calling the captain to tell him or

her that the ship is leaking, and the captain on deck responding,

“Everything looks good from here.”
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Construction Business Financial Reality: Financial Self-Analysis

 Many contractors are working in an information vacuum.

 Many complain that even in good times they are never sure their organization is

performing at optimum levels.

 Some contractors state difficulty in defining and judging their own performance

because they do not know the margins for similar contractors.



By: Alavipour, PhD, PMP, CMIT www.dralavipour.com .ذکر مطالب فوق تنها در صورت ذکر منبع بلامانع است

)CBM(مدیریت کسب و کار در صنعت ساخت
مدیریت کسب و کار: 2ماژول 

مدیریت مالی: بخش چهارم

55

Managing the financial self-analysis process

 The first step is collecting and compiling the required financial data listed in Table

5.1.

 This information is taken directly from the company’s annual financial statements

prepared by the firm’s independent outside accountants;

it is not recommended to use internally prepared statements unless all five

years are internally prepared.

 The information is to be transcribed directly from the most recent five years of

annual statement available and recorded on a spreadsheet.

 A three-year study is the minimum length one can learn from;

five years is preferred, and

any duration longer than five years does not appear to enhance the

evaluation.
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Managing the financial self-analysis process
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Managing the financial self-analysis process

 The ratios are calculated from the formulas in the sample financial self-analysis

calculation sheet shown in Table 5.2.

 Both the data collection and the calculations of the ratios

1. Can be assigned to the accounting department or

2. Can be carried out by executive staff if confidentiality is a concern for any

reason.

 It should be noted that a major concern throughout this process is transcription error;

therefore, it is prudent to have a second person double-check the data.

 As time progresses, the financial analysis can be easily updated and used in

subsequent years.
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Managing the financial self-analysis process
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Using the information

 Financial performance is the starting point.

 A number of other topics also should be on the agenda and discussed in detail.

 These include but are not limited to:
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Using the information

 These include but are not limited to:

 The company’s current market position.

 What does available work look like for the next year or two?

 How does the company compare with its competition and what are its

competitive advantages and disadvantages?

 Are current operations/production optimized and to your satisfaction?

 Is the structure of the organization suitable to its current workload, and will it

remain the same or change if you plan to grow?

 Is there a clear chain of command and do all the people in the organization

understand the reporting chain and their responsibilities?
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Using the information

 Next are a couple of examples to illustrate some of the potential benefits gained from

applying financial self-analysis.
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Using the information

 Example 1: A construction firm using the financial self-analysis program noted that
that their overhead had increased steadily over the five years at a greater rate than
sales had increased.
 They determined that the increases were not a result of any added categories,

but that most line items had grown annually.
 They considered inflation too, but the rate was far greater.

 The group reviewed every item carefully, and reduced overhead where possible.
 They then decided to keep a closer eye on monthly expenses.
 In one year, overhead expenses were reduced to the five-year average.
 The self-analysis exposed the problem, and the solution was obvious and easy.
 In the second year, sales improved a little resulting in the general and

administrative overhead to sales ratio decreasing even further.
 Nonfinancial managers can learn from this effort.
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Using the information

 Example 2: In another case, a contractor discovered net profit was decreasing slightly
but steadily over the prior two years, while overhead expenses were consistent,
indicating a deterioration in gross profit margin.
 This is far more serious than the previous case because it indicates a problem

in operations/production, which can be much harder to rectify than
controlling general and administrative expenses.

 After a serious discussion with all concerned parties, they realized that a number
of new field superintendents with limited experience were promoted during
the company’s rapid growth over the two years, and they were not producing
the work as profitably as the more experienced superintendents.

 The principals concluded that further growth would be a mistake and could
put their entire operation in jeopardy.
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Using the information

 Example 2:
 They cut down the volume by taking no new work for six months and instead

concentrated their efforts on an intensive training program for new
superintendents.

 They decided that sales should not grow until the organization returned to the
average gross profit margin they had experienced in four out of the five
previous years.

 Their goal was achieved in nine months, and was further exceeded the
following year when their gross profit percentage went up by 1.5% compared
to their five-year average.

 In this example, the owners of the construction company were unaware of the
problem until they performed the financial self-analysis.

 They made the common error of thinking the slippage in profit was the price to
pay for growth.
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Using the information

 Example 2:
 The owners fell into the trap of believing it was something they called “growing

pains” until they realized that their future success was in jeopardy.
 The financial self-analysis allowed near-immediate discovery of the problem,

which helped focus the company’s energy on the solution.



Measuring Financial Risk
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Measuring financial risk

 The focus of this section is

1. On the measurement of financial risk and performance in construction

companies and

2. To look for early warning indicators of financial distress.

 Spending over a decade assisting financially distressed construction companies, the

authors are strong advocates of recognizing and avoiding the causes of business

failure.

 In our experience, many contractors who thought they had a minor cash flow

problem were shocked to discover the depth and seriousness of their financial

difficulty when it finally came to light.

 With that being said, it comes as no surprise that the construction industry has the

second-highest business failure rate in the country, after the restaurant business.
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Measuring financial risk

 Financial data that will be discussed in this section should be taken from financial

statements prepared by an independent outside accountant or accounting firm.

 These statements can be reviewed, audited, or otherwise qualified.

 What matters is that statements be consistent.

 Data from internally prepared financial statements are not recommended.
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Traditional financial performance measures

 A construction company may evaluate its financial performance using various

standardized financial ratios.

