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1.1 INTRODUCTION - T S

, N .
: CHAPTER I : S i

\

:) THE CASE 'FOR IMPROVED CONTRACTOR REPORTING . PRACTICES

2]

°
$

'Ovér .the last decade, consaderable effort has been directed

at developlng management Lpformatlon systems for use in the’

©

methods of project procurement known as progect management

and construction management. These systems~were developed

°

for today's super—projects, such as nudlear power projects,’

\pipeline projects, hydro-electric projects and "so forth.

l \
Thexr sophistication 1s such that they are not readlly ap-

'pllcable to the nééds of the general contractor, whose an-!

nual volume is less than, say, $30 million. Yet, the per-

'

— centage of contractors whose volume is less than or ?ﬂual

h to $30 million per annum,ls an,excess of 99 percent of the -

“This chapteriaddresses itse;f'to identifying: i

o

total number of lncorporated flrms 1W§Canada Little pub-.
lished work. to date has been directed at adapting these

1nformatlon systems to the spec;flc needs of the medium~sized

A

general contractor, or for that matter at identlfylng what
~ v
these specific needs might be. It is thls latter item Wthh

¥ this thesis. In partlcular, the need for

the contractor 5 clxents, bank and surety coupled with the

1mp11catlons of thfb-need-for the firm' s‘management,system
) R . . , /

is reported on in this thesis. o =

) _.\ i . 'y
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4

(i) . the objectives of an overall resea;ch-pfogram direcﬁ d
at deveioping improved management information sYstems

for medlum-SLZed contractors and the speciflc object-

/

/xves of this thesis (Sectlon 1 2), ¢

N ) ' v ¢
y

L N
(ii) the current status of management practices in the con-

2. - struction 1ndu§try (Sectlon 1.3); ' >~ |
(O cey . . o, Co
(iii) the economlc-cllmate in whlqh the contxactor operates
h . N '
«  and its implications (Section 1.4);

. [ .
. . . N

({v)  the general characteristics of the medium-sized con~

tractor (Section‘l.S);

‘ - & i s
Finally, an ov?xv;ew of the thesis is presented in Section

\ .

. . . .
| . 1.2 RESEARCH OBJECTIVES L . j o
R . \- _ l . . ) . .
The objectives ofthis thedis are derived from those dgrtain— )
L ) ihg to a larger research programme wﬁich has as ite focus‘the
| ‘development'of‘impf managemenf information'systems'fof
‘-the qeneral contrector, 1mproved in the s%nse that they:

PR

‘(i)  optimize the use of 1nformatlon presently avallable
. tqvthe firm; - ° ‘ R

»

(ii)*© are compatible Wlth the mannexr in which the firm oper-

) ates and’with the sk;L\g of existing personnel, - "

(iii) report the correct‘and'n-cbssary information in a form

. «

-




g e

f
1

k
"

o

(iv)

(v)

Bl

The g
(i),

(a)

managers or ‘Supervisors who’will be using this infor-
. T ’\ :
mat;iom 8 ° '

ﬂwget‘this information to the appropriate managers and

supervisors both at the time required and the frequency

3

required; ' . )

~
®

1

L 4

enhance the relatlonshlp between-the contraétor and

EN

hlS banker, surety and cllents.

oal of this the51s is to assibdt in attaining objectives

(ii) and (v) above by: -

documenting the extent of the infofmatien presently col;

'lected and processed by the firm w1th respect to 1nternal

(b) -

”reportlng and external reportlng needsJ>

NV\

A
documenting the flow of activities within the firm re-

Qufred for the preparation of internal and external
reports; ‘ \.” T -

. | R - i | . o
documenting the. information requirements of the contrac=
tor's bank, surety and cllents and the e;;luation pro-

ces%?s employed by these external parties; and

(@)

¢
(

a

i3

assessing the strengths and weaknesses of present contrac-

tor reporting practicess as'viewed by the bark, the surety’

-

and the gontracﬁor‘hinself.

e s b i
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| * ‘!
: The ‘methodology employed to échleve the thesis goal’con51s-

ted of a combination of llterature review and 1nterv1ew1ng e.

0 .0f contractors, Banks and sureties. _The majd} contribution
of this thesis is seen-to lie in the compi;qtien‘gf infor- .
mation attained through the interview procese and which in

A

'y
large part is not available in the literature.

e

P L

: .3 CURRENT STATUS OF MANAGEMENT PRACTICES - .
‘ [/’ﬁ . . ‘

'Ip a report prepered by‘Revayhand Associaﬁes for'the‘Canedien‘
Cohﬁtruction Association in 1974 on. the status of preject
. 'planning and pfogrefs eohtrel piaetices in_the Canadian con-
~ struction industry [22], it.was stated that it is yefy doubt-~
ﬂ | ‘ful if 30 percent of all gontractors maintaiﬁ‘geedrde meeting

] at r

. even the minimum reguirements for proper p‘ann1m4 and control..

