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AGENDA AND TIPS

CCIFP Study Group 8/24/2021 – HR / Budgeting and Planning

6-8pm EST

ZOOM



Facilitators: Sylvia Sevier, CCIFP (Certification Board Member), Elizabeth Lachowicz, Director of Education CFMA



Peer Leaders: Vanessa Ford, Linda Valenti





About 15 minutes prior: Log on. View waiting room for presenters/facilitators. I usually admit them first and speak to them about the flow of the evening. At 6pm I begin admitting people from waiting room. I usually begin by 6:10 to make sure everyone is admitted to avoid interruptions

1. Welcome and Introductions.		5 min

2. Repeat “rules of engagement” 		2 min

i. Everyone should participate by asking questions or commenting

ii. Be respectful

iii. Be engaged

3. Talk about CFMA and Education		15 min?	

4. Ask if there are any questions on the material from last week

i. See if Sylvia can answer. If not, we will find out

5. Introduce first presenter 		30 min approx

i. Questions/Discussion

6. Introduce second presenter 7		30 min approx

i. Questions/Discussion

7. Independent Study (breakout rooms)	10-15 min approx. 

i. If presenters have exercises or questions and you want to put n breakout rooms for 10-15 minutes. Or, you can leave it open or put in polls. I usually do a combination based on the “mood” of the group

8. Synthesize information, questions, open forum (time varies)

9. Closing:

i. Ask for volunteer Facilitators for Income Recognition Night…they can email me

ii. Let them know I will email the recording

iii. Thank you and Good Night! 





Contact Information:

Sylvia Sevier: 		SylviaSevier@haselden.com

Linda Valenti:		LValenti@GilbaneCo.com

Vanssa Ford:		vford@capstonemechanical.com

[bookmark: _GoBack]My ZOOM login:	vwhitehead@cfma.org		Password: 	Alcatraz43



You are great at using polls and such so feel free to improvise and add some if you like. I already polled where they are on the CCIFP journey and industry classification.



THANK YOU




L. Valenti

CCIFP Study Guide – Outline

8/24/2021

Budgeting and Planning – Outline

Chapter 13 - Strategic Planning and Annual Planning



13.00 - Definitions

 

Strategic Planning - logical and systemic process by which contractor determines that strategic direction for the contractor's future.  

 

Annual planning - uses strategies for each of the contractor's businesses to develop an annual operating budget for the upcoming year.

 

· Failure to plan and set specific objectives major cause of contractor failure.

· Strategic planning critical element of ensuring long-term objectives and contractor survival are achieved.

 

13.01 - Strategic Planning Purpose

 

· Understanding of business risks and opportunities, management will be better control unusual situations rather react in crisis basis.  Know SWOT

 

Strategic Planning must consider following external factors:

· Political environment and its effect on government spending, taxes, monetary and other policies

· Regulations

· Complexity of projects

· Technology

· Complex schedules and relationships with third parties

· Owners

· Competition

 

Strategic planning should consider "what if" planning and not assume current trends will remain.

 

Strategic planning process is important as it encourages the following:

· Commitment to set of goals and plans to meet them.  (Essential to have commitment of senior management)

· Momentum necessary to start and carry out implementation of the plan

 

Five-Step Process

1. Develop understanding of existing business

1. Identify new business opportunities

1. Analyze alternatives

1. Develop strategic plan

1. Implement strategic plan

 



1. Develop understanding of existing business 

First step is to understand and identify external and internal factors that affect business.  Important to different markets whether it be geographical and/or market sector driven.  

 

External economic:

· Business profits

· Industrial production/capacity

· Capital expenditures

· Energy costs/availability 

· Occupancy trends/patterns

· Interest rates

· Housing starts (ex. If trending higher could affect demand for infrastructure work)

· Inflation rate

· Government spending policies

· Foreign exchange rates

External regulatory, political, social

· Environmental regulations

· Governmental oversight (OSHA, EEOC, etc.)

· Demographical trends (population and aging needs)

 

Where to find data?  Dodge reports, Predicasts, universities (often provide studies), construction trade orgs.

 

Internal:

· Resources

· Personnel - ability and qualifications of management and field personnel

· Working capital

· Equipment

· Bid and realized profits by contract and business unit

· Successes and failures in the bidding process

· Strength and weakness in comparison to competitors 

 

At end of this step should be able to:

· Identify business units currently in operation

· Identify key strategic success factors (what it must do well)

· Determine internal strengths and weakness for each business unit

· Evaluate and compare strengths and weaknesses of each business unit with those of the competition

 

1. Identify New Business Opportunities

Examples:  expand, do things differently, bid on different types of projects or enter different industries, better quality, safety, cost control

 

Entering new business can be accomplished in two ways:  Integration and diversification

· Should not pursue until current operations have been carefully managed to optimize profitability

 

Integration - contractor performing more activities 

Backward - entering design and engineering services may provide lead in opportunities for design/build

Forward - Facilities operations and management services provide opportunities after physical construction is complete.

 

Advantage of integration - 

· Capture more project profit and control more effectively project results.  

· Attractive to Owners of certain types of projects.  

Downside of integration - opens company to increased business risk.  

· Difficulty imposed by obtaining and managing new types of skills.  

· Increased operating leverage created by additional level of investment

 

Diversification - acquisition of new types of businesses.   Theory is expanding level of business or offset cyclical business units with other units that are counter-cyclical. Could be entering new geographical location or type of work. 

 

· Need to assess external and internal factors

· Should be more cautious - new businesses may deplete management resources

· Should may fit current business maintained by the contractor - may cause major distraction

 

Reasons to pursue new business:

· Maintain or create growth

· Maintain or improve profitability and ROI

· Develop marketing advantage

· Increase market share

· Offset effects of basis construction cycle

 

1. Analyze Alternatives

Evaluate alternatives including doing nothing.   Analysis must include the projected outcome of an alternative, the required investment, and relative risks. 

 

Consider long term objective - maximizing return to owners

 

Factors to manage:

· Cash flow

· Return on investment

· Cost of capital

· Risk that projections will not be achieved

 

Possible techniques to use:

· Growth rate/relative market share

· Industry attractiveness/competitive position

· Risk/return 

 

Each technique should consider the following:

· Growth rate

· Relative market share

· Overall attractiveness 

· Overall competitiveness

· Risk

· Return

 

1. Develop Strategic Plan 

Process of developing and adopting a strategic plan.  

· Most critical step in determining future of contractor.

 

Decision should be made to:

· Formal establishment of organization's business mission, specific objectives, and goals

· Identification of each of the strategies to pursue in order to reach those objectives

· Identification and summarization of the resources required

· Establishment of the timing for implementing the plan

· Governed by:

· Current resources available

· Ability of organization to provide resources in the future

· Priorities established 

 

Results must be monitored and evaluated.  Important to be measurable.

 

· Strategic plan should include:

· Business mission and objectives/goals

· Basic strategies

· Analysis of the situation

· Assessment of external and internal factors

· Quantitative analysis that supports strategies and position assessments

 

1. Implement the Plan

As important as developing the plan.  

 

· Keys to implementation:

· Communicating plan to key personnel

· Linking strategic plan to company's annual plan

· Linking strategic plan to incentives and elements of a "management by objectives"

· Monitoring the plan's progress

 

13.02 - Annual Planning 

Uses overall strategies, specific objectives and goals developed in the strategic planning process as a basis for developing contractor's annual operating budget for the upcoming year.

 

Annual operating budgets are prepared for the following reasons:

· To serve as a control function over management operations and expenditures and as a form of risk management.

· To display management's understanding of the contractor's activities and business to outsiders such as bankers and sureties

· To serve as a near-term performance measure

· To serve as a decision-making tool by providing management with useful information

 

Purpose:

· Link strategic plan to a formal commitment to meet operational and financial plans for a 1-year period

· To provide a means for monitoring performance that allows management to analyze key factors that affect profitability and growth

· To provide means of incorporating what is learned during the annual planning process into future strategic plans

· To promote communication and coordination within the construction firm.

 

Should:

· Consider strategy, financial and human resources.  

· Provide management with information needed for resource allocation

· Not be overly optimistic (will discourage personnel) or overly conservative (lack motivation to achieve contractor's objectives)

 

Major inputs:

· Construction revenues

· Direct construction costs

· Indirect costs

· Owners required ROI

 

Generally useful to review IS forecast second time using a "bottom-up" approach.  

· Start w/required net income to satisfy owner's ROI

· Use result as baseline, required amounts for net income before taxes and gross profit margin should be determined. Other factors such as effective tax rates and required indirect costs should also be considered.

· Owner gross profit margin amount is determined, sales forecasts may be determined using historical results and current forecasts of anticipated gross profit margin percentages

· Analyze sales differences to determine which forecast is more accurate and achievable 

· Comparison of estimated required revenue to be generated with known backlog provides contractor with amount of new work to be generated

 

"Bottom-up" Approach requires management to focus on:

· Owner's ROI requirements based on total sales and the owner's investment

· Additional sales are important only if generate enough gross profit margin to cover any additional indirect costs

· Owner's ROI requirements must be reconciled with management's strategic initiatives and often generate indirect costs

· Gross profit margins must cover indirect costs and still achieve the owner's ROI requirements

 

Detailed Annual Plan should include the following:

· Overall ROI goals agreed by management

· Detailed list of planned activities, specific tasks, and milestone events

· Detailed budgets for all departments

· Should relate to overall strategic plan

· Acceptance of overall goals and detailed plans by all levels of management

 

Annual forecast begins with work in backlog and estimates of direct construction cost.  Gross profit margins should be reviewed to ensure they are achievable.  Indirect cost should cover the forecasted volume of construction activity and other overhead activities and services necessary to achieve desired progress toward strategic goals/objectives.  Budgets should be developed based on several possible outcomes.  Annual plan should include appropriate action if projected results not achieved.  

 

Budgets would be updated with quarterly forecasts to assess progress.  

 

Annual Operating Budget should represent management's best practical approximation of the firm's organization and expected inputs and outputs for the year given its strategic plan. Components should include:

· Projected monthly or quarterly financial statements

· Monthly or quarterly cash flow projections

· Capital expenditure budgets

· Debt service or financing requirements budget

· Overall performance indicators

· Monthly cash flow projections by construction project

· Detailed expense budgets by responsibility center

 

 

 

Chapter 14 - Capital Budgeting

 

14.01 - Capital budgeting - process of planning capital investments and evaluating and selecting the best projects from a range of alternatives.  Commonly referred to as capital expenditures or capital projects. 

 

Easy to identify - 

· Involve depreciable assets

· Significant period of time (more than one year)

· Receipt of benefits

 

Five Basic Steps

1. Generation of proposed projects for increasing shareholder wealth

1. Estimate cash inflows and outflows for each proposed project

1. Risk evaluation for each proposed project (uncertainty of required cash outlay and estimated cash inflows)

1. Select among proposed projects those that are expected to increase the company's net worth using cash flow estimates and risk assessments for selection process

1. Monitor the approved projects for actual vs. forecasted variance and conduct post audit upon completion

 

14.02 - Sources for Capital Investments

· Planning committees

· Research and development

· Vendors

· Employees

 

14.03 - Approval Method for Capital Investment Needs - 

 

Should have a form that with information necessary to analyze project cash flows. 

 

Must prioritize:  What to invest in and when

· Absolutely essential - legally required or necessary (i.e. compliance with OSHA)

· Necessary - Needed to sustain existing business, maybe temporarily delayed but ultimately is unavoidable (replace worn-out equipment)

· Economically desirable - Needed for cost saving, new product or expanded capacity (i.e. more efficient construction equipment)

· General improvement - Needed to improve morale, image, or convenience (i.e. resurfacing company parking lot, signage, etc.)

 

Form should include:

· Project name

· Area of interest

· Description

· Priority

· Initial cost

· Payback period

· Salvage value

· Economic life

 

14.04 - Cash Flows from Capital Investments - Options include:

· Incremental cash flows after tax over the entire life of the project 

· Recognized time value of money

· Required rate of return on the proposed project

 

Standard projects require cash outlay at time zero and earn cash inflows at a future point of time.  The cash flows relevant in capital budgeting are those directly related to the project. 

 

Non-incremental (sunk cost) is a cash outlay that the contractor has made or has a legal commitment to make.  Sunk costs are not incremental cost and are irrelevant to capital budgeting process.

 

Indirect cash flows are cash inflows and outflows that occur in other parts of the company's operations as a result of the company investing in a capital budget.

 

1. Net Investment Cash Outflow - first incremental cash flow.  Consists of cash flows to acquire depreciable assets and additional net working capital. 

 

Depreciable Asset - Per IRS is property to which a company may charge depreciation against its income.  Has useful life greater than one year and are inclusive of vehicles, furniture, fixtures, machinery, equipment, and buildings.  

· Includes all cash outlays to make the depreciable asset useful, including

· Delivery cost

· Installation cost

· Land cost

· Sales tax

· First cash flow occurs at time zero

· Requires increase in investment in net working capital 

· Net working capital = difference between current assets and current liabilities 

 

2. Operating Cash Flow from Capital Investments

· Essential to capital budgeting to include cash inflows over time from operating a project as well as the inflow from selling remaining assets and recapturing net working capital. 

· Most add to cash flow by increasing revenues more than expenses or by reducing expenses with no impact to sales. 

· Important to understand effects of depreciation and income taxes in calculation of operating cash flows 

· Depreciation increases operating cash flow

· Income taxes decreases operating cash flow

 

3. Corporate Income Taxes 

· Corp. pays federal, state, and capital gains taxes separately from those paid by shareholders, unless corp. is an S corp. or Limited Liability Corp (LLC).  

· Marginal Tax Rate - rate applied at the last or marginal dollar of taxable income

· Use when computing taxable income on proposed project as marginal rate affects corporation's incremental cash flows and thus cash flow for the project

· If loss corp. may apply rule of carryback, carryforward

· Average Tax Rate - rate applied to the average taxable income

 

4. Depreciation and Operating Cash Flow

· Depreciation expense often has little resemblance to actual decline in an asset. 

· IRS regulations require calculation of depreciation according to modified accelerated cost recovery system (MACRS)

· Optional for companies to use straight-line depreciation in lieu of accelerated depreciation

· Not uncommon for companies to have two sets of books

· One tax purpose applying MACRS

· Second for financial purposes applying straight line

· Type of depreciation is important as it has significant impact on marginal tax rate 

· Useful life/expected life of asset also important

· Tax Reform Act of 1986 provides class lives

 

[image: To illustrate the differences between straight-line depreciation (Figure 14-2) and 
modified accelerated cost recovery system (Figure 14-3), let's assume that Acme, Inc., 
a utility contractor has purchased an excavator for $235,000 including sales tax, 
delivery and set-up costs. This amount becomes the original or historical cost of the 
equipment. The annual straight-line depreciation rate is computed by dividing 
1.0/class life. With a class life of five years, the annual rate would be 20 percent (1 + 
5)• 
To determine the depreciation expense in dollars, the financial manager multiplies 
the historical cost times the depreciation rate. The result is an annual depreciation 
expense of $47,000 ($235,000 x .20). Depending on when the asset was placed in 
service may require the financial manager to adjust for partial-year convention per tax 
code requirements. If the excavator were placed in service on July 1, the half-year 
convention would be adopted, whereby Acme can only take a half-year of depreciation ]
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in the year of excavation and a half-year of depreciation in the year of retirement. The 
straight-line of depreciation schedule for Acme purchase of an excavator is as follows: 
Figure 14-2 
ACME, INC. 
Straight-line I>preciüion Sctkdule 
Lzt h 
Entire Year 
Entire Year 
Entire Year 
Entiæ Year 
First h Year 
Yar 
2 
4 
5 
6 
Rate 
20.0% 
20.0% 
200% 
10.0% 
100.0% 
235000 
235.000 
235,000 
Book 
value 
164500 
117.500 
117.5M) 
164,sm 
211.5m 
2351m 
$23,500 
47000 
47000 
47 {m 
47 Ml) 
23500 
By using accelerated depreciation (MACRS), Acme will write off more of a 
depreciable asset in the earlier years than it would with straight-line depreciation. 
Figure 14-3 states that assets with lives between three and ten years to be depreciated 
with a 200 percent declining balance rnethod or two times the straight-line rate (2 
x .20% = 40%). The resulting rate is applied to the asset's depreciable basis, which 
can be defined as the original or historical cost less accumulated depreciation. 
The accelerated method of depreciation has two unique aspects that create a 
complication for the financial manager. The first complication is the part-year 
convention. Similar to straight-line depreciation this complicates the depreciation 
calculation in the first and final years. Additionally, applying the declining-balance 
rnethod to an annually declining book value means that the asset will never be fully 
depreciated. To accommodate for this complication, straight-line switching can be 
used. The straight-line switch means that the accelerated depreciation method switches 
to straight-line depreciation whenever straight-line depreciation results in a larv 
depreciation expense amount. 
Acme's depreciation expense utilizing MACRS is as follows: ]