 This includes examining the organization’s

1. gross profit,

2. net profit,

3. equity, and

4. capital structure.

 However, these standard ratios alone do not adequately reveal the

performance of the organization.
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Traditional financial performance measures

 Gross profit is the amount earned in the production of the work before general and

administrative costs are deducted.

 Net profit is the amount made after subtracting all general and administrative costs

from the gross profit.

 Both gross profit and net profit do not accurately report an organization’s financial

performance,

as there is no standard for measuring either of these measures consistently in

the construction industry.

 There is no agreement regarding which costs are to be charged directly

to projects and which are general and administrative overhead costs.

 As a result, comparisons of gross profits and net profits cannot be used as

accurate measurements of a construction company’s financial performance.
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Traditional financial performance measures

 Equity, which is the company’s assets after subtracting all associated debts,

is a significant measurement anchoring the capital structure that underpins

the company and supports credit facilities

that provide cash flow during peak needs.

 Capital structure is the organization’s unique combination of debt and equity used

to finance its overall operations and growth.
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Traditional financial performance measures

 Equity alone is not an absolute indicator of an organization’s financial performance.

 Moreover, the capital structures of construction companies differ significantly by

type of work performed.

 Highway contractors who own their equipment have different capital structures

than a building contractor who subcontracts a great deal of their work.

 Therefore, equity and capital structure are also insufficient measures of a

construction company’s financial performance.
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The R-Score formula

 This led the authors to develop the R-score formula, which:

 Measures an organization’s current financial performance;

 Compares an organization’s current performance to past performance; and

 Identifies an organization’s current financial risks, strengths, and weaknesses.
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The R-Score formula

 As noted previously, changes in one financial ratio inevitably change other ratios.

 The problems of different bookkeeping methods and treatment of work in

progress

suggest that gross ratios

rather than ratios found internally should be used.

 The significant standard financial ratio categories are

1. Turnover,

2. Profit, and

3. Debt ratios.

 Ratios are selected from these categories that are least affected

by internal bookkeeping methods.
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The R-Score formula

 These are explained below as the three key elements of the R-score formula:

1 Sales-to-Total Assets:

 This is known as the turnover ratio and is a measure of operational efficiency.

 The higher the ratio, the more efficient the utilization of assets.

 The ratio is a composite of

1. Receivable management,

2. Inventory management,

3. Fixed asset management, and

4. Liquidity management.

 The ratio is the relative efficiency with which the construction firm

uses its resources to generate output
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The R-Score formula

 These are explained below as the three key elements of the R-score formula:

1 Sales-to-Total Assets:
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The R-Score formula

 These are explained below as the three key elements of the R-score formula:

2 Net Profit-to-Sales:

 This is known as the net profit margin and is a measure of operating efficiency

after all costs and expenses have been accounted for.

 While the external marketplace affects the sales-to-assets and net profit

margins,

they largely capture an organization’s internal management efficiency.
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The R-Score formula

 These are explained below as the three key elements of the R-score formula:

2 Net Profit-to-Sales:
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The R-Score formula

 These are explained below as the three key elements of the R-score formula:
3 Total Liabilities-to-Equity:

 This is known as the debt ratio and it tests long-term liquidity.
 The ratio is like debt-to-equity; however,

total liabilities (all debt) are used instead of long-term bank debt
because the latter can easily be reduced, temporarily,

particularly at year-end, by
1. Extending accounts payable or
2. Substituting short-term borrowing.

 The ratio is applied here as a measure of the firm’s ability to sustain itself over
the long term.

 This is a broad ratio ignoring most internal manipulations or differences in
bookkeeping methods

because it captures all liabilities and equity not easily manipulated.
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The R-Score formula

 These are explained below as the three key elements of the R-score formula:
3 Total Liabilities-to-Equity:
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The R-Score formula

 The three key elements shown were combined to develop the risk factor score (R-

score formula),

an effective and comprehensive financial risk management formula.
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The R-Score formula – Development

 The authors define AP as the portion of profits that can be

1. Taken out of the company or

2. Applied to business expansions

without materially affecting the financial foundation of the firm in its

existing operations.



By: Alavipour, PhD, PMP, CMIT www.dralavipour.com .ذکر مطالب فوق تنها در صورت ذکر منبع بلامانع است

)CBM(مدیریت کسب و کار در صنعت ساخت
مدیریت کسب و کار: 2ماژول 

مدیریت مالی: بخش چهارم

83

The R-Score formula – Development

 The formula for AP is:

where

NP/S is net profit/sales,

TL is total liabilities, and

TA is total assets.
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The R-Score formula – Development

 However, “real earning power (REP)” of the company can be determined by

multiplying the AP by the asset turnover ratio of sales to total assets (S/TA).

 The formula for REP is:

where

AP is available profit and S/TA is sales/total assets.
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The R-Score formula – Development

 To determine the overall financial risk of a company, its debt structure must be

considered.

 Combining the firm’s debt ratio of total liabilities to equity with REP,

also referred to as the financial “risk factor,”

represents the financial risk of the company at the present time.
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The R-Score formula – Development

 The R-score formula is:

where

R is risk factor and TL/E is total liability/equity



Financial Distress – Turnaround Management
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Financial distress – turnaround management

 When the construction market is growing, the industry prospers; however,

when the market declines, the industry suffers reductions in profits and

exposure to loss.

 The reason is that growth requires additional overhead expenses in the form of

personnel and resources which are usually brought on as permanent fixed

costs.