 

[image: 14-9 
1132 
11.52 
CAPTAL BUDGETING 
Fiwre 14-3 
ACML INC. 
S47.cm 
167.320 
221." 
5 14.0441 
4s.120 
27072 
27072 
' 3,536 
Acnr's financial manager must now evaluate tax implications as a result of t1E 
depreciation "Ethod applied. This is important because depreciation increases the 
flow by reducing the corporation's tax obligation. Tie tax savings that depreciation 
provi&s can calculated by multiplying the corpration's marginal tax rate tirnes 
depreciation (Tax savings = Marginal tax rate x depreciation ex}rnse). A 
capital investment project with &preciation expense has greater operating cash now 
than it would have without it. To see the difference between straight-line depreciation 
and MACRS with AcrrE's rnarginal tax mte of 32.0 percent, refer to Figure 14-4. 
mgure 144 
ACME, INC. 
Tax Savings from Straight-Line versus MACRS 
Marginal Tax Rate = 32.0% 
Straight Line 
MACRS 
Year 
Depreciation 
Expense 
523500 
Tax Savings 
$7,520 
Depreciation 
Expense 
$47 mo 
Tax Savings 
$15,040 
for 200% Ckclining balance are calculated for each year as follows: 
• Year I, (I) Straight-line rate = I 5 z 200%. (2) 2 x straight-line rate 2 x 20.0% (3) 
half-year convention = 40.0% divided by 2 20.0%. 
• Year 2, (I) Depreciable basis is 800% (historical cos( less 1st year depreciation or — 
20.0% = 800%), (2) Rate computation = 800% x 40.0% = 320%. 
• Year 3, ( I ) Depreciable basis is 48.0% (historical cost less tkr first two years depreciation 
1000% - 20.0% - 32.0% 48.0%), (2) Rate computation = 480% x 19.2%. 
• Year 4, (l) Depreciable basis is 28.8% (historical cost less the 61st three years depreciation) 
- 20.0% - 32.0% - 19.2% = 28.8%. (2) Rate computation 28.8% x 400% = 
• Year 5, (I) Depreciable basis is 17.28% (historical cost less the nrsl four years depreciation 
- 200% - 320'* - 19.2% - 11.52% 17.28%), (2) Rate computation = 17.28% x 400% 
I I .52%. Now is the tinw to switch to straight-line depreciation because then straight-line rate 
exceeds 40% x 17.28% 6.91%. For the fifth year, the remaining 17.28% is over Ih 
years, yielding 5.76% for each six-month periocL (3) Year five rate comßltation is 5.76% + 5.76% 
- 1162%. ]
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Year 
4 
6 
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ACME, INC. 
lix Savings from Straight-Line versus MACRS 
Marginal Tax Rate = 32.0% 
Straight Line 
14-10 
Lkpreciation 
Expense 
47,cm 
47 am 
23,500 
Tax Savings 
15,040 
15,040 
15,040 
15,040 
7,520 
Exr_xnse 
45,120 
27072 
27072 
13,536 
Tax Savings 
24,064 
14,438 
4,332 
$75,200 
It Irconzs essential to prepar a pro forma financial staterEnt for the proposed 
project to show the impact of depreciation on orrating cash flow. ne following 
example illustrates this comparison. 
Figure 14-5 
Pro forma Income Statement 
Less 
depreciation — 
Earnings Interest & taxes 
Less interest — 
Earnings EEfore taxes 
Less income taxes (20%) 
Earnings after taxes 
Operating Cash Flow 
Cash Inflow (Re ventrs) 
Less 
Less income taxes (20%) 
cash now 
22000.00 
30, cm.(l) 
With 
30,000.00 
8,000.00 
10 000.00 
12,000.00 
12,0.00 
With 
8,0.txj 
The top portion of Figure 14-5 presents the operating statement for the proposed 
project and the bottom portion demonstrates the operating cash flow. The operating 
cash flow statenrnt includes only the cash inflows and outflows exclusive of non-cash 
items such as depreciation. The example also shows the operating cash flow without 
and with depreciation to highlight the tax savings that depreciation creates. Without the 
$10,000 in depreciation. the operating cash flow equals with the SIO.OOO of 
depreciation, 01rrating cash flow equals $19,600. Specifically, the operating cash ]

[image: 14-11 
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proposed project's &pæciation reduces company's tax obligatim. This illustration 
demonstrates the imput of depreciation on operating cash now through tax savings. 
tax savings equal the tax rate tinw the depreciation or $2,000 = 20% x 
$10000. ]

 

5. Project - Disposal Cash Flow 

· Selling depreciable asset at the end of the project's life may create either a capital gain or a capital loss

· Both instances effect company's tax obligation

· Cash flow from disposal is the selling prices adjusted for tax consequences

· Taxable gain - sells for more than book value for tax purposes

· Gain taxed at marginal rate (Tax Reform Act of 1986)

· Capital loss - sell asset for less than its book value

· Loss is tax deductible as ordinary expense - represent understatement of depreciation expense on company's tax returns 

· Non-cash deductible expense

· May consist of net working capital (cash, receivables, and inventory less current liabilities) 

· Most often assumed company will liquidate at book value

 

14.05 -Capital Budgeting Measurement Methods

· Payback Period

· Time required to recover through incremental cash flows a capital project's net investment cash outflow

· Cost of Proposed Project / Annual Cash Inflows

· Drawback: ignores time value of money

 

· Internal Rate of Return (IRR) - discount rate that equates the present value of projects expected cash inflows with its net investment cash outflows

· Rate of growth project is expected to generate

· Higher the rate more desirable the project

· Ideal method as uses cash flows over the entire life of project, adjusts cash flows for time value of money and decision rule for IRR uses project's required rate of return 

· Most financial managers are comfortable with this method

 

· [image: (1 + IRR)2 
(1 + IRR)3 
(1 + IRR) 
Or 
o = NPV = 
(1 + IRR)n 
(1 + IRR)n 
Where: 
CFO = Initial Investment / Outlay 
CFI, CF2,CF3 ... = Cash flows 
n = Each Period 
N = Holding Period 
NPV = Net Present Value 
IRR = Internal Rate of Return ]

 

· Net Present Value - discounted for cash flow process 

· Difference from IRR and NPV is that IRR is stated as a % rate and NPV is a dollar amount

· If NPV is negative, project should be rejected because of negative cash flow

· If NPV is positive, project should be considered a possibility among alternatives 

· 2 advantages over IRR 

· NPV requires only one calculation - eliminates iterative process of IRR

· NPV provides dollar amount of change to shareholder wealth 

 

[image: NPV = 
NPV 
n 
Net Cash Inflowt 
Net Present Value 
time in years 
R/ 100 
interest or discount rate 
number of periods or years 
- Initial Investment ]

 

· Profitability Index - another discounted cash flow method similar to NPV. 

· Often referred to as cost benefit ratio that measures present value of cash inflows per dollar invested and all of the values are defined in net present value method.  

· Closely related to NPV as both use same cash flows and discount rate 

· If NPV is positive index will be greater than 1 

· If NPV is negative index will be less than 1

 

[image: n 
Profi tability Index (PI) — ]

 

14.06 - Project Review and Analysis 

· Final step is to evaluation process to determine the success or failure of such projects

· Responsibility of monitoring generally lies with financial manager - review/analysis

· Often weak link in capital budgeting process as most financial manager's time is spent on current problems and planning for the future

· Post review is important for following

3. Assesses actual success or failure of projects so company can reward managers involved in successful projects

3. Aids financial manager in improving capital budgeting process by exposing its weakness

  

 Chapter 15 - Cash Management

 

 15.01 - Cash Management in General

· Organizing, planning, and controlling the collection, investment, and disbursement of cash

· Part of company's total effort to increase profitability

· Faster collection and availability of funds allows for greater invest opportunities/return and decreases borrowing needs

· Slower disbursement schedules also provide more cash to invest and decreases borrowing needs

 

· Unique to construction industry:

· Project oriented

· Potential for incentive fees or disincentives (LDs)

· Retainage

· Multiple levels of contractor/subcontractor relationships - liens/stop notices

· Low volume/high dollar of receivables 

· Accounts payable are typically high volume and low dollar amounts - Ideally suited to controlled disbursement

 

15.02 - Organizational Control

· Every contractor should have one individual responsible for cash management

· Should be separate from accounting functions

· Primary duty is to establish cash management policies and an overall cash management plan with specific objectives explaining how plan is to be implemented in daily operations

· Minimize number of transactions required - Each transaction cost effective for company

 

· Specific Duties of Cash Manager

1. Prepare and maintain cash budgets

1. Prepare and maintain project cash budgets

1. Forecast cash inflows and outflows at least weekly

1. Maintain record for cash balances and investments

1. Maintain historical information to support investment/bank performance

1. Develop and maintain internal and external float information

1. Initiate funds movements to meet company's forecasted cash needs and maintain audit trail

1. Recommend change to cash management policies and procedures based on external/internal factors

1. Alert management to increases borrowing needs and other significant events due to variation of cash flow

 

· Cash Management Policies and Procedures

1. Check signing and/or debit card authority and limits

2. Internal check/cash handling for both corporate and filed personnel

3. Risk levels of investments

4. Criteria for use of bank services required

5. Segregation of cash and establishment of minimum levels of

a. Project related cash

b. Fixed operating cash

c. Capital reserve cash

d. Excess or emergency cash

6. Discounts

7. Billing

 

Many firms strive for "zero cash" program which is where cash managers strive to invest, on a daily basis, all cash collected balances at all banks at favorable rates and maturity schedules to maximize investment return.  Objective to maintain company's book balance at zero or below.

 

· Cash Management Plan should include:

1. Physical location of banks to be used

1. Required accessibility to branch banks 

1. Specific services required and transaction volumes

1. Investment requirements

1. Size and number of credit lines

1. Specialized services:

6. International

6. Discount brokerage

6. Trust services

 

15.03 - Cooperation Between Contractors and Banks

 

· Requires due diligence with regard to services and fees

· Should be re-evaluated annually

· Services fall into the following categories

3. Cash management services

3. Information services (Information services very important as helps make daily decisions)

3. Business services

 

· Fee for service, compensating balances arrangement, "non-interest-bearing certificate of deposit"

 

· Bank reports 

1. Cash management - requested in conjunction with cash management services 

1. Standard banking reports - 

2. monthly account statements

2. analysis reports - shows basis for computing charges/amounts due for bank services.  Compared against "fee potential" to evaluate if company has maintained sufficient collected balances in its account to reimburse bank for services provided. 

2. 

 

· Important to know ADCB =SC + (EC)(CLB)

                                           (EC)(1-RR)

ADCB = Average daily collected balance

SC = Project service charges

EC = Earning credit rate

CLB = Compensating loan balance required

RR = Reserve requirement rate

 

15.04 - Cash Management Information Systems

 

· Systems integration - pooling information from or combining other automated data processing systems

 

· Cash manager must perform following 5 processes

1. Cash forecasting - creating forecasts of near-term (daily/weekly) cash inflows/outflows

1. Cash budgeting - creating and monitoring annual and individual project cash budgets

1. Information maintenance - assess internal & external performance against objectives

1. Funds movements - maintain audit trails

1. Updating company information (optional) - update databases and check recon process

 

· Microcomputer Applications - use to develop integrated cash management approach 

 

15.05 - Cash Management Operations

 

· Functional Responsibilities 

· Decide how to best delineate responsibility

· Business lines

· Geography

· Government work vs non-government work

· Larger construction companies may have separate managers and support staff for each product line

· Project managers has greatest control of expenditures - timing of labor, materials, equipment, subcontractor (cash outflow) and collections - closer contact with Owner (cash inflow) 

 

· Cash Budgeting 

· Two Levels

· Annual - in conjunction with annual financial planning and budgeting process

· Planned cash inflows, cash outflows, and investment levels

· Most use funds flow statement 

· Several steps, prepare:

3. Project cash flow budget - basis for determining working capital borrowing levels

3. Capital budget - long term capital requirements 

3. G & A budgets  

 

· Project by Project - spread cash inflows and outflows over the course of a project 

· Important to monitor at project start before first dollar of owner payments is received

· Labor costs are difficult to budget due to timing of cash flows required to pay mandatory and optional employee benefits (ex. Health insurance premiums, taxes, union dues, etc)

 

· Cash Forecasting 

· Key to making daily decisions regarding movement and investment of funds

· On weekly basis, cash manager should prepare two forecasts:

2. Eight week ahead forecast - detailed inflows/outflows by the week based on current status of projects and the cash budget.  Used to call out variations which may cause increased borrowing needs or liquidity problems

2. Weekly cash forecast - shows, by day, planned cash flows for next week

 

· Reports typically prepared as soon as previous week's payroll information is available and project schedules are updated to reflect current status of each project.

 

Daily process

· Access bank to obtain yesterday's position

· Collect outstanding checks files & balances in cash/investment accounts

· Forecast dollar amount of checks that will clear each account that day and deposits to be collected

 

· Greatest variability to cash forecasting check clearing is in checks written to vendors or other parties.  Important to understand vendor's cash management systems to reduce forecasting errors.

· Computation of average float days btw time checks are written and sent to the vendor and the time checks clears the bank

· Once excess or deficit position for each account is computed, the cash manager makes decisions about moving funds, paying down loans, activating additional short-term borrowings, and investing excess cash positions

 

15.06 - Techniques to Maximize Cash Flow

 

· Receipts - Best method of maximizing cash receipts is to perform credit check on owners before acceptance of any project.  Funds tied up in default, even if only a few days, can have a catastrophic financial effect.

· Aggressive billing - submitted on time

· Electronic transfer of funds

· Reviewing internal check and cash handling procedures - all checks received should be deposited daily before bank's cutoff time

 

· Alterative Disbursement Formula - useful in making one-time decisions on accelerating cash receipts 

 

 

· Disbursements - best method to maximizing cash flow through control over disbursements is to centralize the cash disbursement function.

· Knowing vendor systems

· Using controlled disbursement bank accounts (zero balance accounts) 

· Implementing an open purchase order/contract commitment system

· Minimize early payments to subcontractors and suppliers

· Using remote post offices to mail checks

· Taking discounts

 

· Alternate disbursement formula - one-time decisions to evaluate disbursement options

 

· Investments - Key issue is availability of cash 

· Contractors should consider the following for controlling investment activity:

1. Minimizing investment costs by matching maturity dates of investments to cash needs

1. Using discount brokerage services offered by third parties and banks

1. Segregating cash into project-related, operating, capital reverse and excess cash categories and selecting appropriate risk levels for investment.

1. Link all cash accounts for account analysis purposes

 

15.07 - Maximizing Future Cash Flow During Contract Negotiations

 

· Project contract negotiation is the best time to maximize future cash flow.  

 

· Negotiation points to consider:

1. Lower retention

1. Faster availability of funds

1. Faster billing frequency

1. "Earnest money" or deposits

1. Incentive payments - payable at phases rather than end of the project

1. Definition of project completion - clarity leads to faster disbursement and availability of funds.

1. Lien waivers - Need to have good understanding of applicable laws and method to track

 

· Also important to understand reporting and documentation requirements

 

· Payment Tracking - make sure know individual contract terms and conditions related to submission of pay requests, as well as payment timing and method.

 

 

15.08 Comprehensive Illustration Showing Cash Management Alternatives

· Time Value of Money

· Present Value 

· Discounted cash flow (DCF) typically used to evaluate the effect of cash management alternatives

· Under DCF, all future cash flows are discounted to current-dollar terms by using a discount or interest rate

· Cash flow with the highest present value should be selected

· Easiest method = PVIF 
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· Discount rate: use interest rate that approximates the cost of borrowing or imputed interest rate resulting from issuance of equity, whichever is higher

· Same discount rate should be used when comparing two or more cash flows

 

· Internal Rate of Return - interest rate required to make the present value of a stream of cash flows less any initial investment equal to zero

· Most common use is to determine whether to accept or reject a project based on pre-established or required rate of returns
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· Favorable/Adverse Cash Flow Alternatives

· Good examples of how variables can affect present value and internal rate of return

 

15.09 - Appendix A:  The Cash Flow Formula:  How to Forecast Cash? 

Recommend reading - provides context to chapter content

 

Chapter 16 - Estimating and Bidding: Cost and Pricing the Work 

 

 16.00 - Estimating - 

One of most significant factors for the business success of a contractor

Need to be reliable, timely and done in efficient basis

 

16.01 -  Types of Estimating

There are three general types of estimates that a contractor might prepare during the project life cycle:

1. Order of magnitude

1. Budget estimates

1. Definitive estimates

 

1. Order of magnitude estimates - generally produced after the most basic elements of project scope are determined and correspond to the conceptual design phase of the project life cycle. 

0. Should be accurate to -30% to +50% - confidence level is practically any value > 50% to 100%

0. Relate cost to square feet or cubic feet

 

1. Budget, assembly or Preliminary Estimates - performed after the key project characteristics have been defined in scope, but not technically complete or detailed. 