 When the market declines, it is extremely difficult to reduce fixed

overhead

because the company cannot eliminate half a person or half a truck.

As discussed in this course, the construction business model of permanent fixed overhead 

is one cause of the industry’s boom and bust cycle. 
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Financial distress – turnaround management

 This raises the following question:

If a firm earns a certain percentage of profit putting X amount of work in

place in a year,

shouldn’t it earn about the same percentage of profit the following year

when it puts in place, perhaps 15% less work?

Most construction companies don’t.
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Financial distress – turnaround management

 Profitability.
 Whenever there is less work, margins suffer because the selling price of

construction goes down as the industry shifts into a “buyer’s market.”
 No type of construction was spared in prior downturns because contractors with

limited experience in other types of projects or in different geographic areas
went after work they were not familiar with.

 Many were successful in capturing that work because they were aided in their
pricing by a lack of experience or limited local knowledge.

 When the market shrinks,
competition increases and the selling price deteriorates for every type of
work

as many construction companies fight for work of any type,
anywhere, and almost at any price.
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Financial distress – turnaround management

 The “Compression” Dynamic.
 The domino effect of the downward pressure applied to construction pricing by

large contractors during market contractions (downturns).
 What often happens in a downturn is as follows:

 Larger construction companies, desperate to keep their people busy,
aggressively go after smaller projects than they normally would.

 This takes work away from other firms, forcing them to go after smaller
projects than they normally would too, through midsize firms and finally
down to small firms.

 With their greater capitalization, big contractors are able to use aggressive
pricing to take smaller jobs and/or expand geographically by moving
into markets they do not normally compete in.

 The lowest level in this avalanche, the smallest contractors, have nowhere
to turn to and some are driven out of business.
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Financial distress – turnaround management

 Defense Strategy.

 Contractors need to understand this dynamic which happens every downturn

and should therefore be expected.

 Cutting overhead proportionally to the amount of the market decline enables

you to produce a lesser amount of work at a profit.

 If there is less work available and a firm attempts to maintain its sales

volume,

it will have to take the work off its competitors who are trying to

do the same thing.
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Financial distress – turnaround management

 Defense Strategy.

 Compression causes industry-wide losses which is partly the reason that

construction is the industry with the second highest business failure rate in the

country –

a failure rate that always accelerates during declining market cycles.

 This has been happening for decades and has not been recognized

because it was an unidentified dynamic for many contractors.

Now that we know about it, we can deal with it.
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Financial distress – turnaround management

 The most popular choice in a declining market –

chasing work while profits are spiraling down –

exposes an organization to serious risks.
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Financial distress – turnaround management

 In a declining market, diminished profits

may not be enough to cover a losing project, and

a losing project is an increased possibility

because of the aggressive pricing trying to capture the much-

needed work.
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Financial distress – turnaround management

 Even during a growing market,

construction is a low-profit business

with the ever-present possibility of a losing project in both good and

bad markets.

 This exposure is compounded when,

motivated by the need for work,

a firm decides to

1. Go after work in unfamiliar territory and/or

2. Pursue work of a slightly different type or size

than the organization is experienced with, which

increases project risk exponentially
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Overhead management

 One of the reasons the failure rate goes up in a declining market is that many

construction enterprises wait too long before reducing overhead.

 Many have tried to keep people busy by

1. Traveling far and wide,

2. Taking work outside the organization’s experience and core capabilities,

but that often magnified underperformance and, in too many cases,

resulted in losses.
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Overhead management

 During many years of turnaround work we have often heard:

 “What choice did I have?” Or

 “I had to keep my people busy,” or

 “no one can make money during a downturn.”

 For those determined to maintain sales or to reduce sales as little as

possible in a declining market, these statements are true, and

we fully understand and admire the determination to retain not just

some, but all, employees.

o This said, can they afford the cost? When maintaining high

sales while profits are spiraling down, there is an

exponentially increasing risk of business failure, at which

point the company may lose all employees, not just some.
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Overhead management

 It is human nature to resist giving up hard-earned growth gained at great effort.

 Consider the reality: Why can’t a construction enterprise increase their sales by

say 10% or 20% any time they care to?

 Because you can only grow as fast as the market grows.

 Severe adjustments in pricing will be forced into the marketplace and

idled excess people and resources will need to be paid for or discontinued.

 Everyone seems to agree that growth requires an increase in overhead,

but they do not seem to agree that the reciprocal is true.

The reciprocal is that negative growth (a reduction in sales) requires

a reduction in overhead.
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Mini case study

 The Case: A successful self-performing steel fabricator and erector was doing

about four million dollar of work per year when the 2008–2012 construction market

downturn hit his company.

 This young contractor experienced the cancellation of a million dollars of backlog

within a 30-day period

because his clients on several projects lost their bank funding.
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Mini case study

 The contractor contacted us to discuss his circumstances,

explaining that larger contractors were taking work in his market below his

costs just to keep some of their people busy.

 He said his remaining backlog was uncertain and that he could not see any work on

the horizon that he might be able to get for anything but a loss.

 He said he did not have enough work on hand to make a profit with the size of

organization he was trying to maintain.

 He was not sure how long he could continue to lose money and thought out loud that

the time may have already passed.
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Mini case study

 The Choice:

 We discussed his circumstances in detail and just by listening to himself he

eventually said, “I don’t think I can make it and I am afraid this may bankrupt

me.” He wanted to know what we thought.

 We told him that we did not know enough about his business or his financial

condition to advise him but what we did know is that it seldom makes business

sense to put work in place for a loss for any length of time.
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Mini case study

 The Choice:

 He asked, “If I quit now do you think when the market recovers I might be able

to go back into business?”

 We told him it should be possible, but to do that he would have to

 Finish the work on hand,

 Satisfy the customers and designers, and

 Avoid bankruptcy which would complicate matters going forward.

 For his idea to work, he needed to conserve cash, which meant he would have to

stop losing money as quickly as possible by cutting all costs

except the people and resources required to finish the work on hand, as

rapidly as possible.

 If he could not stop the losses, then reducing them was critical.
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Mini case study

 The Decision:

 This contractor initially wanted to stand and fight, take cheap work, and try to

ride-it-out, but his calculations and his gut told him he would end up in

bankruptcy.

 He made the monumentally difficult decision to

1. Shut down his business immediately,

2. Reducing overhead costs and

3. Keeping just enough resources to complete the work on hand.

It took almost a year to complete the projects.
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Mini case study

 The Decision:

 He wanted to keep his equipment, but that would have caused ongoing

storage and maintenance costs

because the office and shop were rented; so everything was liquidated.

 When the work on hand was completed, the young contractor took a job with

a local general contractor who was glad to have him

even after explaining his desire to go back into business in the future if

possible.

 They agreed to a two-year commitment.
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Mini case study

 The Decision:

 Being employed in construction, he was able to keep abreast of industry

developments, and

three years later his market leveled out and began a slow recovery.

 He parted employment amicably and was able to restart his business.

 He started small at first primarily brokering work, but a year later was able to

move to larger offices with a shop and fabrication yard.

 By 2019, he was doing $7.5 million a year with 50 employees, a 15-men

fabrication department, and record profits.
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Mini case study

 The Lesson:

 This case study is not intended to recommend a course of action but instead to

describe the “compression” concept in illustrative detail.
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Timing of downsizing

 Timing is one of the reasons the business failure rate goes up in a declining market.

 If a construction enterprise waits too long before reducing overhead, its financial

condition weakens.

 That makes it vulnerable if the downturn drags on and hinders its financial ability

to fully participate when the market rebounds.

 Many have said, “If I am forced to reduce overhead at some point during a

downturn I might as well have cut it sooner.”
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Construction market realities

 The US economy has been cyclical for as long as anyone can remember.

 The US construction market follows and lags the economy; it has been cyclical

since at least World War II, and

continues to be cyclical, with periods of growth followed by periods of

declining markets.
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Construction market realities

 Conclusions also include:

 A growing construction market reduces competition; A declining market

increases competition

 A growing market fosters increases in profits; A declining market causes

decreases in profits

 In a growing market, human and other resources become scarce; In a declining

market, underutilized human and other resources have a continuing cost

 A consistent growing market becomes a “sellers’ market” and the selling price of

construction goes up.

 A declining market quickly becomes a “buyers’ market” and the selling

price of construction goes down.
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Construction market realities

 Construction enterprises generally make more money in good markets

than they make or lose in downturns, and

because the length of growth periods has been longer than the

downturns, most come out ahead.

 However, that “cost of doing business” includes the risk of business

failure,

as demonstrated by our industry having the second highest

failure rate in the nation.

The business model must be modified to a process that allows construction 

organizations to prosper in both good markets and bad markets. 
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Construction market realities

 It makes no sense that a growing company that has been profitable,

for example, at eight, then nine, then $10 million in sales

would automatically lose money

if it is forced back to nine or eight million dollars by a

decline in the market.

 Quite the opposite may be true: if the company

1. Reduces its overhead,

2. Focuses on its core strengths,

3. Not pursuing some risky and potential losing projects,

that may actually help its profitability so it can come

out strong and ready to participate once the market

rebounds.
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Challenges during growth markets

 When the construction market finally turns up (begins to recover) after the typically

lag period of 12–18 months,

the margins or profits usually do not recover for at least another 12–24

months.

 In some cases, following a long downturn, the recovery may be even

longer.

 In general, profit margins in the construction industry do not recover

until the “construction put in place,” measured in dollars,

returns to at least 90% of the amount it was before the

downturn.
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Challenges during growth markets

 During recovery,
most, if not all,

construction enterprises intend to grow back to at least the size they were
before the downturn.
 They will then face the risks associated with growth and particularly

risks associated with the rate of growth.
 As the market improves, one would expect a seller’s market to

develop;
however, that often does not happen until the market
returns to within 90% of the prior market.
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Challenges during growth markets

 An unfortunate number of construction companies continue to experience adverse

effects during a good market.

 Construction companies of every size who take on more work than they

can efficiently handle generally experience financial distress or worse.

 This is significant because even the largest, oldest, and most

sophisticated construction companies in the world are not immune.

Simply said, “If they can get into trouble, anyone can.”
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Challenges during growth markets

 Prior to the 2008–2012 market,

downturn most contractors had been growing rapidly over the previous years.

 Contractors that did not enjoy the rebound in margins during the good

market

were typically trying to capture more than their share of the

market,

growing beyond their organization’s capability.

 This led to the recognition that it can be difficult for a

construction enterprise to project how much work they

can effectively perform and finance

during growth markets.
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Challenges during growth markets

 Rapid growth puts a strain on a company’s people and systems

because sustained growth does not allow for reasonable training periods.

 Of even greater concern, continued growth does not give an organization a

chance to test new people or systems

before these replacements are integrated.
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Challenges during growth markets

 If performance deteriorates,

its discovery occurs after the addition of volume and people,

so corrective measures are more difficult with existing people and

systems stretched and with overworked managers

coping with the largest volume than the enterprise has

ever handled.