0. Budget estimates are a mechanism to help keep designer's efforts within affordable bounds

0. To ensure owner's financial constraints are satisfied while obtaining a project that meets or exceeds performance requirements

0. Provides cost for alternate systems

0. Better design helps to prevent scope creep

0. CSI Uniformat is closely related with budget estimates - broader assemblies of installed items

0. +30% to -15% accuracy range given scope is not absolutely established

 

1. Definitive or Detailed Estimates - prepared after all design work is completed (or essentially completed) for all major system and construction trades.  Scope of work is determined by applying industry standards, reading contract specifications and reviewing construction drawings. 

0. Performed by "taking off" (methodically counting and tabulating) the detailed scope of work elements and materials.  Tallied units should have 2 essential characteristics:

0. Relatively simple to compute from information in the drawings and specifications

0. High correlation to the costs incurred to erect the computed work

0. Definitive estimate accuracy should range -5% to +15%, although many contractors must routinely produce far more accurate estimates of relatively routine work plus or minus a few percent to remain competitive, especially for lump-sum or "hard" bids

 

Contract pricing or bidding is the process of converting internal estimates into an external price to be submitted to the project owner.   Also serves as the baseline of contract cost to begin job planning and evaluate both job and estimator performance. 

 

16.02 - Project Factors Affecting Estimate Preparation

 

· Decision to bid based on various factors:

· Type of project - Does contractor have expertise in type of project

· Location of project

· Scope of work and probable contract amount

· Reliability of Owner pay and Designers to work cooperatively

· Likelihood of additional work from the Owner

· Probable competitors

· Need for Work

 

· Type of project - Does contractor have expertise in type of project

· Architectural projects

· Building 

· Commercial 

· Institutional 

· Residential - Usually completely subcontracted to specialty contractors.  Most significant issue is coordination. 

· Engineered projects - Equipment usually a major item of project cost.  Not uncommon to be built on "fast-track" basis.  Variation of cost-plus contracting may be in order. 

· Process

· Heavy 

· Industrial

 

· Contractual Risk

· Firm Price - Contractor maximum risk

· Unit Price

· Cost Plus - Owner maximum risk

· Cost plus fixed fee

· Cost plus award fee

· Cost plus % of cost

· Time and materials

 



16.03 - Estimate Preparation, Organization and Review

· Requires coordination btw all elements of contractor's operation - required as a function of risk

 

1. Estimate preparation consists of three steps:

0. Determine the amount of labor, material and equipment required for the project by work quantity takeoff

0. Determine the cost of self-performed work by internal estimate and the cost of the subcontracted work b obtaining quotes.  

0. Determine the appropriate allocation of G & A overheads, including markup to ensure contractor's cost of capital is fully recouped.

 

· Common cause of inaccurate cost estimates is the omission of the specific cost elements that should have been included in the cost estimate.  Tend to be costs that do not directly relate to material or direct labor costs.

· Every item in the work breakdown structure (WBS) must include direct labor work hours/cost  

· May also include materials and/or equipment

 

1. Quantity Takeoff - basic process for determining quantities in a detailed estimating process

0. Relating direct labor effort to the dimensions of furnished materials or number of items to be emplaced

0. Basic rule - if work effort for the item is different from others keep separate

0. Two techniques

3. Dimensions are manually read from blueprints/drawings and entered into computer.  Related counts, lineal area measurements or volume calculations are made by computer through formulas internal to the software or established by the user

3. Automated takeoff device is used to "measure" dimensions on a scaled drawing.   Important to make sure drawings rigorously adhere to stated scale.

 

1. Costing - converts the takeoff quantities to costs that the contractor will incur to perform the work.

0. Direct cost

0. Labor - usually holds greatest risk - labor productivity can vary significantly from anticipated levels

0. Materials - 

1. Commodity - Should be priced at current market

1. Engineered items - Vendor quotation

0. Equipment - risk actual equipment used different from estimate and need for project specific specialized equipment 

·  (internal rent rate = cost to operate + markup)

Subcontracts - competitively bid.  Need to make sure complete.  May limit risk with bonds. 

· Careful selection and development of subcontractor relationship is critical factor in determining contractor profitability 

 Indirect cost 

Job indirect costs  

1. Payroll taxes and insurance

1. Labor fringe benefits

1. Temporary construction

1. Temporary utilities

1. Temporary facilities 

1. Field office supplies

1. Consumable supplies (ex. hardhats)

1. Construction supervision

1. Cleanup

1. Indirect administrative labor

1. G & A

2. Examples:  office rentals, telephone, legal, marketing, advertising, salaries of executive management

0. Alternates 

· Included as a separate fixed bid

· Price should be determined by considering its impact on the costs and the risks of its execution in the context of the entire project

Change orders - sometimes needed especially if extension of contract time.

 

1. Pricing - procedures by which the contractor determines the compensation to seek, above all costs incurred to complete the work - which in turn, are established by costing the efforts.

 

· Difference btw total project price and project cost = pre-tax profit on the project

· Suitable ROI

· Compensation for uncertain but possible job-specific cost 

 

1. Contingencies

0. Allowance - used when work not completely defined

0. Contingency - set aside for events that are not certain to transpire

2. Specific - represent financial risk/cost associated with possible events. 

2. General - unknown/unquantifiable 

2. Based on the nature of the project

1. Profit/Fee

1. Calculated in four basic ways:

0. % of total estimated cost 

0. Lump sum value determined subjectively

0. Calculated value based on corporate analysis or requirements

0. Value based on estimated unit prices

1. Break-Even Analysis 

2. Minimum volume needed at fixed markup to cover fixed cost (G&A)

 

1. Controls - success relies on careful control

1. Adequate documentation

1. References on quantity take-offs

1. Routine clerical verification - cross check values

 

       6.     Automation - Use of computers and use of databases with cost history

· Use of computers/software - significant change 

· Not a cure all - still need solid judgement and analysis to properly cost work items

· Software, equipment, and training can constitute large investment 

· More factors included (quantities, geographic, job factors) = more accurate 

· Need adequate provisions for escalation and contingency - often ignored or applied on an overall gross basis instead of applied to individual items

 

Automated estimating environment, database supported by:

1. Estimating system

1. Project cost history system

 

Comprehensive automated estimating system should support:

1. Quantity takeoff and costing

1. Subcontractor quotations

1. Final bid pricing and assembly

 

Project cost history system - permits queries of the database to obtain cost and productivity performance for work items of previous projects.  Requires consistent cost coding scheme btw project cost system and the estimating system or a well-defined conversion btw the two systems.

 

16.04 - International Work Estimation

 

· Requires estimators to learn construction methods and materials applied at the new location

· Scope of cost items-their number and cost magnitude can be noticeably greater than domestic projects

· Cost and productivity databases for work at home are usually not applicable

·  US firms usually seek partnership with a foreign enterprise

 

· Greatest challenge for estimators new to international work is anticipating all of the types of indirect costs or their inflated magnitudes.  Common examples:

· Transportation and housing of project personnel

· Special bonuses for remote or hazardous sites

· Special requirements, such as medical examinations and inoculations

· Rest and relaxation transportation 
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Marginal Tax Rate = 32.0%

Straight Line MACRS
Depreciation Depreciation
Year Expense Tax Savings Expense Tax Savings
7 47,000 15,040 75200 24,064
3 47,000 15040 45,120 14438
4 47,000 15,040 2012 8,663
5 47,000 15,040 2012 8,663
6 23,500 7,520 13,5% 4332
Totals $235,000 $75.200 $235,000 575,200

It becomes essential to prepare a pro forma financial statement for the proposed
project to show the impact of depreciation on operating cash flow. The following
example illustrates this comparison.

Figure 14-5
Pro forma Income Statement

‘Without With

Depreciation  Depreciation.

Revenues 30,000.00 30,000.00

Less expenses 8,000.00 8,000.00

Less depreciation —___ 10,000.00

Earnings before Interest & taxes 22,000.00 12,000.00

Less interest expense —_______ ~.

Earnings before taxes 12,000.00
Less income taxes (20%) 240000
‘Earnings afer taxes 9.600.00

Operating Cash Flow

Cash Inflow (Revenues)
Less expenses

Less income taxes (20%)
Operating cash flow

“The top portion of Figure 14-5 presents the operating statement for the proposed
project and the bottom portion demonstrates the operating cash flow. The operating
cash flow statement includes only the cash inflows and outflows exclusive of non-cash
items such as depreciation. The example also shows the operating cash flow without
and with depreciation to highlight the tax savings that depreciation creates. Without the
$10,000 in depreciation, the operating cash flow equals $17,600; with the $10,000 of
depreciation, the operating cash flow equals $19,600. Specifically, the operating cash
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‘proposed project’s depreciation reduces the company’s tax obligation. This illustration
demonstrates the impact of depreciation on operating cash flow through tax savings.
The tax savings equal the marginal ta rate times the depreciation o $2,000 = 20% x
$10,000.
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To illustrate the differences between straight-line depreciation (Figure 14-2) and
modified accelerated cost recovery system (Figure 14-3), let’s assume that Acme, Inc.,
a utility contractor has purchased an excavator for $235,000 including sales tax,
delivery and set-up costs. This amount becomes the original or historical cost of the
equipment. The annual straight-line depreciation rate is computed by dividing
L.0/class life. With a class life of five years, the annual rate would be 20 percent (1 +
5).

To determine the depreciation expense in dollars, the financial manager multiplies
the historical cost times the depreciation rate. The result is an annual depreciation
expense of $47,000 ($235,000 x .20). Depending on when the asset was placed in
service may require the financial manager to adjust for partial-year convention per tax
code requirements. If the excavator were placed in service on July 1, the half-year
convention would be adopted, whereby Acme can only take  half-year of depreciation
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in the year of excavation and a half-year of depreciation in the year of retirement. The
straight-line of depreciation schedule for Acme purchase of an excavator is as follows:

Figure 14-2
ACME, INC.
Straight-line Depreciation Schedule
Net

Hisorical  Accumulated  Book  Depreciation
Yewr % Rate Cost Depreciation ~ Value Expense
Last 44 Year 1 100% 5235000 523500 S21500 | $23.500
Entire Year 2 200% 235,000 70,500 164500 47000
Entire Year 3 200% 235,000 500 17500 47.000
Entire Year 4 200% 235,000 164,500 70500 47,000
Entire Year s 200% 235,000 21500 23,500 47,000
Fist¥Year 6 100% 235,000 235,000 0 23,500
Totl 1000% $235,000

By using accelerated depreciation (MACRS), Acme will write off more of a
depreciable asset in the earlier years than it would with straight-line depreciation.
Figure 14-3 states that assets with lives between three and ten years to be depreciated
with a 200 percent declining balance method or two times the straight-line rate (2
X .20% = 40%). The resulting rate is applied to the asset’s depreciable basis, which
can be defined as the original or historical cost less accumulated depreciation.

The accelerated method of depreciation has two unique aspects that create a
complication for the financial manager. The first complication is the part-year
convention. Similar to straight-line depreciation this complicates the depreciation
calculation in the first and final years. Additionally, applying the declining-balance
method to an annually declining book value means that the asset will never be fully
depreciated. To accommodate for this complication, straight-line switching can be
used. The straight-line switch means that the accelerated depreciation method switches
to straight-line depreciation whenever straight-line depreciation results in a larger
depreciation expense amount.

Acme’s depreciation expense utilizing MACRS is as follows:
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Figure 143
AcuE, .
MAGRS Depreciaion Schedule
Nt
P — Book Depreciaion
Y % Rwe Con Deprcinon Ve oy
T 23500 67,000 188,000 547,000
2 200 2500 22 112500 75200
3 1920 Z5000 167320 .m0 120
s ns Bs000 19432 e mom
s ns 25000 21464 1453 non
Shv  s7 500 5000 o 1353
Toal 10000 25000

Acme’s financial manager must now evaluate the tax implications as a result of the
depreciation method applied. This is important because depreciation increases the cash
flow by reducing the corporation’s tax obligation. The tax savings that depreciation
provides can be calculated by multiplying the corporation’s marginal tax rate times
depreciation expense (Tax savings = Marginal tax rate x depreciation expense). A
capital investment project with depreciation expense has greater operating cash flow
than it would have without it. To see the difference between straight-line depreciation
and MACRS with Acme’s marginal tax rate of 32.0 percent, refer to Figure 14-4.

Figure 14-4
ACME, INC.
‘Tax Savings from Straight-Line versus MACRS
Marginal Tax Rate = 32.0%
Staight Line MACRS
Depreciation Depreciation
Year Expense Tax Savings Expense Tax Savings
1 523,500 7520 347,000 $15,040

* Rates for 200% declining balance are calculated for each year as follows:

+ Year 1 1) Straightine rte = | + 5 = 20.0%. (2) 2 x straght-ine rae = 2  20.0% = 40.0%. (3)
half-year convention = 40.0% divided by 2 = 20.0%.

* Year 2, (1) Depreciable basis is 80.0% (historical cost less 15t year depreciation or 100.0%
20.0% = 80.0%), (2) Rate computation = 80.0% x 40.0% = 32.0%

« Year 3, (1) Depreciable basis is 48.0% (historical cost less the first two years depreciation or
100.0% - 20.0% - 32.0% = 43.0%), (2) Rate computaton = 43.0% x 40.0% = 19.2%.

+ Year 4, (1) Depreciable basis is 28.8% (historical cost Jes the firt three years depreciation) or
100.0% - 20.0% — 32.0% ~ 19.2% = 28.8%. (2) Rate computation = 28.8% X 40.0% = 11.52%.

* Year 5, (1) Depreciable bass is 17.28% (historical cos les the first four years depreciation or
100.0% - 20.0% - 32.0% — 19.2% - 11.525% = 17.28%), 2) Ratc computation = 17.28% x 40.0%
= 11.526%. Now is the time (o switch to straghtline depreciation because then siruightJie rale
exceeds 40% X 17.26% = 6.91%. For the ith year, the remaining 17.26% is prorated over 114
years,yielding 576% for cach sx-month period. 3) Year fve ate computationis 5.76% + 5.76%
= 11.52%.
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Budgeting/Planning



13.01 - Strategic Planning 

Purpose 

Five-Step Process

Develop an Understanding of Existing Businesses

Identify New Business Opportunities 

Analyze Alternatives 

Develop a Strategic Plan

Implement the Plan Annual Planning

13.02 - Annual Planning 

Purpose 

The Annual Planning Process and Annual Operating Budget

Major Inputs to the Annual Operating Budget 

The Annual Operating Budget 

Chapter 13 – Strategic Planning and Annual Planning
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Budgeting/Planning



Which of the following examples is NOT an external limitation when putting together a firm’s operating budget?

Working capital 

Market forecasts

Competitors entering or leaving the market

Availability of qualified labor supply



Correct answer: A – Working capital (current assets – current liabilities) is an internal factor.  All others are external.

Chapter 13 – Strategic Planning and Annual Planning Question
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Budgeting/Planning



14.01 – Introduction

14.02 – Sources of Capital Investments

14.03 -  Approval Method for Capital Investment Ideas

14.04 – Cash Flows from Capital Investments

Net Investment Cash Outflow

Operating Cash Flow from Capital Investments

Corporate Income Taxes 

Depreciation and Operating Cash Flow

Project-Disposal Cash Flow Purpose 

14.05 – Capital Budgeting Measurement Methods

Payback Period 

Internal Rate of Return (IRR)

Net Present Value (NPV)

Profitability Index (PI)

14.06 Project Review and Analysis 



Chapter 14 – Capital Budgeting
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Budgeting/Planning



The payback period of a capital project is calculated by…

Dividing net investment cash inflow by useable life

Dividing gross investment cash outflow by usable life

Dividing depreciation expense by marginal tax rate

Dividing cost of proposed project by annual cash flows



Correct answer:  D –  Payback period is defined by time required to recover through incremental cash flows a capital project's net investment cash outflow.

Chapter 14 – Capital Budgeting
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Budgeting/Planning



When computing the taxable income for a proposed capital project, the financial manager should use which tax rate?

Capital Gains

Marginal

Base 

Average 



Correct answer:  B – Marginal rate - Use when computing taxable income on proposed project as marginal rate affects corporation's incremental cash flows and thus cash flow for the project.