Some companies are unable to recover from this scenario. 

Too many organizations grow so rapidly they can’t measure performance until it is too 

late. 
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Challenges during growth markets

 Growth consumes cash in upfront investments because construction enterprises put

the work in place and wait for their money.

 It can take weeks and often longer for the owner to approve and complete

payments.

 If a company is continuously putting work in place in each subsequent

accounting period, they can eventually run out of cash and credit.

o It is critical (and difficult) for contractors to accurately project how

much they can effectively perform and finance.

Discussed elsewhere, an effective way to measure the extent of financial risk is to 

calculate the organization’s R-score. 

If the trend is upward, management should carefully examine the company’s exposure.
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Challenges during growth markets

 Managing a closely held construction company is like driving a truck up a hill.

 The steeper the grade, the more strain on the truck and its engine, suspension,

and drive train.

 In the case of a company, the strain is inflicted on the employees, systems, and

finances.

 A truck, starting up a hill from a level roadway, will find it easier compared to

starting on a grade and increasing the slope.

 Additionally, separate short climbs are much easier on the truck, than

sustaining continuous uphill progress.

 When trucks attempt a steep and long hill, they are laboring to gain

forward progress, and in some cases they actually stop.
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Challenges during growth markets

 When a construction organization embarks on a steep climb, with a growth rate

exceeding 15% yearly, there will be strain on its resources.

 During periods of continuous growth, the strain is sustained and magnified,

sometimes to a breaking point.

 Mild and inconsistent strain on company resources may increase

efficiency and profitability.

o Subjecting resources to severe or continuous strain encourages

inefficiency, deterioration, and potential failure.

o There are fundamental financial constraints to profit and growth.
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Challenges during growth markets

 The management of growth requires careful balancing of sales objectives with the

firm’s operating efficiency and financial resources.

 The trick is to determine what sales growth rate is consistent with the

realities of the organization and marketplace.

 Companies have limits in abilities, capital, and available resources.
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Indicators of financial distress

 There are a number of indicators that can warn of financial distress within a

construction organization.

 The following are ten common financial distress warning signs;

a company enduring a combination of three or more items listed below may

be experiencing,

or on the road to experiencing, financial distress (Figure 7.1).
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Indicators of financial distress
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Indicators of financial distress
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Indicators of financial distress
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Reengineering for the survival phase

 As discussed in earlier sections, there are three key functional areas in the

construction business.

 An understanding of the dynamics of the construction business is a prerequisite to

taking corrective action during unsatisfactory trends and “survival mode.”

1. Marketing and sales – getting the work: In survival mode, this is generally

put on the back burner.

2. Operations or production – doing the work: In survival mode, this is usually

all that matters.

3. Administration and accounting – measurement of performance: In survival,

there is arguably no need to worry about this function; we already know that

performance is unsatisfactory.
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Reengineering for the survival phase

 To reverse unsatisfactory performance, timing is critical.

 Therefore, contractors must concentrate on operations,

the only area that can provide cash flow and profit.

 Profit for construction companies is directly proportional to the

attention afforded to field operations.
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Reengineering for the survival phase

 In the following sections, the authors provide five recommendations for contractors to

consider for successful turnaround management.
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Reengineering for the survival phase

1. Serving the Financial Statement

 When business is going well, a construction firm can be measured by its

financial statements.

 In contrast, during survival mode, financial statements are of limited

concern because the firm may not last another year.

 In normal times, long-term value is more critical than short-term profit.

 In contrast, during survival mode, to return to stability in fiscal matters,

the contractor must operate the business in what may seem like a reckless

manner, driving profits first, not long-term value.

o For instance, a contractor will consume equipment by various

means, including using less-than-ideal equipment for jobs to cut costs

simply because said equipment is available.
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Reengineering for the survival phase

2. Managing Volume
 Understanding an organization’s optimum volume is critical to success.
 In rebounding markets, many companies commit to more work and get

stretched thin, resulting in less profits.
 An honest appraisal of an organization’s optimum capacity and capabilities is

necessary to determine how much work the company can effectively manage
profitably.
 When existing, trusted, and proven field supervision is fully employed, a

construction organization is at capacity.
 When an influx of work requires promotion of untested people or when

new hires are not trained by or are not supervised by trusted employees,
an organization has exceeded its capacity, exposing itself to
performance risk.
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Reengineering for the survival phase

3. Building Cash
 Survival activities put bank credit in jeopardy, so cash needs to be protected.

 In extreme cases, one may consider reducing deposits with banks owed
to, and placing new funds with a banking institution where there is no
debt.

 Depending on the severity of the situation, the bank holding the debt
may offset the firm’s funds on deposit with them.

 Additional bond credit may not be available but will not be needed for a while
because as backlog gets completed

it will not be replaced until the downsize target is met.
 Depending on the depth of the situation, a reduction in volume of 25%–

50% may be necessary.
 If more than a 50% reduction is indicated, the firm may not be worth

saving.
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Reengineering for the survival phase

4. Reducing Staff
 Reducing staff is arguably the most difficult decision, especially for small to

medium-sized companies.
 At the same time, if staff is not reduced, the company may bankrupt and

all employees will lose their jobs.
 One recommendation is to not lay off the field staff early on, in part

because the projects need to be completed.
 Overhead costs need to be reduced and staff will be the primary area of layoffs,

unfortunately.
 With the reduction in size, fewer marketing personnel, if any, are needed.
 The same goes for accounting and administrative personnel.