Chapter 14 – Capital Budgeting
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Budgeting/Planning



15.01 - Overview

Cash Management in General

Unique Construction Industry Aspects of Cash Management 

15.02 - Organizational Control

Responsibility

Cash Management Policies and Objectives

15.03 - The Cash Management Plan Cooperation Between Contractors and Banks 

The Need for Cooperation

Bank Products 

Bank Reports

15.04 - Cash Management Information Systems

The Need for Systems Integration

Microcomputer Applications 

Chapter 15 – Cash Management
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Budgeting/Planning



15.05 - Cash Management Operations 

Functional Responsibilities

Cash Budgeting 

Cash Forecasting Capital Budgeting Measurement Methods



15.06 - Techniques to Maximize Cash Flow 

Receipts

Disbursements 

Investments 



15.07 - Maximizing Future Cash Flow During Contract Negotiations 

Chapter 15 – Cash Management
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Budgeting/Planning



15.08 - Comprehensive Illustration Showing Cash Management Alternatives

Time Value of Money:

Present Value

Internal Rate of Return 

Favorable Cash Flow Alternatives 

Baseline Cash Flow

First Alternative Cash Flow 

Second Alternative Cash Flow

Third Alternative Cash Flow 

Adverse Cash Flow Alternatives 

Fourth Alternative 

Fifth Alternative 

15.09 - Appendix A: The Cash Flow Formula: How to Forecast Cash

Chapter 15 – Cash Management
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Budgeting/Planning



Cash Management can be defined as..

Organizing, planning and controlling the collection, investment and disbursement of cash

Controlling, collecting and investments of cash

Organizing and planning investments of cash

Negotiation of disbursements and collections in a construction company



Correct answer: A – Only A includes all elements of cash management.

Chapter 15 – Cash Management
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Budgeting/Planning



16.01 Types of Estimates 

Order of Magnitude Estimates

Budget, Assembly, or Preliminary Estimates

Definitive or Detailed Estimates

16.02 - Project Factors Affecting Estimate Preparation

Project Type 

Contractual 

16.03 - Risk Estimate Preparation, Organization, and Review

Estimate Preparation and Organization

Quantity Takeoff 

Costing (Direct, Indirect, Alternatives, Change Orders)

Pricing (Contingencies, Profit or Fee, Break-Even Analysis)

Controls 

Automation 

16.04 - International Work Estimation

Chapter 16 – Estimating and Bidding
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Budgeting/Planning



Which of the following does NOT represent a direct cost?

Labor

Subcontracts 

Field office supplies

Material





Correct answer:  C -  Direct costs are defined as costs generated in creating the observable constructed project.  Field office supplies are indirect because they are not a part of the permanent project installation.

Chapter 16 – Estimating and Bidding
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· [bookmark: _GoBack]Builders Risk

· What does this cover? – Problems arise during construction – partially completed buildings damaged by fire, floods, or even faulty workmanship.  Riskiest is partially completed over completed.

Covers property damage to structure that is in construction and should include all fixtures, material machinery and equipment that make up the permanent part of the structure.  

Two types – named perils or all-risk basis. 

· Important Exclusions

All BR policies exclude losses due to faulty workmanship, materials and design, typically related to error, omission or deficiency in design so keep an eye out for this and amend where possible.  

· Important Conditions

Conditions are important to look out for as well – example is owner taking early occupancy can void the coverage, so review what occupancy means.

Look out for subrogation clauses as this is allowing the insurer to recover the loss from the party legally liable for it.  (such as third parties)

· Delayed Opening Coverage

Many policies contain consequential loss language where CL are looses indirectly caused by covered peril such as the loss of rental income or addition interest on expenses due to project delay, this can be added.    There are additional soft costs related to interest expense and should be looked out for too.

· Equipment Floaters

· Equipment floaters are designed to provide coverage against physical damage to equipment used by the contractor in the construction process and must be mobile in nature such as cranes, tractors, storage trailers, scaffolding etc.  and varies company by company.  Analyze carefully 

· Be sure to keep an eye on coinsurance clauses where you need to make sure to list the total value of the equipment or if something happens the value is minimized, and you can’t recover the cost.

· Exclusions – try to negotiate exclusion for certain equipment to make sure you have the appropriate coverage…  

· Some things to look out for 

· Loss arising from excess weight on equipment capacity

· Loss from repair work

· Damage to the actual cranes or booms

· Endorsements or Modifications

· When leasing or renting equipment typically contractor is responsible for the damage – typically GL does not cover loss or damage to lease or rented equipment so try to get an endorsement to the floater that provides liability coverage

· Also look out for a rent clause while temporary replacement repairs or new equipment can be made.  

· Property Insurance

· Designed to insure against physical damage to buildings and contents by things such as fire windstorm or hail – look for Covered Perils – typical are things such as explosion, fire, riot, vandalism etc., but consider a broad form which will help with falling objects, ice, snow etc.

· Covered Property – covers buildings, business personal property and personal property of other.  It is usually in the building or within 100 feet of the premises.

· Time Element Coverage – covers only direct loss to insured property – such as business interruption loss, extra expenses, rental income etc.

· Additional Coverage

· Aircraft & Watercraft Insurance – typically excluded from GL & umbrella policies

· Valuable Papers Insurance – blueprints, maps, books

· Accounts Receivable Insurance – one item is the reconstructing of these records, and the second is expenses if the contractor cannot reconstruct records and debtors fail to pay.

· Crime Insurance – employee dishonesty coverage for theft against assets, burglary, robbery or computer fraud.  Usually computer fraud coverage and funds transfer coverage (see cyber insurance)

· Professional Liability Insurance – 

Related to contracting who does design build with inhouse architects / engineers, DB subcontracting, or construction management.  Covers for liability exposure of errors, omissions or negligent acts.  Very risky if not covered since there is no standard form so check against liability insurance. 

· Directors’ & Officers’ Liability Insurance

If a director or office fails to exercise care or is negligent that results in a loss to the organization.  Covers for costs to reimburse D&O and costs incurred by D&O personally if not reimbursed by the company.  Typically for public companies, is expensive and often is held by competitors, employees and others.  There could be a liability to an organization if the owner is sitting on the board of a profit or not for profit, this could become an issue to hit the amount of personal liabilities that could be affected.

· Employment Practices Liability Insurance – 

Typically, GL policies excludes claims by ee’s or former ee’s claiming discrimination, wrongful termination, harassment or such.  Usually on claims made basis with an annual aggregate.  Defense costs are subject to the limit of liability and should be considered.  

Keep an eye out on wage and hour claims – try to at least get the defense against this covered. 

· Contractors Pollution Liability Insurance

Covers environmental remediation work due to disposal of solvents, fuels and wastes.  Nonstandard policy forms mean you need to examine and make sure fully covered.

· Subcontractor Default Insurance (SDI)

Provides coverage for direct and indirect costs associated with a subcontractor default.  Also, an alternative to performance bonds, it’s a contract direct with insurer and insured where bond is three party related claim.  Typically for contractors over $50-$100M and usually has high deductibles and copayments.  The contractor maintains a high degree of control of how to manage.

· Cyber Insurance

Cyber insurance is constantly evolving therefore coverage and endorsements vary. Starts with private information breaches, but now includes cyber extortion, data recovery, system failures, reputational loss, invoice manipulation, crisis management etc.  Several plans add training and information to try and educate to mitigate loss.

· Wrap Up Plans

· OCIP / CCIP

· Owner Controlled Insurance Program

· Contractor Controlled Insurance Program

One party purchases this insurance and ensures the owners and contractors are protected rather than each contractor purchasing their separate policies and relying on that policy.

Some policies include WC, GL and umbrella in addition to BR.  Typically do not include equipment floaters and auto liability/physical damage.  

Usually purchased to reduce the cost to a project and make sure there is enough coverage.  



· Advantages

· broader coverage and higher limits of liability 

· An effective loss control program

· Superior claims administration

· More equitable risk transfer

· Some negatives to managing either of these programs is that the responsibility lies heavily on the contractor to make sure payrolls are managed on both sides, reporting is supported accordingly and the administration of these programs do become pretty intense.
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Legal – Chapter 6 


6.01 – Introduction 


1. Major legal topics present in the construction industry 
2. Identify potential risks 
3. Minimize those risks 
4. Know when to seek legal counsel  


6.02 – The Contract 


0. Miscellaneous items 
a. Who is the owner 


i. Public – Federal or state 
ii. Private 


b. Contract structure 
i. Design-bid-build 


ii. Design-build 
iii. Integrative 


c. Contract payment structure 
i. Fixed price 


ii. Cost plus fee 
iii. Cost plus fee with guaranteed maximum 
iv. Unit price 
v. Time & materials 


1. Contract documents – all documents that the parties identify. Can include but are not limited to the 
contract, general conditions, tech specs, drawings 


a. Differences between documents 
i. Pay careful attention at the contract formation stage for differences between 


documents 
ii. Contractor needs to inform architect of error or defects ASAP 


b. Plans & Specs 
i. Owner warrants to the contractor the fitness of the plans and specs 


ii. Patent defect – not obvious to bidder that plans & specs are impossible 
iii. Performance specs – contractor determines the method to meet the requirements 
iv. Design specs – contractor must follow the detailed specs exactly 


2. Remedy Clauses 
a. Compensation for extra work 


i. Change orders – written notice to the owner before work done 
b. Legal remedies for breach of contract 


3. Scheduling provisions 
4. Exculpatory & indemnification provisions 


a. Exculpatory – excuse the owner from responsibility for increased costs 
i. Shift burden to contractor 


ii. Contractor can include in subcontractor contracts 







iii. Contractor should try and get these out of the contract 
b. Indemnification – hold the owner and architect harmless from claims by 3rd parties 


i. Shift risk to the contractor 
ii. Usually for personal injury 


iii. Contractor can obtain insurance via rider to the builder’s risk policy or a general 
liability policy 


5. Bonding & Insurance - Requirements for bonding & insurance are generally specified in the contract 
6. Cost of performance, course of dealings, usage of trade 


a. Contract interpretation related to disagreements 
b. Generally followed in the courts in the order listed 
c. Course of performance – interpretation of contract before controversy arises 
d. Course of dealing – interpretation of requirements by looking at other contracts or dealings 


with same person(s) 
e. Usage of trade – How is the issue generally handled in that trade/industry 


7. External factors that affect performance 
a. Force majeure – act of God 


i. Each party should bear the cost(s) as neither is responsible 
b. Also called “excusable delay” clauses 


8. Dispute resolution 
a. Alternate mechanisms to litigation and arbitration 


i. Independent Decision Maker (IDM) 
ii. Mitigation 


iii. Mediation 
b. Resolution in the field – most cost-effective and least stressful 
c. Dispute clauses 


i. Included in the 2007 iteration of the AIA 201 form contract 
ii. Designates the architect as the IDM unless otherwise noted 


d. Legal options in the absence of dispute clauses 
i. Litigation 


ii. Sue for breach of contract 
iii. Contractor can stop work if owner make fraudulent or intentional 


misrepresentation of material fact 


6.03 – Subcontractors 


1. General contractor will enter into contractors with specialty trade contractors 
2. Contract is governed by GC contract with the owner 
3. Work must be done consistent with the GC/owner contract plans and specifications 
4. Pay-if-paid and pay-when-paid clauses if states allow 


6.04 – Statutes 


1. State law that governs arbitration or litigation is important to know 
a. Contract may specify locale of litigation or arbitration 
b. If silent, generally is jurisdiction that has the most significant relationship with the contract 


6.05 – Case Law 







1. Just as important as statutory law 
2. Varies by jurisdiction 


6.06 – Local Codes and Regulations 


1. Need to comply with these provisions as well 
2. Ignorance is no excuse 


6.07 – Labor Relations 


1. Labor law 
a. Davis-Bacon Act – must pay prevailing wage on federal contacts 
b. Important that subs comply with labor laws as well 


2. Prehire agreements 
a. Allows a contactor to enter agreement with union(s) that state contractor will only hire 


union employees 
3. Hot Cargo Agreements 


a. Means that contractor will only hire subs that hire union employees 


6.08 – Labor Disputes 


1. Organized picketing of the subcontractor 
2. Jurisdictional disputes 
3. Legal recourse 
4. Nonunion operations 


a. Open shop – nonunion 
b. Right to work states – can’t require union membership and/or dues as condition of 


employment 
c. Double-breasted operations – two separate companies, one union, one non-union; must 


have separate ownership 


6.09 – Bidding and Estimating 


1. Owner is not required to accept the lowest bid 
2. Responsibility and responsiveness requirements generally include; 


a. Skill 
b. Integrity 
c. Experience 
d. Financial resources 


3. Public sector projects may have contractors that “prequalify” 
4. Responsive bids address all the matters in request for proposal (RFP) 
5. Mistakes in bids – generally bidders can withdraw bids if; 


a. Magnitude of mistake is so large that awarding the contract on the erroneous bid price 
would be unconscionable? 


b. Does the mistake affect a material aspect of the contract? 
c. Did bidder exercise ordinary care in preparing the bid 







d. If the court grants relief will the petitioning bidder obtain an unfair competitive 
advantage over other bidders, which will adversely affect the competitive bidding 
process? 


e. Did the bidder notify the owner of the mistake soon after the bids were received or as 
soon as the mistake was discovered? 


6. Mutual mistake 
a. Contract can either redrafted or rescinded 


6.10 – Bankruptcy and Insolvency 


1. Artful drafting and admin of contracts can minimize risk of non-payment 


6.11 – Industry-Wide Specifications and Standards 


1. If standards are used in contracts, contractor needs to obtain the most recent edition of the 
standards and review them 


2. Examples include; 
a. American Society of Mechanical Engineers (ASME) 
b. American Society of Civil Engineers (ASCE) 
c. American National Standards Institute (ANSI) 


6.12 – Warranties 


1. Express warranties – Goods supplied will be from defects and services will be performed in 
accordance with the contract 


a. The Uniform Commercial Code’s (UCC) Warranties 
i. Express warranty can be created without using the words “warranty” or 


“guarantee” 
b. Other express warranties 


i. Home-Owner Warranty program 
2. Implied warranties – Do not arise from negotiations are not part of the contract’s terms.  They arise 


from operation of law 
a. Implied warranty of fitness 


i. Imposed on the sale of goods under the UCC 
ii. Goods sold fit for a particular purpose 


b. Implied warranty of merchantability 
i. Also imposed under the UCC 


ii. Requires that the goods sold be fit for ordinary purposes 
iii. Bulk items – bricks, paint, concrete, lumber 


c. Implied warranty of fitness for residential construction 
i. Court imposed 


ii. Rejection of caveat emptor doctrine – buyer beware 
d. Implied warranty in construction contracts 


i. Hybrid of fitness for goods and fitness for const in residential const 
ii. Based on: 


1. Contractor holds themselves to be competent to undertake the contract 
2. Owner has no expertise in the kind of work contemplated 







3. Owner furnishes no plans, designs, specs, details, or blueprints 
4. Owner indicates reliance on contractor’s experience and skill after telling 


the contractor the specific purpose for which the building is being built 
e. Owner’s warranty of Specifications 


i. Spearin doctrine – Provides that owner’s impliedly warrant the accuracy of their 
plans and specifications 


ii. Exceptions 
1. If the contractor new that a defect in the plans & specs existed when the 


contract was signed 
2. If the contractor knows a defect exists and proceeds with construction 
3. Contractor fails to follow the plans and specs 


6.13 – State and Local Government Contacts 


1. May contain multiple prime contracts 
2. Claim Requirements 


a. Exculpatory clauses 
i. No damage for delay clauses 


ii. Contractor cannot seek a claim for certain delays 
b. Liquidated damages 


i. Governmental agencies seek damages from contractor for delays 
c. Notice of Claim Requirements 


3. Municipal Lien Laws 
4. Bonding requirement 


a. Bid bond 
i. Guarantees the own that contractor will accept an perform the contract if the 


contract is awarded to the contractor 
ii. May be liable for more than bond face amount if difference between contractor’s 


bid and next lowest bid exceeds the bond 
b. Performance bond 


i. Protects the owner if the contractor defaults 
ii. Surety will complete the project, pay another contractor to finish, or pay the owner 


the cost to complete 
iii. Also used between contractors and subs 


c. Payment bond 
i. Required on public sector jobs 


ii. Protects subs and suppliers if contractor fails to pay them 
iii. Also protects owner as long as sub and supplies don’t file liens 


6.14 – Federal Government Contracts 


1. Government obligations and contractor’s rights 
2. General principles of competition and negotiation 
3. Bid protests 
4. Contact types- Generally fixed-price 
5. Contract clauses 







a. Performance requirement clauses 
b. Payment clauses 
c. Adjustment clauses 
d. Socioeconomic clauses 


6. Bonding and Sureties 
7. Recovery from project delays 


a. Contract clauses 
i. Commencement, prosecution and completion of work 


ii. Suspension of work – establishes right to order a suspension of any part of the work 
for the government’s convenience 


b. Compensable vs. non-compensable delays 
i. Excusable – not contractor’s fault, non-compensable, extension of time to complete 


ii. Compensable delay – government’s fault, extension of time to complete 
c. Eichleay Formula 


i. Recovery of compensable delays 
ii. Home office overhead allocation 


1. Contract billings / billings during contract period = Overhead % 
2. Overhead % X overhead during contract period = Allocated overhead 
3. Allocated overhead / days of contract = overhead per day 
4. Overhead per day X # of days delayed = Overhead due to delay 


 


8. Acceleration 
a. If contractor is entitled to an excusable delay, a directive to complete the job on time is a 


constructive acceleration 
b. Denial of extension due to an excusable delay is equivalent to an acceleration order 
c. Elements of a constructive acceleration include: 


i. Excusable delay 
ii. Government knowledge of the delay 


iii. Government statement or act that may be construed as an acceleration order 
iv. Notice by the contractor to the government that the order constitutes a 


constructive change; and  
v. Additional costs for acceleration efforts 


d. The following are all considered acceleration orders: 
i. Threat to terminate for default because of an excusable delay 


ii. Request to accelerate 







iii. Gov’t pressure to complete on schedule if coupled with a threat assess liquidated 
damages 


iv. Refusal to grant time extensions (to which the contractor is entitled) coupled with 
the assessment of liquidated damages 


v. NOTE – mere failure to grant an extension of time does NOT constitute acceleration 
e. If an acceleration order is issued the contractor is entitled to recover the costs resulting 


from acceleration 
9. Contract Disputes Act and Disputes Clause 


a. Provides procedures for appealing the contracting officer’s final decision 
10. Equal Access to Justice Act and Recovery of Attorney’s Fees 


a. Gov’t sovereign immunity for liability for legal fees is waived 
b. Gov’t become susceptible to the payment of legal fees to the prevailing party if it acts in bad 


faith 
c. Requires gov’t to pay legal fees to the prevailing parties if net worth of individual is less than 


$2MM or corp/partnership is less than $7MM and under 500 employees 
11. Subcontracting 


a. Notification and consent 
b. Flow-down of prime contract obligations 


12. Terminations 
a. Termination for convenience 


i. Gov’t can terminate contract for convenience 
ii. Contractor can recover certain costs 


b. Termination for default 
i. Gov’t can terminate if contractor refuses or fails to prosecute the work with 


diligence to ensure completion on time 


6.15 – Claims 


1. Claim exists if a request for additional money or time has been rejected 
2. Risks – Need to follow the language in the contract 
3. Deficiencies in performance by the owner 


6.16 – Delays 


1. Non-excusable vs. excusable delay 
2. Compensable vs. non-compensable  
3. Excusable – non-compensable delay 


a. Only an extension of time is awarded, and no compensation is paid 
b. Acts of God (force majeure)  


4. Excusable – compensable delay 
a. Owner caused and contract does not contain a “no damage for delay” clause 


5. Non-excusable delay 
a. Delay due to contractor’s fault or negligence 


6.17 – Acceleration 


1. Owner’s order to complete the project sooner than the contract requires 







2. See §6.14[8] 


6.18 – Changed Conditions 


1. Also called differing site condition 
2. Materially different subsurface or work site 
3. Examples: 


a. Buried artificial obstacle such as a rubbish pit or abandoned building foundation 
b. Different and harder rock formation than the contractor expected 
c. Unknown aquifer 
d. Impermeable soil strata that create site flooding during construction 


4. Contractor not entitled to recover for a changed condition unless contract permits recovery or can 
prove contract documents misrepresented the site conditions 


6.19 – Changes to the Scope of Work 


1. Change orders must be approved by all parties 
2. See §24 for detailed analysis 


6.20 – Nonpayment or Late Payment 


1. Ability to compel payment 
a. Making payments is the owner’s primary obligation 
b. Ability to obtain payment should be contractor’s central focus in determining whether to 


enter into a contract. 
c. Pay-if-paid and Pay-when-paid contracts for subs (certain states) 


2. Owner’s ability to pay 
a. Public sector contracts this is a non-issue 


3. Private Owners 
a. Sometimes required to demonstrate they have sufficient money to pay for the contract 


4. Mechanics Lien Remedies 
a. State law requirements 
b. Permit contractor or sub to file lien against the property they constructed or provided 


materials 
5. Subcontractors claims and payments 


a. Federal contacts – Miller Act requires contractor post a payment bond to ensure subs get 
paid 


b. State contracts – same but called Little Miller Acts 
c. Private work – owner may require contractor to have a payment bond 
d. Can also file a mechanics lien 


6.21 – Deficiencies in Contractor Performance 


1. Breaches of contract by the contractor 
a. Material breaches – Owner can recover monetary damages and/or terminate the contract 
b. Minor/immaterial breaches – owner has right to recover monetary damages 
c. Contracts may specify the differences between material and minor breaches 


2. Default Mechanisms 







a. Two types 
i. Minor – compel contractor to fix or pay to have it fixed 


ii. Major – compel cost recover or terminate contract 
3. Owner’s Damages for Breach of Contract 


a. Right to recover damages vary and depend on the circumstances 
b. Actual damages 
c. Consequential damages 


i. Damages that do not ordinarily flow from a breach of contract 
ii. Usually not recoverable unless the contractor knew or should have known the 


owner would suffer losses due to the breach 
iii. They can include: 


1. Financing costs 
2. Overhead 
3. Loss of anticipated profits 
4. Attorney’s fees 
5. Interest on a damage claim 
6. Loss of business reputation 


4. Punitive damages 
a. Rarely recoverable 


5. Liquidated damages 
a. Very common in construction contracts 
b. Penalty for not completed on time – can be per day fee 


6. Other grounds for recovery 
7. Other Owner’s claims 
8. Owner’s claims against third parties 


6.22 – Avoidance of Litigation 


1. Economics in litigation 
2. Controlling litigation cost 


a. In-house resources 
b. Budgeting legal services 
c. Value of settlement 


6.23 – Alternatives to Litigation 


1. Arbitration 
a. Traditionally most common alternative 
b. More easily manipulated than litigation 


2. Mediation 
a. Non-binding 
b. Encourages cooperation and compromise 


3. Mini-trial 
a. Attorneys present cases to the two CFO’s 
b. CFO’s reach a settlement 


4. Creativity in the Resolution of Construction Disputes 







6.24 – Legal Services 


1. Most effective use of legal services are before they are needed or as soon as an issue arises 
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Chapter 27 – Risk Management

Molly Keifer

Director – Assistant Controller

The Haskell Company

Jacksonville, Florida







































27.01 – Risk Management

Business Risk & Pure Risk

Four General Categories:

Direct Property Loss

Indirect Property Loss

Liability Loss

Personnel-related Loss







































5 Step Risk Management Process

Risk Identification (Determine Contractor’s Potential Risk)

Interviews with Management

Physical Inspections

Financial Statement, Claims & Contract Analysis

Risk Analysis

Probable Maximum Loss

Maximum Possible Loss

Selection of Appropriate Treatment Techniques

Avoidance of Risk

Risk Retention 

Loss Control

Risk Transfer







































5 Step Risk Management Process

Implementation of Selected Techniques

Purchase Coverage

Organization of a Loss Control Program

Decision Not to Bid on Risky Projects

Utilization of Subcontractors instead of Self-Perform

Wording in Contract Documents

Monitoring the Results on an Ongoing Basis









































27.02 – Insurance Basics

Insurance Distribution System

Insurance Agents & Brokers



Choosing an Insurance Representative

Detail no more than 5 firms to move forward with

Request for Proposal (RFP) to identify services needed

Assemble selection team

Allow a minimum of 120 days for selection of representative

Provide background and loss history 

Detail services requested

Interview & score firms (note questions they ask and timeliness of the questions)







































Insurance Policy Structure

Typical Sections of an Insurance Contract are:

Declarations Page

Insuring Agreement

Exclusions

Definitions

General Conditions

Endorsements







































Types of Insurance

Automobile Insurance

General Liability Insurance 

Commercial General Liability (CGL)

Coverage Triggers: Occurrence & Claims-Made

Limits of Liabilities

6 Different Limits – 

General Aggregate

Products-Completed Operations Aggregate

Personal and Advertising Injury Limit

Each Occurrence Limit

Damage to Premises Rented to You Limit

Medical Expense Limit









































Types of Insurance

Policy Coverage & Restrictions

Contractual Liability

Pollution

Property Damage

Business Risk

Policy Territory

Employees as Insureds

Joint Ventures

Professional Liability

Residential Construction

Additional Insured







































Types of Insurance

Worker’s Compensation

Policy is determined by each state

Should be purchased for all states that the contractor does business in

State Insurance Fund in North Dakota, Ohio, Washington, Wyoming

Umbrella Liability – 

Designed primarily to provide coverage for catastrophic liability losses









































Risk Financing to Enhance Cash Flow

Guaranteed Cost Rating Plans

Policy is rated using an estimated exposure basis (payroll or sales)

Premium Discounts

Graduated percentage reduction based on the contractor’s premium level

Small Deductibles

At the option of the contractor, rate credits may be received in exchange for the deductible assumption

Dividend Plans

Potential return of premium to the insured contractor after policy expiration

Premium Installment Plans

Retrospective Rating Plans

Like above, but rating is at the end of the policy period











































Cash Flow Plans & Self-Insurance

Safety Groups

Group Pools 

Large Deductibles

Self-Insurance







































Chapter 27.08-27.12

Ruth Fernandez

Financial Manager

Operations Financial / Risk Management
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Builders Risk Insurance - 27.08

Coverage

Perils during construction of project



Important Exclusions



Important Conditions



Delayed Opening Coverage 







































Equipment Floaters - 27.09

Coverage

Mobile equipment used during construction



Examples



Exclusions



Endorsements or Modifications







































Property Insurance – 27.10

Coverage

Physical damage to buildings and contents caused by perils 



Covered Perils



Covered Property



Time Element Coverage







































Additional Coverage – 27.11


Aircraft & Watercraft Insurance

Valuable Papers Insurance

Accounts Receivable Insurance

Crime Insurance

Professional Liability Insurance

Directors’ & Officers’ Liability Insurance

Employment Practices Liability Insurance

Contractors Pollution Liability Insurance

Subcontractor Default Insurance

Cyber Insurance








































Wrap Up Plans – 27.12

OCIP

Owner Controlled Insurance Program

CCIP

Contractor Controlled Insurance Program



Broader coverage and higher limits of liability 

An effective loss control program

Superior claims administration

More equitable risk transfer







































17.03 – 17.04 - IT
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17.03 Software Selection Decisions

Software, never wears out. 

Old software becomes obsolete, relative to what new software can accomplish.

The true cost of changing construction management software can be substantial, especially in terms of staff time and effort.

Many companies postpone replacing an aging system for as long as possible, sometimes limping along for years with an outdated system. Others take a more proactive approach, trying to ensure that their system is keeping them ahead of (or at least not behind) their competition. The following questions should help you sort through this process.

How “old” is the current system? This is not about how long you have been using the current system, but about how old the software is. If you have recently upgraded to a new version (i.e., the same version currently sold by the vendor), then your system is new. If, however, you have run the same software for seven years and have not gotten any significant updates in that time, then your software is seven years old.













































Decision 1: Should You Buy New Software or Keep What You Have?


In general, running the same software for a long time is a good thing, as long as it meets your company’s needs. However, if your software has not changed much in the last five years or so, you may be missing out on newer functionality and could experience serious support difficulties. For example, you might find your old software does not run correctly on the latest Windows operating system. You can work around this for a while, but it will become more of a problem over time.







































Who uses the current software?

Historically, accountants were the primary users of construction management software. Project managers and upper management got their information via printed or e-mailed reports, usually produced monthly. Today’s systems should be used to provide valuable information directly to project managers, upper management, purchasing staff, and others. So, ask yourself the following questions: “Who uses our system on a regular basis? Do our project managers and others use the system? If not, why not?” Obviously, if your present system has the capacity to be useful to others in your company—but it is just not being used that way—then a new system will not help. But, if your present system is not capable of providing valuable day-to-day information that others could actually use, it may be time to consider an upgrade.







































How much work is done with spreadsheets?

One very good indicator of overall system health is the use of spreadsheets for tasks that could or should be done by management software. Since most construction companies make extensive use of spreadsheets, the question becomes whether these spreadsheets are being used to make up for deficiencies in your current software. For example, if staff members enter labor hours into a spreadsheet to track productivity information, they are probably duplicating the information being entered into payroll. What is worse is that the numbers probably will not match payroll, and your productivity analysis will not be based on what people were actually paid. Or, if you are using spreadsheets for contract status reports (WIP schedules), customer billings/invoices, job cost reporting, payroll reporting, equipment costing, or labor production analysis, then you are probably duplicating work that could be done automatically.



If you conclude that your company is overusing spreadsheets, you may not be taking full advantage of your current software’s capabilities.









































What plans exist for adopting new technologies? 

Many construction companies are facing pressure from customers or competitors to implement new technologies (e.g., electronic billing, paperless filing, mobile and Web-based computing, etc.). Other companies have decided for their own internal reasons to implement new technologies, such as document imaging. 

If your company fits one of these categories, how well does your present IT system fit into these expansion plans? Can you move forward with your present system or do you need to change systems in order to benefit from the new technologies that have been chosen? 







































How does the present IT system fit with the company’s future business plans?

Does your company anticipate significant changes in its business during the next two or three years? 

For example, will it be growing substantially? 

Entering a new line of business? 

Preparing for sale? 

If so, think about how your present management system meshes with these plans. 

Will your system help or hurt the process as these objectives are pursued?

It is important to keep in mind that it generally takes longer than you think to fully implement a new accounting and/or management system. 

Selecting and purchasing a system can take several months, depending on the process you undertake. 

And, while basic implementation usually takes several months or longer, it often takes six to twelve months for a new system to be fully implemented and for the staff to develop a reasonable comfort level.







































Implementing a new software package will inevitably require significant and numerous changes in the way people do their work. It requires a global perspective to decide whether a new system will be just as good as (or perhaps better than) the old one. Such decisions should not be delegated too far down the organization.



Most construction packages offered today allow for certain types of customization right out of the box. Many provide the ability to customize reports or screens, and many offer user-defined parameters and fields. Some vendors have even developed special methodologies for providing custom programming without altering the standard software programs. This allows the vendor to provide bug fixes and standard updates, while preserving custom functionality.









































 Decision 2: Should You Maintain Your “Customized” Software or Purchase an Entirely New Product?

Today, very few construction companies still run software that has been custom-written “from scratch.” However, many companies currently run software that started off as a package, but has been customized to the point where it can no longer be maintained by the original software vendor. Others run software packages where the original vendor no longer supports the package (e.g., the vendor went out of business or the company stopped purchasing vendor upgrades), so the software must be supported as if it had been custom-written.







































These types of solutions do not count as “customization” as used here, because they do not interfere with the vendor’s ability to support the package in the future. Customization for the purposes of this discussion means making so many changes to the program that the vendor can no longer maintain it (e.g., provide bug fixes, enhancements, support, etc.).

Some considerations. The decision to use custom software often makes a company dependent on one or two employees or outside consultants. Plus, it means that improvements are usually limited to those required to keep the program working, for the simple reason that anything else costs too much. It can also prevent upgrading to newer hardware or software, because the old software is not compatible with the new technology. Therefore, before a company decides to pursue this option, both the CEO and CFO should ask and answer the following questions:

Why can our competitors run packaged software and we can’t?

Do we really have unique requirements that our competitors don’t?

How much will it really cost to develop this system and how much will it cost to maintain it over the next five to ten years?

What guarantees do we have that the costs will be as planned and that the system will actually work?

The success rate for large custom software projects across all industries (including construction) is abysmal—less than 50 percent.







































Therefore, before a company decides to pursue this option, both the CEO and CFO should ask and answer the following questions:

Why can our competitors run packaged software and we can’t?

Do we really have unique requirements that our competitors don’t?

How much will it really cost to develop this system and how much will it cost to maintain it over the next five to ten years?

What guarantees do we have that the costs will be as planned, and that the system will actually work?









































Having decided on a new product, should you invest in generic accounting or construction-industry software?

When one has been in the construction industry a long time, as many of us have, it is easy to take for granted many of its peculiarities. For example, we are so used to dealing with retention, unions, prevailing wages, WIP schedules, T&M jobs, EEOC reports, multistate issues, layoff checks, retro pay, etc., that we might not even remember to ask whether a program handles these and all the other construction-related business issues.

It is easy for a vendor or a prospective customer to underestimate the amount of work required to turn a generic accounting program into a full-blown construction program. In most cases, it is probably best to work with an established vendor who has extensive experience with the construction industry.







































There are important differences among the different types of construction companies related to the functions that need to be incorporated within construction management software. Some of these differences are discussed below:

General Contractors

Heavy/highway Contractors



In a fixed-price job, for example, the projected cost might be calculated by dividing the total costs-to-date by the percent completed (e.g., you’ve spent $700,000 and you’re 70 percent done, so the projected cost is $1,000,000).

In a unit-price job, the projected cost might be calculated by multiplying the actual unit cost-to-date (assuming you are far enough into the work to have a reasonable value) by the estimated number of units remaining.

Change orders are also handled differently for unit-price jobs. For fixed-price jobs, each change order normally results in a dollar change to the contract. With unit-price jobs, change orders might result in a change to a unit price, a change to an estimated quantity, or a new billing item with its own unit price and quantity. For these and other reasons, billing software designed for fixed-price jobs may not work well for unit-price jobs.









































17.04 Software Selection

Construction management software has changed dramatically over the past two decades, but some of the conventional wisdom about selecting software has not kept pace. In the past, many companies hired outside consultants and developed RFPs. Today, the selection process is more informal, but many of the same questions still need to be answered.







































Establishing the need for new software.