Morale will be an issue so it is critical that leadership in the office and in the field 
explains to the remaining employees how the recovery plan will work.



By: Alavipour, PhD, PMP, CMIT www.dralavipour.com .ذکر مطالب فوق تنها در صورت ذکر منبع بلامانع است

)CBM(مدیریت کسب و کار در صنعت ساخت
مدیریت کسب و کار: 2ماژول 

مدیریت مالی: بخش چهارم

134

Reengineering for the survival phase

5. Reducing Assets

 Cash needs are primary, and while there may be the inclination to sell off the

old equipment, that does not generate much.

 Selling newer equipment raises more cash.

 Replacing equipment with lease or rental also improves cash flow.

 These are drastic but often necessary moves in survival mode because

selling assets generates

1. Much needed cash,

2. Reduces debt, or

3. Both.
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Financial risk management

 For the skilled construction professional, the odds of mistakes such as occurrences

outside your control or just bad luck are fairly small.

 However, some of these things happening with bad timing could put a business

into financial distress, which is obviously a serious penalty.

 In construction, we face these risks every day and do not get to opt out of

them.

o However, we do get to hone our skills at recognizing, measuring, and

managing risk.

• One critical risk control option is establishing liquidity reserves

to counter the eventuality when all else fails.



Banking and Finance
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Banking and finance

 When you get a banker who believes in you,

you can accomplish incredible things.

– Debbi Fields, “The benefits of making your banker your friend”
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Banking and finance

 Money may be the root of all evil, as some say,

but lack of it is undoubtedly the cause of many doomed construction

projects, bankrupt contractors, and failed owners.

 Indeed, the US Small Business Administration (SBA) has said that shortage of

capital is one of the main reasons for business failure,

along with lack of proper management.
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Sources of financing

 Your business plan projects

1. How much money you need to get started,

2. When you expect to become profitable,

3. How you will repay any loans, and

4. The amount you need in a line of credit to use when your cash is temporarily

short.

These projections will be necessary in establishing your banking relationships. 
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Sources of financing

 You may have accumulated enough assets to start and operate your business

without borrowing money

but if not,

here are some of the practical sources of financing:
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Sources of financing

 SBA

 This government agency has a number of loan programs for small business.

 The loans are made and administered by the participating banks and partially

guaranteed by the SBA.

 Rates can be a bit higher than on standard loans

but the SBA’s backing allows banks to make loans to borrowers who

would not qualify otherwise.
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Sources of financing

 Community banks

 Smaller, regional banks that generally offer personalized service.

 You can take your banker to breakfast or lunch now and then, and develop a

congenial relationship that will serve you well.

 Community banks make long- and short-term loans that will likely suit your

needs.

 Their loan limits are lower than the large banks’

but this should not affect your construction business loan needs.
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Sources of financing

 Mega banks

 The banking industry is consolidating,

making it harder to develop an ongoing relationship

with a designated loan officer who will know who you are

when you call.
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Sources of financing

 Credit cards

 Many start-up businesses are financed through credit cards.

 This method will not serve your needs well over the longer term, and

interest rates can be very high after the typical “come-on” period is

over.



By: Alavipour, PhD, PMP, CMIT www.dralavipour.com .ذکر مطالب فوق تنها در صورت ذکر منبع بلامانع است

)CBM(مدیریت کسب و کار در صنعت ساخت
مدیریت کسب و کار: 2ماژول 

مدیریت مالی: بخش چهارم

145

Sources of financing

 Private lender

 You may have a friend or business associate who is willing to lend you money.

 But doing business with friends risks the relationship altogether if things don’t

go as planned.

 Approach the loan strictly as a business transaction by having loan documents

drawn up by a lawyer and signed by you and your lender.

 Abide by the terms of the agreement.
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Sources of financing

 Family loan

 Borrowing from a family member is similar to going to a friend for money, but

with worse possible outcomes.

 A bad financial experience involving your family can have far-reaching

consequences

but if you must take this route,

follow the procedures described for a private lender above.
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Sources of financing

 Sale of investments

 Your real estate, stocks, bonds, and other assets can be a source of financing

without the payback burden.
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Sources of financing

 Home equity

 Banks offer a line of credit based on a percentage (60 to 80 percent) of your

equity in your home, usually with reasonable repayment terms.

 The risk of losing the home you and your family live in is a strong reason to

avoid this kind of loan.

 However, many other loan types require your personal guarantee as well,

which may include your real estate assets.

 Home equity loan fees and rates are comparatively low.
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Sources of financing

 Cash value of life insurance

 You usually may borrow against any cash value in your life insurance policies

with minimum payback consequences.
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Sources of financing

 IRA or former employer retirement fund or 401(k)

 These are good sources of funds with no repayment requirement.

 You may have to pay income tax and a penalty if you cash out of a plan.
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Borrowing criteria

 Lenders considering loan applications typically weigh these four factors (the four

Cs).
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Borrowing criteria

1. Credit

 How well have you handled credit in the past, both personal and business?

 Evidence of the importance placed on your credit experience by lenders is the

trend in retail credit

to base lending decisions almost solely on the applicant’s “credit score,”

as established by one or more of the national credit reporting

agencies.
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Borrowing criteria

2. Character

 An evaluation of your standing in the community and

how you’ve handled responsibilities and obligations in all areas of your

life.
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Borrowing criteria

3. Capacity

 What backup systems do you have in place to rely on when things don’t go as

planned?