First, it is important to know why your company is considering a new system.

Is there one overriding reason or are there several? 

One way to do this is to calculate the approximate dollar cost of not having a better system. 

For example, if project managers are spending too much time re-entering information into spreadsheets, establish a rough dollar cost per month or year (e.g., five PMs spending eight hours per month at $50 an hour equals $2,000 per month). This exercise will help quantify your company’s need for new software.







































Roles of Management and Staff

It is very important to consider the role of management and staff in the selection process and to ensure that there is an appropriate balance. Management should be focused on the “big picture” objectives of the system and should ensure that the selection process does not get bogged down in too many details.







































Important Criteria to Consider

Software functionality. Software functionality includes what the software does and how it performs the functions. This area usually receives the most attention during the software selection process and is addressed through a software demo.







































Technology: Either Too Little or Too Much

Software functionality. Software functionality includes what the software does and how it performs the functions. This area usually receives the most attention during the software selection process and is addressed through a software demo.

As with other criteria, it is important to separate out “must haves” from “like to haves.” If the “must have” list excludes too many vendors, take another look at the list to see if it can be made less restrictive.









































Specific technology questions to consider include:

Does the software use an “open” database? In other words, can other programs access data in the database?

Is the software designed for operating over a wide area network (WAN) or over the Internet?

Can users easily create their own reports and customize existing reports?

What network operating system(s) is/are needed to run the software? Does this fit with your company’s overall computer network or will it require learning a new operating system?

Does the software require special network management or database management training?

Does the solution rely on a significant amount of client software (i.e., “thick-client” vs. “thin-client” or “zero-client” Web-based solutions)? If so, are you prepared to load and support software on all users’ workstations and do the workstations support thick-client hardware requirements?













































Vendor Information

Most companies who purchase new management software are hoping for a long-term relationship with their software vendor. Therefore, it makes good sense to evaluate the vendor as well as the product.

How long have they been in business?

Are they profitable?

How many customers do they currently support?

What type of reputation do they have in the industry?

Are they growing or shrinking?

How many new systems did they sell last year?









































Vendor references. Vendor references are one of the most critical sources of information and one of the easiest to evaluate. (After all, when purchasing a new system, your hope is to become a happy, enthusiastic reference for the vendor yourself one day.) 

Ask open-ended questions. For example:

(a)  How long have they had the software?

(b)  How difficult was it to implement?

(c)  What are its most popular and least-favorite features?

(d)  How much did they spend on outside consultants during implementation?

(e)  Have they found the vendor’s staff to be knowledgeable and easy to work with?

(f)  Which modules do they use?

(g)  Is there anything they would do differently if they could?









































Cost of Software and Total Cost

Primary Costs

Depending on the size of the company and the types of software being considered, construction management software can range in cost from $2,000 to $2,000,000.

The majority of medium-sized companies (up to 1,500 employees) use management software developed specifically for the construction industry. This software is typically sold at a cost per concurrent user (the number of people using the software at any one time) and per module (accounts payable, job costing, etc). The typical cost for this software is between $4,000 and $8,000 per user.

Secondary Costs

The purchase price of the software is just one part of the total cost of implementation. Other costs include training and consulting, which are provided either by the software vendor or an outside consulting company. And, not to be overlooked is the cost of in-house staff time. Typically, secondary costs can be equal to (or greater than) the software’s purchase price. Additional costs may also be incurred when new computer hardware is required to run the software. And, this new hardware may require special outside network specialists for installation and maintenance at an additional cost, unless the existing network administrator is able to manage these tasks.

Software Maintenance Fees

Finally, vendors normally charge 15 to 25 percent per year for software maintenance. These maintenance plans normally fall into one of three categories:

(1)  Bug fixes and software updates only

(2)  Bug fixes, minor software updates, and unlimited support calls.

(3)  All-inclusive plans.







































The Economics of Computers in Construction

When considering the cost of construction software, it is useful to compare those costs to the cost of labor. After all, the reason for purchasing a new system is so that employees can do their work more productively and effectively.

Note that the consideration of Web-based systems and software as a service (SaaS) solutions dramatically changes the cost of ownership calculation. Both labor and hardware costs are dramatically reduced, making the cost of ownership decision more dependent upon the costs of ongoing software maintenance, as well as the next topic to be considered: implementation.

The decision to purchase a specific software brings the software selection process to a close. The next step is implementation.









































17.05 Software Implementation

Anna Schneider

Senior Project Accountant

Weis Builders, Inc.

Minneapolis, MN











































Step 1: Get Expert Help

Hire Outside Help (Expensive but necessary)

Don’t attempt it yourself

Hard to go back and make different decisions







































Step 2: Provide Management Support

More work need to choose either to offer overtime, reassign workloads or get temp help

Have a main conversion team

Need to think the conversion as a “job”

New Software equals $100,000 and 10% average profit margin

Need to complete $1M jobs to pay for conversion



					







































Step 3: Learn From Vendors	

Find software vendors that have developed and have outstanding records of successful conversions

Help with any questions

Easy to get a hold of 







































Step 4: Understand Major Objectives

No one likes change

Employees will get stressed very easily

Help employees see the big pictures









































Step 5: Stay After It

Not finished after you go live

Take advantage of new features and functionality

Keep learning items 







































Software Integration

17.06







































Why Choose Integration? 

Some vendors don’t give all software programs

A/R, A/P, Job Invoicing 



Need to do a cost/benefit analysis

Is it really needed?











































What Should Be Integrated? 

Can programs to be all from one place 

Easier if they are all tied together



Hard to choose to do one system to integrated if all are intertwined 







































What Are The Technical Issues?

Two ways software to be integrated

Sharing a common database (most effective)

Transferring data between applications 



Need IT expertise to determine which is better for your company

ODBC

XML

ASCII









































What Are The Practical Issues?

Data Differences

One package requires information that the other simply doesn’t share

Level of required details

Timing Issues

Keeping different systems working overtime







































Software Designed for Integration

Importing and Exporting data

Vendor supported Integration

Integration using Web Services (XML)

Biggest used







































Remote Office Operations

Online Connectivity vs Offline Data Transfer

Online Connectivity 

Dedicated wide area network (WAN)

Web-based connection utilizing standard web browser

Web Based Connectivity

Web based

Password protected

Cheaper

Some vendors have subscriptions based







































Offline Data Transfer	

Normally needs additional specialized software

Eventually needs to be downloaded to the PC 

Master database =main database / Remote only has information needed to run the remote application 

Information transferred can occur via disk, CD, email or telephone connections

Lots of limitations 
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Taxes                                                                  5% Exam


IRC Section 460:  The term “long‐term contract” means any 
contract for the manufacture, building, installation, or 
construction of property if such contract is not completed 
within the taxable year in which such contract is entered into.
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Activities of construction industry segments:
a) General and Prime contractors
b) Subcontractors
c) Home builders and residential construction
d) Developers
e) Construction Managers
f) Manufacturers
g) Shipbuilders
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Construction Industry Methods of Accounting
Versions of Percentage‐of‐Completion:
• Percentage of Completion‐Capitalized Cost (PCCM)
• Exempt‐Percentage of Completion (EPCM)
• Percentage of Completion 10‐percent Method
• Simplified Cost‐to‐Cost Method
• Look‐back Method


3 Other Common Methods:
• Cash
• Accrual
• Completed Contract Method
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Completed Contract Method
• Qualifying contractors to defer the recognition of revenue 
earned on a contract until the year the contract is completed 
• 2 Exceptions to using percentage of completion method
‐ Small contractor exception
‐ Home construction contract


• Percentage‐of‐completion method must be used for AMT 
calculations by small contractors using the CCM
• Contract is considered complete at the earlier of:
₋ 95% of contract costs incurred
₋ Final completion and acceptance of the property
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Small Construction Contractor Exception
a) Construction contracts entered into by a taxpayer who 


estimates, when entering into the contract, that the job 
will be completed within two years of the contract 
commencement date


b) Company‘s average annual gross receipts for the three tax 
years preceding the tax year in which the contract is 
entered into do not exceed the limit under IRC Sec. 448(c)


⁻ $26 million for tax years beginning in 2020
⁻ Aggregation of related parties
⁻ Annual test so contractors may move in and out of small 


contractor status
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Homebuilders and Residential Construction
• IRC Section 460(e)
• “Home construction contract” 
a) Any construction contract if 80% of the estimated total contract costs are 


reasonable expected to be attributable to activities with respect to:
⁻ Dwelling units contained in buildings containing four or fewer units
⁻ Improvements to real property directly related to such dwelling units 
and located on the site of such dwelling units


• “Residential construction contract”
a) A contract that would qualify as home construction contract if it were not 


for the limitation on the number of units requirement (4) 


• For purposes of testing home vs. residential contract, a townhouse or 
rowhouse is considered to be a separate building
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Percentage of Completion Method
• The costs used to calculate the completion factor can be derived from the cost‐
to‐cost method or the simplified cost‐to‐cost method.


• Under the cost‐to‐cost method, all direct and indirect costs that directly 
benefit a contract are compared with the direct and indirect estimated costs 
for that contract to calculate the completion factor. 


• Look‐back method compensates for timing differences resulting from the use 
of inaccurate estimates of contract costs and price.


• Direct costs include direct materials, direct labor, and subcontract expenses. 


• Many indirect costs must be considered and some additional costs, such as 
construction period interest, must be allocated to contracts.
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Exempt Contract Percentage‐of‐completion Method
• Contractors exempt under the small contractor exemption can elect to 
use EPCM


• Under the EPCM, the percentage of completion can be determined at 
the end of the tax year by using any method of cost comparison 


• When calculating the percentage of completion under the EPCM by 
comparing the work performed to estimated total work, the criteria 
used must clearly reflect the earning of income under that contract. 


• The taxpayer makes the election by using the EPCM for all long‐term 
contracts entered into during the year on the taxpayer's original tax 
return for the election year.
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Electing to Use the 10% Method
• Under IRC Sec. 460(b)(5), contractors using the PCM can elect to defer the 
recognition of gross profit under a long‐term contract if, as of the end of the 
tax year, less than 10% of the total estimated contract costs has been incurred. 


• For contracts that qualify, the gross profit can be deferred until the 10% 
threshold has been met. 


• Once made, the election applies to all contracts and can be revoked only with 
permission from the IRS.


• A separate statement is not required to be attached to the tax return to make 
this election. The taxpayer makes the election by using the 10% method for all 
long‐term contracts entered into during the year on the taxpayer's original tax 
return for the election year.
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Look‐back Method
• Requires contractors to re‐determine profit or loss on a long‐term 
contract at completion and compare it to what was previously reported
• Interest is computed on the tax differences and contractor is required to 
pay or entitled to receive
• Required for any percentage of completion method contracts
• This is not a “method” of accounting but a hypothetical determination 
of tax using the actual number, rather than the estimates used 
throughout the contract
• CCM will require AMT look‐back calculation
• Reported on Form 8697 at the corporate or individual return
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Look‐back Method ‐ Exceptions
1) De Minimis Exception


a) Contracts completed within 2 years and
b) Gross contract price lesser of $1 million or 1% taxpayer’s annual 


gross receipts for the previous 3 years
c) Mandatory exception – cannot include even if to contractor’s 


benefit
2) Election to exclude contracts which cumulative taxable income for not 


vary by more than 10% for each tax year of the contract
a) Election made with tax return for first year election is to apply and 


will apply to all subsequent years
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Look‐back Method ‐ SMIM
• Simplified Marginal Impact Method used by passthrough entities which 
are not closely held and may be elected by other taxpayers.
• Closely held partnership is 50% or more of entity is owned directly or 
indirectly by 5 or fewer persons
• Simplification comes into play by applying the highest income tax rates 
under the regular and AMT regimes to the difference calculated under 
the same hypothetical re‐calculations
• Overpayment ceiling equal to the total federal income tax liability for a 
tax year will apply (cannot create a net operating loss for a period)
• Election is made with the tax return for the first year the method will be 
applied and applies to all subsequent tax years
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Look‐back Interest Treatment
• Look‐back interest is income tax for purposes of penalties and interest
• Interest received is considered taxable income
• Interest paid is treated as interest expense
a) Corporations can deduct on return
b) For individuals, including passthrough entities using SMIM, interest is 


considered personal interest expense – no deduction
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Other tax considerations:
• Cost allocations and 263A
• Non‐long‐term contract activities
• Travel and per diems
• Severing and aggregating contracts
• Alternative Minimum Tax (AMT)
•Mid‐contract change in taxpayer
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Depreciation Considerations
• MACRS – Modified Accelerated Cost Recovery System


• Nonresidential real property 39 year life (straight line)
• Residential rental property 27.5 year life  (straight line)
• Land improvements 15 year life  (150% declining balance)


• Tangible personal property used in a trade or business 5 or 7 year life (200% 
declining balance)


• Additional first year depreciation (Bonus depreciation) 
• Section 179 election
• Earned income requirement
• Taxable income requirement at business level
• Placed in service qualifying property limitation
• Maximum deduction limitation
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Other Tax Strategies and Provisions
• Cost Segregation Studies
• Sec. 179D Energy Efficient Commercial Buildings Tax 
Deduction
• Tangible Property Regulations
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ASC 606 CASE STUDY: Revenue Recognition- Long-Term Construction Contracts    

                        

Introduction



Accounting Standards Codification 606: ASU 2014-09 Revenue from Contracts with Customers, was developed as a result of a joint effort by the US Financial Accounting Standards and International Financial Reporting Standards Boards. This resulted in the passage of a single, worldwide revenue recognition reporting model. Prior to ASC 606 (Topic 605), there were many more than 100 different reporting models, with each commonly being tailored to industry specific needs, which included construction. Interestingly, ASC 606 resulted in a principles-based standard, which is consistent with the International Financial Reporting Standard (IFRS) philosophical approach to financial accounting reporting and contrary to the of the traditional US rules-based methodology. A principles-based approach involves extensive use of judgements and assumptions in the financial reporting process, whereas a rules-based approach limits the use of subjectivity. The result of ASC 606 is that many issues under this standard will not be objectively based, resulting in the likelihood that several potentially acceptable answers will exist in cases of identical fact patterns. This is the real-world applicability of ASC 606 and IFRS, and something that the CCIFP candidate should understand and appreciate. However, in the goal of making this case suitable, the use judgements and multiple answer solutions has been significantly minimized, but not entirely eliminated.



This case study covers Accounting Standards Codification (ASC) 606: ASU 2014-09 Revenue from Contracts with Customers. It has been specifically designed to review a host of construction industry accounting applications with the goal of serving as an effective supplemental review guide for the CCIFP examination. The case study has been divided based on the degree of difficulty, and consists of 2 parts, as follows:

1-Question 1-4 are basic questions. Every candidate should possess a high level of understanding and expertise of this material. These questions will require extensive computations and as such, are quantitative in nature.

2-Questions 5-6 are intermediate questions. These are more difficult questions, and specifically address changes made by ASC 606.These questions will require computational/quantitative as well as qualitative type solutions.



Also provided in this case study are appendices, as follows:

APPENDIX 1:ASC 606: Revenue from Contracts with Customers: Summary of the Five Steps. 

APPENDIX 2: Supplemental ASC 606 Materials.



Please note that the CCIFP topical coverage under revenue recognition, which accounts for 25% of the exam, includes all of the topics presented in this comprehensive case study. As such, the candidate should expect that each of the materials covered in this case study will be tested. ASC 606 is a challenging, comprehensive standard and will thus require a sufficient time commitment on the part of the candidate to obtain an adequate understanding of this subject matter. Finally, this case study should be used as a supplementary study guide and not as a replacement to other necessary CCIFP study materials.





COMPREHENSIVE CASE STUDY: ASC 606-Revenue from Contracts with Customers



Case Facts

On July 1, 2019, PH Contracting Inc. (the Company) signed a contract to construct a 5,000 square foot commercial building for its owner, XYZ Realty Inc. for a fixed price of $ 5,000,000. The construction of the building is estimated to last 18 months and expected to be completed in February 2021. The company has previously performed several projects for XYZ Realty Inc. and has successfully completed many similar type long-term construction projects in the past. At the inception of the contract, the company estimated a total project construction cost of $4,400,000, resulting in an estimated gross profit amount of $600,000. This estimate did not change on December 31, 2019.



Additional facts (to be used for questions 1-4):

1- PH Contracting Inc.  began the construction of the building on July 11, 2019, and satisfactorily completed the building on February 15, 2021.

2- Table 1 below provides the relevant cost and square footage project data, as well as accounts receivable billed and collections for the 2019, 2020, and 2021 calendar periods.

3- For simplicity purposes, assume that this is the company’s only job in process in 2019, 2020 and 2021, and further, had no jobs in progress as of the beginning of the period, January 1, 2019.

4- The contract requires the owner to withhold a 10% retainage amount on accounts receivable billed. This amount will be paid to the company upon the satisfactory completion of the job.



Additional information to be used for question 5 only.

5- On August 12, 2020, there was an approved change order for $40,000 for an upgrade of some bathroom parts. The cost to the company for this change order was $32,000 and it was completed in 2020.



Additional information to be used for question 6 only.

6- On September 21, 2020, the owner requested an upgrade for a number of items in the   kitchen. The scope of the work was agreed upon, but the price of this additional work was not settled. The cost to the company for this unapproved change order was $50,000. 



The following represents previous historical price adjustments with XYZ Realty with respect to unapproved change orders:

Historical experience: Unapproved change orders

Amount collected              Probability

Nothing                                   10%

Cost                                         30%

Cost plus 20%                         60%

Total                                      100%









TABLE 1:                                          PH Contracting Inc.

Cost-Input and Production Output Data

                                                                         plus

                                     Accounts Receivable Billed and Collection Data

                                                                     (In US $)



                                                                                       2019           2020            2021      Totals

Construction costs incurred during the year              1,400,000     2,535,000   575,000   4,510,000  

Estimated costs to complete the project                     3,000,000      565.000.        0

Total estimated cost of the project: end of year         4,400,000    4,500,000.      N/A

General and administrative expenses                            200,000       200,000    200,000



Square footage completed during the year                 1,500.          2,800              700         5,000     



Other information

Amount Billed                                                         1,600,000    2,700,000       700,000   5,000,000

Amount collected                                                    1,400,000    2,400,000    1,200,000   5,000,000               

                                                                                             



Required Questions



Basic: Questions 1, 2, 3 and 4 are based ONLY on parts 1-4 of the facts.



1-Compute the revenue recognized for calendar periods 2019 and 2020 assuming revenue is earned under: 

A) The cost-to-cost-input method

B) The square footage output method



2-What is the balance in the accounts receivable account on December 31, 2019 and 2020?

How much of this amount is retainage?



3-As of A) December 31, 2019, B) December 31, 2020, is there an asset or liability account balance for: costs and recognized profit in excess of billings or billings in excess of costs and recognized profit? What is the amount? (Assume the cost-to-cost input method).

                                                                                                  December 31,      2019        2020

Costs and recognized profit to date

Less: Billings to date

A) Current asset: Costs and recognize profit in excess of billings

B) Current liability: Billings in excess of costs and recognized profit





4- Revenue recognition at a single point in time (formerly completed contract method) scenario.



Question: Using facts 1-4 above, fill in the partial income statements below for 2019,2020, and 2021 assuming that revenue is earned at a single point in time method (formerly called the completed contract method) to account for revenue recognition?



                                                PH Contracting Inc.

                                                Statement of Income 

                                 For the Years Ending December 31, 2019        2020               2021          





Contract Revenues Earned                                         ?                             ?                ?                                              

Cost of Revenues Earned                                           ?                             ?                ?                                                                                                                                            

      Gross Margin                                                                                        

                                      

General and Administrative Expenses                200,000                 200,000       200,000

Income (Loss)Before Income Tax                            ?                            ?                  ?                                                                                      









Intermediate: Questions 5 is based on the additional facts of number 5.



5-A. Is the approved change order for the upgrade of the bathroom parts considered a separate performance obligation or a modification to the original performance obligation?



B. What effect does this approved change order for $40,000 have on transactions price and revenue amount in 2020?





Intermediate: Questions 6 is based on the additional facts of number 6.



6. What is the effect of the unapproved change order on the transactions price in 2020 under the following situations?  

A) The most likely method

B) The expected value method







RECOMMENDED SOLUTIONS



Required Questions



Question 1,2,3, and 4 are based ONLY on parts 1-4 of the facts.



1-Compute the revenue recognized for calendar periods 2019 and 2020 assuming revenue is earned under: 



Note= Transactions price =contract amount of $5,000,0000



A) The cost-to-cost-input method



Revenue in year Y=revenue to date-revenue in prior periods

Revenue to date=cost to date/estimated total project cost X transactions price



Revenue 2019= 1,400,000/4,400,000 x 5,000,000= 1,590,909 - 0 = $ 1,590,909



Revenue 2020=3,935,000/4,500,000 x 5,000,000= 4,372,222-1,590,909== $ 2,781,313

    Cost to date= (1,400,000 + 2,535,000= 3,935,000)                                  



B) The square footage output method



Revenue in year Y=revenue to date-revenue in prior periods                                                     Revenue to date=Output to date /total output -revenue in previous periods

      Square footage=output metric: 5, 000 total square feet



    Revenue 2019=1,500/5,000 x 5,000,000   =   1,500,000- 0 = $1,500,000



    Revenue 2020=1,500 + 2,800= 4,300/5,000=4,300,000-1,500,000= $ 2,800,000







2- What is the balance in the accounts receivable account on December 31, 2019 and 2020?

How much of this amount is retainage?



Accounts receivable balance equals: Amount billed to date less collections to date



December 31, 2019 =$ 1,600,000-1,400,000= $200,000 (of which $160,000 is retainage)

December 31, 2020 =$ 4,300,000-3,800,000= $500,000 (of which $430,000 is retainage)



Retainage computation=10% of amount billed to date

December 31, 2019 =10% of billed to date amount= $160,000

December 31, 2020 =10% of billed to date amount= $430,000





3- As of A) December 31, 2019, B) December 31, 2020, is there an asset or liability account balance for: costs and recognized profit in excess of billings or billings in excess of costs and recognized profit? What is the amount? (Assume the cost-to-cost input method).



Costs and recognized profit to date

Less: Billings to date

A) Current asset: Costs and recognize profit in excess of billings: if positive figure

B) Current liability: Billings in excess of costs and recognized profit; if negative figure



A) On December 31, 2019

Costs and recognized profit to date                                    $ 1,590,909

Less: Billings to date                                                             1,600,000

Billings in excess of costs and recognized profit                         9,091



This is reflected as a current liability on the balance sheet





B) December 31, 2020

Costs and recognized profit to date                                    $ 4,372,222

Less: Billings to date                                                             4,300,000

Costs and recognized profit in excess of billings                       72,222



This is reflected as a current asset on the balance sheet







4- Revenue recognition at a single point in time (formerly completed contract method) scenario.



Question: Using facts 1-4 above, fill in the partial income statements below for 2019,2020, and 2021 assuming that revenue is earned at a single point in time method (formerly called the completed contract method) to account for revenue recognition?



                                                PH Contracting Inc.

                                                Statement of Income 

                                 For the Years Ending December 31, 2019        2020               2021          





Contract Revenues Earned                                         ?                             ?                ?                                              

Cost of Revenues Earned                                           ?                             ?                ?                                                                                                                                            

      Gross Margin                                                                                        

                                      

General and Administrative Expenses                200,000                 200,000       200,000

Income (Loss)Before Income Tax                            ?                            ?                  ?                                                                                      





ANSWER

                                               PH Contracting Inc.

                                                Statement of Income 

                                 For the Years Ending December 31, 2019        2020               2021          





Contract Revenues Earned                                         0                           0            5,000,000                                            

Cost of Revenues Earned                                           0                           0          (4,510,000)                                                                                                                                           

      Gross Margin                                                       0                           0              490,000                                              

                                      

General and Administrative Expenses              (200,000)              (200,000)       (200,000)

Operating Income (Loss)                                  (200,000)              (200,000)        290,000                                                                                  

 



Note-A loss is created in all years prior to the completion of the project as the company has incurred general and administrative expenses.







For Question 5: Assume that this question is based on the facts presented in number 5.



5-A. Is the approved change order for the upgrade of the bathroom parts considered a separate performance obligation or a modification to the original performance obligation?



B. What effect does this approved change order for $40,000 have on transactions price and revenue amount in 2020? 







ANSWER

A-Step 2 of ASC 606 states: identify the performance obligation(s). A performance obligation is a seller’s contractual obligation to transfer distinct goods and / or services to a buyer. 



To qualify as a separate performance obligation (i.e., new, additional performance obligation), a change order must satisfy the following 2 requirements:
1- The change order is distinct. This means that the change order is: A) capable of being district, and, B) is also district in the context of the contract, and, 

2-The selling price/additional transactions price of the contract equals the standalone price of the change order.



Answer: Clearly, an upgrade to the bathroom is not a separate performance obligation as this is not distinct. Rather, it is a modification to the existing contract and existing performance obligation. In this case, we (still) have a single performance obligation as the contract calls for the construction of a 5,000 square foot building.



On the other hand, a change order requiring the construction of a 1,000 square foot parking garage to accommodate the autos driven to the building would be qualify as a distinct project and a new performance obligation. This project is district from the performance obligation of the construction of the building, and assuming its contract price is equal to its standalone price, this would represent a new, additional performance obligation



B- What effect does the approved change order for $40,000 have on transactions price and revenue amount in 2020?



1-There change order will result in an increase in transactions price of $40,000.



2- Change order(s) will result in an increase in revenue in the period(s) the change order is being performed. In this situation, the change order is fully performed in 2020.This will result in additional revenue of $ 40,000 in 2020.

                                                

                                                        

For Question 6: Assume that this question is based on the facts presented in number 6.



6- What is the effect of the unapproved change order on the transactions price in 2020 under the following situations?  

A) The most likely method

B) The expected value method



 ASC 606 Step 3 states: Determine the Transactions Price. The transaction price is the amount of consideration to which the entity expects to be entitled in exchange for transferring promised goods and/or services to a customer. This amount will be adjusted by variable consideration.



Variable consideration is an uncertainty surrounding the transactions price. This uncertainty will ultimately be realized/settled by the occurrence or non-occurrence of some future event. Common construction industry examples of variable consideration include:

1-Liquidating damages for late completion (contractual and will decrease transactions price).

2-Bonus provisions for early completion, or for meeting quality performance or cost limit measures /standards (contractual and will increase transactions price).

3-Claims vs the owner which includes unapproved change orders (non-contractual and will increase transactions price).

4-Claims by the owner and/ or others, such as subcontractor vs contractor (non-contractual and will decrease transactions price).



Note: An approved change order is not classified as variable consideration because the scope and price of the work are both negotiated and agreed upon. Thus, there is no uncertainty as to the transactions price.



Under ASC 606, the entity must factor the effect of variable consideration into the transaction price (and as such, revenue recognition) by the use of either the most likely or expected value method. The method chosen should be based on which is a better predictor of the ultimate variable consideration amount which will be realized.  Once the appropriate method is applied, the variable consideration computed amount must then be reduced by a probable significant reversal that may occur when the event causing the variable consideration is ultimately settled (called a constraint).



The standard on variable consideration specifically states: Variable consideration will be included in the transaction price only to the extent that it is probable that a significant reversal will not occur when the uncertainty is subsequently resolved.



NOTE: The assessment of the constraint is beyond the scope of this case study. However, this application involves a great deal of judgement and a single answer under the exact same fact pattern will rarely exist. This is the principles-based approach inherent in ASC 606 (and IFRS vs rules-based US GAAP).

Under previous revenue recognition guidance, Topic 605, variable consideration was not factored into the transaction price/revenue until the settlement of the uncertainty occurred. This was a rules-based, objective approach to financial reporting.



What is the effect of the unapproved change order on the transactions price in 2020 under the following situations?  

A) The most likely method

B) The expected value method





ANSWER:



The transactions price will increase in 2020 by:

A) The most likely method

50,000 plus 20%= $60,000 as this is the most likely variable consideration amount (at 60% probability).







B) The expected value method

= Sum of Weighted average of each occurrence



= .10 x 0         =     0

= .60 x 60,000= 36,000

+ .30 x 50,000= 15,000

Answer              51,000





There is no constraint (no reversal) on this variable consideration total/amount as there is nothing in the facts indicating a probable significant revenue reversal when this unapproved change order is ultimately settled.











PLEASE NOTE: APPENDICES 1 and 2 follow.

APPENDIX 1:ASC 606: Revenue from Contracts with Customers: Summary of the Five Steps. 

APPENDIX 2: Supplemental ASC 606 Materials









APPENDIX 1: ASC 606: Revenue from Contracts with Customers: Summary of the Five Steps. 



The core principle of Topic ASC 606 is that an entity should recognize revenue to depict the transfer of control of goods and/or services to customers in an amount that reflects the consideration to which the entity expects to be entitled for those goods and/or services. ASC 606 requires the application of five steps in the accounting for revenue recognition, as follows:



Step 1- Identify the contract with the customers.

The contract may be oral or written (usually written for construction contracts), implied or explicit. It should clearly define each party’s obligations and responsibilities, the contract price, must have commercial substance, and payment must be probable (greater than 75%).

-Seller’s performance obligations must be defined clearly and must be achievable

-Buyer’s responsibility for payment must be clearly identified and payment must be probable.



Note: Combining more than one contract: ASC 606 requires the entity to combine two or more contracts entered at or near the same time with the same customer, if one of the three conditions are met:

1-The contracts are negotiated as a single bundle or package with a single business objective.

2-The consideration to be paid for one contract is dependent on another contract(s).

Or

3- Promised goods or services in the contract represent a single performance obligation.



Step 2-Identify performance obligations in the contract.

A performance obligation in the seller’s contractual obligation to transfer distinct goods and / or services to a buyer. Each contract will have at least one performance obligation, and each performance obligation will be treated as a separate contract. (i.e., each performance obligation follows steps 1-5 individually).



To be a separate performance obligation, it must:

Be district, meaning: 1- it must be capable of being distinct, and 2-must be distinct in the context of the contract.

Example-The construction of a building requires many parts, each of which is capable of being distinct. However, the contract calls for the construction of a building, which creates one single performance obligation. 



Step 3-Determine the transactions price.

The transaction price is the amount of consideration to which the entity expects to be entitled in exchange for transferring promised goods and/or services to a customer. 

For construction contracts: this will equal the contract price + or – variable consideration.



Methods available to compute variable consideration:
1-Most -likely

2-Expected value



Constraint to be applied reducing variable consideration amount:

Variable consideration will be included in the transaction price only to the extent that it is probable that a significant reversal will not occur when the uncertainty is subsequently resolved.



Step 4-Allocate the transactions price to each performance obligation.

This is the most basic, uncomplicated, straight-forward step as:

1-Most construction contracts will have 1 single performance obligation.

Or 

2-Even in the case of more than a single performance obligation, such as an additional performance obligation resulting from a change order, each performance obligation has its own associated transaction price. As such, an allocation of the transaction price to each performance obligation is usually not necessary.



In the usual situation where a change order is a modification to the original performance obligation, the transactions price is increased by this additional consideration (there is still one performance obligation). 



Step 5-Recognize revenue when (or as) the entity satisfies a performance obligation.

With very few exceptions, long-term construction contracts are required to recognize revenue over a period of time (or as the entity satisfies a performance obligation). This was previously was called the percentage of completion method.

The two methods to recognize revenue over time are:
1-Input method -revenue is based on an input measures, such as the cost-to-cost method. This is the most widely utilized long-term construction revenue recognition method, and, 

2-Output method -revenue is based on an output measure, such as units completed, or miles of roads completed. This is not a widely used approach, as a straight-line completion output basis is quite rare in the construction industry. 



When the entity satisfies a performance obligation was previously called the completed contract method. This approach is used infrequently in long-term construction contracts, but is required 

when an entity cannot reasonably estimate the cost of a project and when a loss on a project is estimated. 













APPENDIX 2: Supplemental ASC 606 Materials



1-Costs which do not contribute to performance are treated as selling and administrative expenses. This includes items such as wasted materials not factored into the estimated costs, unreimbursed bonding and mobilization costs, and legal fees to finalize the contract.

2-Uninstalled material costs when input method is utilized (three cases):

Case A: Distinct uninstalled materials: Treat as a cost incurred to date (proportional performance, proportional revenue recognition).

Case B: Non -distinct uninstalled materials and no passage of control (i.e., not delivered to work site): Treat as an inventory-balance sheet asset account for the contractor. Not included as construction cost. (No performance, no revenue recognition).

Case C: Non-district uninstalled material costs, which:1-pass control to the owner, 2-whose cost is significant relative to the total expected costs to completely satisfy the performance obligation, and 3-the entity procures the good from a third party and is not significantly involved in designing and manufacturing the good, then: Adjust revenue to include only the extent of the cost incurred on these materials (performance is not proportionate, non-proportionate revenue recognition. Revenue/performance equals only to extent of material costs incurred).

3-A contract asset requires future performance on the part of the contractor, while a non-contract asset is one which is based solely on the passage of time. Accounts Receivable are non-contract assets, but Retainage Receivable is questionable as to its proper asset classification.

4-Cost of acquiring or fulfilling a contract is considered a contract asset if the cost is:                  1- incremental, and, 2- is reimbursable either directly from the owner (explicitly) or through margin (implicitly).  As an example, if a bond or mobilization cost (from 1 above) is reimbursable by the owner, then this represents a contract asset account and subsequent construction cost, as opposed to a general and administrative expense.