 Say the economy slumps and your customers quit building for a while.

 How will you survive?

 In making this evaluation, your lender will consider all of your

1. Assets,

2. Income, and

3. Expenses, and

4. Your contingency plan for bad times.
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Borrowing criteria

4. Collateral

 Your lender will probably require collateral to secure your loan.

 Qualifying assets include

 Stocks and other securities,

 Real estate,

 Business equipment, and

 Your firm’s accounts receivable.
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Managing credit

 Be prudent in borrowing.

 Keep long-term borrowing in line with realistic earnings projections.

 If you have a line of credit,

peg repayment of any drawdown to a known receivable that is due

within thirty days.

 If you find yourself borrowing short-term money to cover operating expenses

over longer periods of time, you’re heading for trouble.

 Always know where the repayment money is coming from, and when.



Exercises



By: Alavipour, PhD, PMP, CMIT www.dralavipour.com .ذکر مطالب فوق تنها در صورت ذکر منبع بلامانع است

)CBM(مدیریت کسب و کار در صنعت ساخت
مدیریت کسب و کار: 2ماژول 

مدیریت مالی: بخش چهارم

158

Homework

1. Develop a chart of accounts for a construction company that primarily performs

design-build projects.

2. The company wishes to track income and cost by project and to keep separate records

for design and construction services.
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What we will learn?

 Risk Factors

 Early Signs

 Risk Management

 Risk Management Strategies

 Insurance

 Bonding

 Exercises



Risk Factors
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Risk factors

 Today’s construction risk environment is dramatically different than it was in the

past, and risk factors are mutating just enough to be almost unrecognizable.

 In addition to project risks, inherent construction risks can result from changes

in

the contractor’s typical project size, type, geographic area, key personnel,

and/or managerial maturity.

 The cyclical nature of the construction market also magnifies the

risk of project and contractor failure.

These risks are most pronounced and arise regularly in a recovering market:
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Risk factors

1 Shortage of Skilled Labor Risk:

 Following a construction market decline, a number of workers leave the

industry.

 Therefore, when the industry starts to grow again, companies are short on

skilled labor and

may not be able to complete quality work on time and on budget.
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Risk factors

2 Company Growth Risk:

 After an economic recession, the market begins to grow again.

 At such a time, growth is always welcome and rarely seen as a major cause of

impending failure.

 However, research reveals when a construction company expands in size, it

requires careful management decisions

to reduce the risks inherent in changes.

 Growth itself impacts failure and the potential for financial

distress.
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Risk factors

3 Subcontractor Risk:

 Subcontractors are a fundamental part of the construction process and are subject

to most of the same market changes as general contractors (e.g., labor

shortages, material price escalation).
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Risk factors

4 Capital Risk:

 Secured equipment loans, unsecured working capital credit, and surety credit for

bid, payment, and performance bonds are vital to the growing construction

enterprise.

 Long durations of market downturns can financially weaken some

companies and impact their credit worthiness.

 A construction company may show positive income on its financial statement,

and then suddenly experience a financial crisis due to a lack of cash and

limited borrowing power.

 A considerable number of construction companies exit the business because

they run out of credit.
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Risk factors

5 Commodity Risk:

 Construction is a custom service and product that some project owners are

beginning to think of as a commodity, causing some to believe that all

construction companies perform alike.

 This, in turn, encourages owners to be less discriminate about contractor

selection and to think of price as the single key differentiator.

 This is one of the reasons profit margins are low,

when compared to the historic norms.

 When buyers of construction services believe a product is a commodity, they

generally expect to pay less.
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Risk factors

6 Contract Risk:

 In this highly competitive growth market, contract terms concerning the

responsibility of each party to the agreement are changing.

 Construction buyers (owners) and designers attempt to shift risk in

varying directions.

 At the same time, case law (court rulings concerning construction

disputes) sometimes further cloud the issue of which party is responsible.
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Risk factors

7 Change Risk:

 When a firm expands in size, it gradually evolves into a different

organization.

 Change always has risks associated with it.

o For example, growth-related changes impact

1. The amount of capital required,

2. The time and attention management can spend on multiple

projects, and

3. The expertise required to complete new types of projects.
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Risk factors

8 Accounts Receivable Risk:

 Accounts receivable are an asset but unfortunately cannot be used to pay bills.

 There are any number of failed construction enterprises that

may have survived if they had all the money that was owed to them.

 Poor management of accounts receivable including managing the payment

process is one of the major risks in the construction business.
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Risk factors

9 Innovation Risk:

 Advancements in field and office technology, and developments in project

funding methods, introduce potential risk initially.

 Selecting and implementing new technology can significantly consume

management’s time and attention;

if the selected innovation does not perform as expected,

that time investment can be costly.

 New methods (e.g., construction methods, public-private financing) are

initially risky simply because

project stakeholders have limited experience with them.



Early Signs
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Early signs

 While most owners, construction managers, designers, contractors may complain

when a project goes bad,

many express some variation of

“I had a bad feeling about this for months” or

“All the signs were there, but I was hoping for the best,”

so they may not always be totally surprised.
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Early signs

 Some early signs of trouble before default include

(1) complaints from suppliers or subcontractors about unpaid invoices, partial or

late payments,

(2) contractors asking for advance payment or help making payroll,

(3) unexplained cuts in crew size,

(4) declining work quality,

(5) overbilling of quantities or percentage of work completed,

(6) unusual requests for payment of materials ordered and stored off-site, and

(7) changes in foremen, supervisors, or middle management.

Long-term employees can often sense trouble early on and may leave for other 

opportunities.



Risk Management
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Risk management

 As discussed in this course, construction is a risky business, and risk management is

an essential responsibility in managing a construction company.

 This includes

1. The risks encountered by being a business enterprise as well as

2. The risks associated with constructing projects.
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Risk management

 Depending on how the contract is priced (lump sum, unit price, or cost plus),

the construction company may have assumed the risk of obtaining the needed

materials, labor, and equipment within an agreed price and

completing the project by the contractual completion date.

 Some of this risk may be transferred contractually to

subcontractors,

but much of the risk remains with the general contractor.

 In addition, the construction company incurs the risk of

1. Subcontractor bankruptcy and

2. Poor workmanship

when using subcontractors.
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Risk management

 The major business risks faced by most construction companies are

 Health and safety of its employees while working on the job or at another

location,

 Injury or property loss to third parties as a result of company activities,

 Damage or loss to construction work in place

but not yet accepted by the owner, and

 Loss of or damage to its vehicles and construction equipment.
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Risk management

 These risks and liabilities are so great that most construction firms

must purchase insurance policies to

protect, or

partially protect,

themselves against financial loss that may result from these

risks.



Risk Management Strategies
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Risk management strategies

 Because construction is a risky business, risk management is a major responsibility

of the leaders of a construction firm.

 The major risk categories are

1. People

2. Property

3. Process
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Risk management strategies

 Risk management involves

1. Identifying each risk,

2. Assessing the potential impact on

company assets, and

3. Selecting an appropriate

management strategy,

as illustrated in Figure 3.1
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Risk management strategies

 Once strategies have been selected, it is important to monitor the results obtained.

 Some construction firms have a full-time risk manager,

while in other companies, risk management is a part-time responsibility,

often assigned to the company safety director.

The overall objective of risk management is to reduce the cost of doing business
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Risk management strategies

 In general, there are three alternative strategies for managing a risk:

1. Avoid the risk

2. Accept the risk

3. Transfer the risk
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Risk management strategies

 Sometimes a project is too risky to undertake, and a construction firm may choose

not to compete for it.

 This is an example of avoiding the risk.

 In another project, the construction firm may choose to accept the risk and include

an appropriate contingency in its proposal.

 Risk transfer occurs through contracts, either by

1. Language in the construction contract or subcontracts, or

2. Insurance contracts purchased from insurance companies.

 Requiring surety bonds from subcontractors is another form of risk

transfer



Insurance
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Insurance contracts

 Insurance policies are two-party contracts under which the insurer promises, for a

fee or premium, to assume financial responsibility for specified losses or liabilities

of the insured for a specified period of time.

 Some policies are written with deductible amounts that are the responsibility of

the insured.
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Insurance contracts

 One of the most important areas with respect to insurance policies is to be

absolutely certain that the named insured is correctly shown.

 If an individual company is doing business, it should be so named on the

policy.

 Corporate entities must be named.

 Joint ventures or partnerships must be named.

 Just because the individual members of a joint venture have insurance,

it does not mean that the joint venture is insured unless it is specifically

identified in the policies.
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Insurance contracts

 Insurance companies are rated by the A.M.

 Best Company, using the ratings shown in Figure 3.2.

 Most construction companies select insurance companies that are rated A or

better, but in some circumstances insurance companies rated as B++ or B+

may be used.

 Using lower-rated companies is not recommended.
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Insurance contracts
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Insurance agents

 Because construction insurance is specialized and complex, construction companies

rely on insurance brokers or agents who are familiar with the risks faced in the

construction industry and understand the types of insurance coverage needed by a

construction company.

 These insurance agents help the company leaders to develop a comprehensive

insurance program and to procure the needed policies at competitive prices.

 Insurance cost may account for up to 20 percent of a construction company’s

total overhead cost, so it must be carefully managed.
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Insurance agents

 When selecting an insurance agent, a construction company should select an

individual or a firm that has extensive knowledge of

1. The construction industry and

2. The risks and challenges faced by construction companies.

 The job of the insurance agent is to be a source of information regarding

 The types of insurance products on the market,

 The suitability of specific insurance companies,

 The anticipated cost of various levels of coverage, and

 The use of deductibles.
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Insurance agents

 Good insurance agents will provide the following services:

 Program administration

 Monitor the insurance industry and keep the construction company

appraised of changes or trends.

 Assess construction insurers with respect to service and cost.

 Review insurance policy language to ensure that the construction firm has

the desired coverage.
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Insurance agents

 Good insurance agents will provide the following services:

 Risk management

 Assist the construction firm in the development of a risk management

plan.

 Respond to coverage questions and any new risk exposure.
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Insurance agents

 Good insurance agents will provide the following services:

 Claim support

 Act as liaison between the construction firm and the insurance company on

any claims issues.

 Review coverage issues and, if necessary, negotiate with the insurance

company on behalf of the construction firm.



By: Alavipour, PhD, PMP, CMIT www.dralavipour.com .ذکر مطالب فوق تنها در صورت ذکر منبع بلامانع است

)CBM(مدیریت کسب و کار در صنعت ساخت
مدیریت کسب و کار: 2ماژول 

مدیریت ریسک: بخش پنجم

38

Insurance types

 Let’s now discuss the major types of construction insurance.

 Typical insurance policies can be grouped into four areas:

1. Property insurance for the construction project

2. Property insurance for the construction company’s property

3. Liability insurance

4. Business insurance
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