5-Retainage payable is a current liability which represents amounts due to sub-contractors.

6-Changes in estimates (i.e., changes in estimated total project cost, changes in variable consideration amounts) will result in a change in revenue on a cumulative catch-up adjustment basis, in the period change.

7- Disclosures under ASC 606:  Revenue from Contracts with Customers.

There are voluminous disclosure requirements that the candidate should review and understand. 

The objective of the disclosure requirements is to allow the user to understand the nature, timing, amount, and uncertainty of revenue and cash flows that result from revenue from contracts with customers.

Some of the more fundamental required disclosure (non-inclusive) include:

1- Disaggregation of revenue.

2- Information about performance obligations-i.e.  transactions price, type of contract, length of contract, customer, location of contracts.

3- Concentrations-i.e., suppliers, customers.

4- Backlog of performance obligations (jobs in progress).

5- Revenue recognition methods (input -cost-to-cost vs output).

6- Contract balances and changes thereto during the period relating to: contract assets and contract liabilities.

7- Accounts receivable and changes during the period.

8- Judgements made affecting the contracts (i.e.  judgements about variable consideration, classification of retainage receivables).

9- Changes in estimates, if material. 

10- Amortization methods for costs of acquiring and fulfilling the contract.

11- Practical expedients, if chosen.

12- Impairment to contract asset accounts.
































































[bookmark: _GoBack]Chapter 27 – Risk Management & Insurance

· Risks:

· Business Risk – Involves the inherent chance for profit or loss associated with any business endeavor.

· Pure Risk – Or insurable risk involves only a chance for loss and no chance for profit.



5 Step Risk Management Process:



· The risk identification step is probably the most important since an unidentified risk is often improperly treated.  Identifying risks through interviews, physical observation, and detailed analysis must be used to reveal a contractor’s potential risk.



· Risk analysis involves the measurement of loss frequency (the probability of a loss-causing event) and loss severity (the potential consequences of such an event).  Two helpful measures of loss severity are probably maximum loss and maximum possible loss.

· Probable maximum loss is the largest probably dollar amount of loss that could arise from a particular occurrence.

· Maximum possible loss is the estimated amount of a loss occurrence on a worst-case basis.



· Techniques to handle risks include:

· Avoidance of Risk

· Risk Retention

· Loss Control

· Risk Transfer



· Implementation of Selected Techniques:

· Purchase Coverage

· Organization of a Loss Control Program

· Decision Not to Bid on Risky Projects

· Utilization of Subcontractors instead of Self-Perform

· Wording in Contract Documents



· Types of Insurance – 

· Automobile Insurance

· Liability Coverage

· Physical Damage Insurance

· General Liability Insurance

· Commercial General Liability Insurance (CGL) - Protects the contractor against third-party bodily injury and property damage liability claims arising:

· On Contractor’s premises

· From Contractor’s operations in progress, products, or completed operations

· From actions of independent contractors

· Coverage Triggers:

· Occurrence Trigger – Insurance policy in effect at the time a covered bodily injury or property damage loss occurs responds to that loss, regardless of when the contractor learns about the occurrence or when a claim is file against the Contractor. (Example on Page 27-18)

· Biggest advantage of Occurrence CGL insurance to a construction company is the reduced potential coverage gaps when renewing or replacing policies.

· Biggest disadvantage of Occurrence CGL insurance is because claims are paid from past policies, the limits of liability may be inadequate due to current social policy and inflation.

· Claims-Made Triggers – Insurance policy in effect when the claim is made against the insured takes on the claim.

· Very rarely used.

· It is the norm for employment practices liability, professional liability, and often, environmental liability insurance policies.



· Limits of Liability – 6 Different Types:

· General Aggregate

· Products-Completed Operations Aggregate

· Personal and Advertising Injury Limit

· Each Occurrence Limit

· Damage to Premises Rented to You Limit

· Medical Expense Limit

· Example on Page 27-20



· Policy Coverage & Restrictions

· Usually NOT covered in CGL policies & must be acquired separately

· Contractual Liability

· Pollution

· Property Damage

· Business Risk

· Policy Territory

· Employees as Insureds

· Joint Ventures

· Professional Liability

· Residential Construction

· Additional Insured



· Worker’s Compensation 

· Each state has developed its own workers’ compensation law to provide specific benefits to employees who become injured or ill during employment.  Employees are entitled to benefits regardless of fault.

· Workers’ compensation in North Dakota, Ohio, Washington, and Wyoming is available only through a state insurance fund.



· Umbrella Liability – Designed primarily to provide coverage for catastrophic liability losses.

· Most cover personal injury liability, property damage liability and advertising liability

· The book details the coverage considerations and appropriate limits of liability a construction company should consider.

· 

· Risk Financing to Enhance Cash Flow – 

· Traditionally insurance companies held reserves paid by the companies and benefited from increased cash flow (receiving funds from companies and benefiting from lag in settlement of claim).  Recently though, insureds have found ways to capture the benefits from the cash flow through cash flow risk financing plans.

· Types:

· Guaranteed Cost Rating Plans – Policy is rated using an estimated exposure basis (payroll or sales)

· Premium Discounts – Graduated percentage reduction based on the contractor’s premium level.

· Small Deductibles – At the option of the contractor, rate credits may be received in exchange for the deductible assumption.

· Dividend Plans – Potential return of premium to the insured contractor after policy expiration.

· Premium Installment Plans – Premium is paid in installments.

· Retrospective Rating Plans – Rating is done at the end of the policy period based on actual loss experience during the period.



· Cash Flow Plans & Self-Insurance – 

· Safety Groups – Small to medium sized firms pool their exposure to spread risk.

· Group Pools – Not-for-profit, unincorporated association that combines and assumes the covered loss exposures of its members.  The pooling approach involves charging each participating member a premium based on their individual loss exposures and creating a fund from these premiums.  Covered losses and expenses are paid out of these pool funds.

· Large Deductibles – Contractor typically ends up paying a significant portion of its own losses.  Unlike pure self-insurance, however, the contractor will benefit of insurer-provided services and likely an aggregate limit.

· Self-Insurance – Retain the risk rather than insure it.

· Captive Insurance – Insurance subsidiary owned by an individual organization or number of organizations primarily established to insure the loss exposures of the owners.  
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Developing & Maintaining
a Sound Base Pay Program
Reference Material Chapter 25 from “The Book”


Compensation Program


Should achieve 3 objectives


• Assist in the attraction & hiring of  the most 


qualified professionals


• Direct employee effort towards the company’s 


strategic objectives/goals


• Development & retention of  a qualified 


workforce







Three Parts of a Compensation 
Program


• Employee Benefits: Examples are health insurance, 
life insurance, and retirement


• Base Pay: Pay that appears in an employee’s paycheck 
each pay period and to which all riders (FICA, Medicare, 
Workman’s Comp etc.) are attached.


• Variable Pay: Cash compensation that varies in amount 
and timing. Examples include quarterly/annual bonuses, 
amounts paid associated with achievements, goals. 







Base Pay Objectives


• Establishes fairness in pay among job positions


Consistency in hiring, promoting, pay


• Ensures competitive pay rates


• Helps direct work activity toward company goals


• Helps to control payroll costs


• Complies with laws & regulations


• Effective & Efficient







Establishes Fairness
- Internal Equity: established by treating 


employees with dignity and consistency. Pay 
is adequate/consistent relative to skill 
levels, degree of effort, scope of 
responsibility, general conditions of work 
environment. 


Ensures Competitive Pay
- External Equity: comparison of pay within 
the company and with jobs outside the 
company; known as market rate or market 
value.


Directs Work Activity
Accomplished by merit & incentive pay.
- Merit pay helps direct individual 
performance.
- Incentive pay helps direct group 
performance.


Controls Payroll Costs
- Usually the biggest overhead cost. 


Complies w/ Laws & Regulations
- Payroll is usually one of the higher regulated 


areas. 


Achieves Effectiveness & Efficiency
Support functions like accounting and human 
resources exist to make doing the job of 
construction easier. Common mistake is 
making processes complicated and difficult to 
administer. 







Vocabulary


Wage Structure: Includes Job Families, Pay Grades, Min/Mid/Max wages


Job Families: Jobs that function in a similar capacity.


Pay Grades: Refers to all jobs that are of  similar “worth”/(monetary value) and content. Each pay 
grade has a minimum, mid-point, maximum. Can combine jobs that have different functions but 
similar worth. 


Minimum: Lowest base pay. Those paid below the min. are referred to as green circled.


Mid-point: Pivotal in establishing wage ranges and measuring structure distortion. 


Maximum: Highest pay. Those paid above the max are referred to as red circled.


Green circled: Paid below min. pay range; impairs equity & leads to higher turn over. 


Red circled: Paid above max. pay range: add questionable costs to payroll, put pressure on wage 
increases & can affect perceptions of  fair practices. 







Developing a Wage Structure


Identify& 
Analyze 


Jobs & Job 
Content


Describing 
Each Job’s 
Principal 
Features


Building a 
Job 


Hierarchy


Collecting 
Job Wage 


Information


Assigning 
Pay Rates & 
Pay Ranges







Identify & 
Analyze


Jobs & Job 


Content


Resources: Dictionary of  
Occupational Titles (DOT)


Occupational Information 
Network (ONET)


Describing 
Each Job’s 
Principal 
Features


4 Whys


1. Useful in creating Job Hierarchy


2. Assign appropriate base pay & ranges


3. Communicating Job Expectations


4. Ensure Compliance w/Laws & 
Regulations


Building a 
Job 


Hierarchy


Resources: Bureau of  Labor Statics (BLS)


Securities & Exchange Commission (SEC)


Associate General Contractors of  
America(AGC)


Associated Builders & Contractors (ABC)


National Society of  Professional Engineers 
(NSPE)


Consulting Engineers Council


Collecting 
Job Wage 


Information
Wage Committee – Sr. Mgmt


Establishes pay philosophy, 
guidelines, & pay procedures


Assigning 
Pay Rates & 
Pay Ranges


Establish Midpoints


Determine Max & Mins


Calculate Spreads


Address Spread Overlaps


Smoothing Pay Grades







Formulas
Calculating Spreads – need your mid point & spread


A. Minimum = (2 x $) / 2.%


B. Maximum = 1.% x Minimum
$  = Mid Point
% = Spread







Smoothing Pay Grades
Why?


To preserve internal equity & facilitate reasonable grade overlaps. Plot 
midpoints on a graph, connect with straight lines.


How?


A. Plot midpoints on graph paper in pay grade order.


B. Draw a straight line through each point.


Analyze the plotted line of  midpoints and adjust to create a gradual 
progression. Omit any high-level wages.







Shaping a Misshapen Structure
Compare actual wages to the smoothed wage structure. This will 
probably show some below and above (green or red circled). 


Green think GO – accelerate increase


Red think STOP – slow down acceleration


1. Analyze out of  range wages – Have these jobs been properly 
identified and placed in proper pay grade?


2. Address wages clearly out of  range. Gradual alignment, develop a 
schedule of  alignment with impacted employee. 







When, How, and What Is Compensation Given
Timing & Frequency of Pay Adjustments
Pay Periods (Davis Bacon Act and/or other State laws/requirements)
Basis for Starting Pay & Granting Increases


Starting Pay – new hires experience/qualifications worth
Cost of Living Increase – set amount paid to all
Blanket Increase – set amount/percent within a classification
Longevity Increase – based on length of time employed – 3, 5, 10, 15 yrs
Merit Increase – pay-for-performance philosophy. Most ambiguous
Promotions (or demotions) – higher/lower grades


Maintaining New Wage Structure
Variable Pay







The End








TEACHING NOTES: ACCT – 01 BUSINESS ETHICS PROGRAM


1992 Arthur Andersen & Co, SC. All rights reserved. Page 1 of 2


Rusty and Dusty Slow Movers


What Are the Relevant Facts?


1. The company has purchased and repossessed farm
equipment that it will have difficulty reselling.


2. Much of this inventory is overvalued and turns
over slowly.


3. It is a difficult task to try to unload this inventory
profitably.


4. Art does not want to write-down a significant
portion of this inventory, even though it has been
on the books for years. Moreover, Art has implied
that he wants Penny to help him hide the problem
from the auditors.


5. Penny is attempting to straighten out the books.


What Are the Ethical Issues?


1. Should Penny put through a market value
adjustment for the inventory in spite of Art’s
comments?


2. Should Penny compute what the write-down
would be, just for Art’s information?


3. To what extent can she expect Rhonda and Ron’s
support?


4. How is fair market value determined during
recessionary times?


5. Does Penny have a responsibility to take formal
action?


6. Is it ethical for Penny to mislead auditors if it is to
the company’s long-term advantage?


Who Are the Primary Stakeholders?


• Penny
• Rhonda
• Ron
• Art
• Stockholders
• Sales staff
• Shipping and Receiving personnel
• Customers
• Auditors


What Are the Possible Alternatives?


1. An inventory control system could be established
to flag inventory when it is “x” number of days
old.


2. Sales staff could be paid significantly more
commission for selling these items.


3. Penny can price out the inventory at full cost,
while hoping that the auditors do not uncover this
problem.


4. Penny can attempt to compromise with Art and the
auditors by writing off a modest though
incomplete portion of the inventory this year and
saving the major adjustments for the next year.


5. Penny can talk to the auditors when they arrive.


6. Penny could talk to Art and ask him specifically
what he wants her to do and if he wants her to lie.
She could also express her concerns about these
practices.


7. Penny can follow Art’s request as she has
interpreted it.


What Are the Ethics of the Alternatives?


1. Would better checks on the inventory (such as a
computerized inventory control) necessarily
pinpoint when items lose their market value?


2. Why should the sales staff benefit with higher
commissions from slow-moving items and not the
rest of the firm who are also going out of their way
to get rid of the stuff?


3. Would Art’s practices be justifiable if one or two
hard-to-sell items were sold each quarter?


4. Can Art justify his practices based on overall need
for the firm to appear healthy to customers?


5. Does Penny have an obligation to disclose her
company’s questionable practices to outside
entities?


6. Does Art have a right to expect loyalty from his
employees?


What Are the Practical Constraints?


1. At some point, excess inventory will be seen as
taking up too much space and will be dumped.


2. There is always some inventory that moves more
slowly than others.


3. It is difficult to expect the president to “take a hit”
or write down significant amounts of assets in one
year, especially during an economic downturn.
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4. The auditors will check the large-ticket items and
find that they are not turning over quick enough.


5. Penny cannot press Art on this issue since she is a
new employee.


What Actions Should Be Taken?


1. What actions should Penny take?


2. Which alternatives would you choose if you were
in her shoes and why?
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Don’t Play Games!


Topic: Fraud in Financial Reporting Systems


Characters: Russ, President
Monica, Vice President-Small Business Loans at local bank
Rick, Controller


Rick was hired as Controller to help sort out and organize the records of a $7 million dollar
medical supply firm. This company was recently extended a $1,000,000 small business loan
to acquire the assets of a competitor that was going out of business. In Rick’s view, the
acquisition was a financial mess. Inventory records were misplaced or inaccurate, and no one
could figure out the accounts receivable, most of which were over 45 days past due.
Although salesman from the acquired firm were retained, a sales decline in the industry and
poor management of the new firm led to attrition of the best and brightest individuals.


Because of the sales decline, the bank was pressing to know more about the consolidated
entity’s current financial situation. Monica, the bank Vice President in charge of the loan,
and her staff of bank auditors were in daily contact with Rick. Each morning, Rick was a bit
nervous about that days’ cash draw since the firm really played the float. Moreover, Russ,
the President, would often hold large vendor checks in his desk drawer without telling Rick.


Although the financial resources were strained at best (the firm had trouble reimbursing
petty cash), there was a sense of optimism within the organization. As the company
penetrated the nursing home industry, it was pulling in enormous profits from Medicare due
to markups at eight times its costs. As a result of these sales, the firm would start earning a
small profit in the fourth quarter. Even at the end of the year, however, Russ did not want to
mention these sales figures to the bank or accrue the revenue and accounts receivable until
the checks arrived, because he was unsure when the government would be paying for the
goods, and more importantly, because he wanted to have something in his back pocket in
case the bank wanted to foreclose. Furthermore, Russ, as the majority stockholder in the
firm, was concerned he would lose the firm if bankruptcy proceedings should start.


After a few months of recording sales on a cash basis, Rick started slipping hints to the bank
that the company’s financial status was better than was reported. Still, it was not his
company, and he needed to keep his job. He knew that Russ would “play games” with other
people, but he would not appreciate other people’s “playing games with him.” Moreover,
Russ did not trust new employees, and Rick knew he would have to “earn” the President’s
trust.


Author: G. Stevenson Smith, Ph.D., CPA, CMA, Professor of Accounting, West Virginia
University


Co-author: Curtis Jay Bonk, Ph.D., CPA, Assistant Professor of Educational Psychology,
West Virginia University