Several reasons may be cit&d for the existence of less than

adequate reportirng systems. Two important ones are: »
3 . - .

(a) constructioh personnel tend to be actiok-oriented and
i \ ' -,_ are loath firstly to document the' manner 'in wh}ch they .
- will execute\a joﬁ a‘griori and seéondly te measure’ »

| 5progress once construction begins, preferring to rely

on their incurable-optimism\that everything will work B
4

*

- - N .

< Co out in the end;
. N . . V - . . '
{b}) the economics of the industry preclude individual firms
. from undertaking the practical research required for the-

v

development of reportlng systems tallored to their spe—

et

Ly
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It is the purpose of thls séction to examine briefly the

status of management practices in the construction 1ndustry-

14

and the ¢oncom1tant 1mpllcat;ons for those wishing to de-d

velop improved reporting ‘practices for the industry.

.

An attempt was made in the Revay study [22] to have it as
broad-based as possible, and thus emphasis was placed on

obtaining as large a response as possible. . Consequently

a questionnaire 'was emﬁ%byed (394 resporises out of 3,000 X

qeestionnaires)_which was‘fpllowed up, by  a limited number
of interviews.l,The interview procees indicated some of the\
weaknesses of a questionnaire format. Neverrheiess, useful-
results were qpfained and they are summarized ianable 1.1.

(In terms of 1977 dollars, the three ranges of annual volume .

L4

01ted in Table 1.1 cor;espond roughly to $0 - $5 million, $5 -

$17 million and greater than $17 million).
\ . .

Examination of this table reveals the following:

] ¥

' - .

}i) the'degree of sophistipatian of the firm is propor-

» v o .
- [y

tiocnal to its annual volume; . P

e ¢

(ii) thel‘ CPM method does not enjoy high usage and hén&&s‘\, L

the~éesirability of developing reponting systems that.

13

require the use of CPM mugt ‘be carefully assessed-

(iii)"uﬁdeting of.sehedule57 whicﬁ”is a prerequisite to

proper forecastirig and cashflow analysis -and control

LY

appears to need more attention;

LY
a




except for'compaﬁies whose'anqual volume is in'ex-
cess of $10 million, computer usage is very low and
the desir& to gse coﬁputers is also &6;‘ It ie~ig-
terestihq to-note”thatitﬁis survey was undertaken
(October 1972) prior to the extensive availability -

v -~ . .
‘of mini-computers. . ' >t

°
4

(v) « the procedures used by the firm do not appear to be

integrated, e.g., cost accpunting_ana estimating,
cost accounting and general accounting;

o

rbasﬁflow} as a basis for pianning,\zcheduling and

control, is not commonly used;

#_, F1e
considerable dlfferences in practlces exist betwe
ra

_the various types of contractors, in the areas of
sch ﬁling, cost accounting, computer usage and cash

flow forecasting. 0 v
' o

* 14 -

The i iew process pointed up the’ weakness of the. ‘ques=-

&

tlonnalre process in that it afforded qn opportunity to

examine in detail the actual reporting practlces of several

t,
e ¢

contractors.'”This process led to the discovery that very
few of the cost statements currently prepared by contractors
are in sufficxent detail to establiah the current financial
~status of a progect and even lesslcontain an eatimate of the
_cost to complete a project. The inadequacg of these stare-'
ments stems from the‘fect,tgft‘reliable daily récords of both

work perforﬁenggd'resources 6tilized areveeldOm, if ever, -

. i * f ) ’
< L . ‘ .
o K r . ’ ’
\?f»f’" . ' .
C e .
o '

S A Y

2
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available for a progect in suffic1ent detall and wlth a

reasonable level of accur&cy. ®

3

l /This‘feport gtated.thagﬁkbdium-éized céntraqtors are in the
.greatest need of.help, and identified a mémbef of this gfoup
_as having from' $3 to $10 milli&n dollars in anhual sales °°
($5 to $17 miinoﬁ in 1977 doMars). -(This definition of a
1 medlum-sized contracgor has not. been rigldly adhered to 1n,
this report.. For example, the firm examined in Chapter 5 was

A
ﬁonsidﬁfed to be a medium451zed contractor, albeit a large

[1977)). The réporf went on to say:

\

\

\Wlt is not so much the lack of s‘bhisti&dteq reporting formats,

. \ox lack of highly educated head office people- thereiire which
causes the existing shorttatl.. What is really pressing i1s the:
reliable daily resource allocation records coupled with.cor-
rasponding quantity reports of work accomplished at least on a
weekly basis. . .

o]

v

"It 8 nevertheless apparent from the survey that the nmjority
of the contractors either have no system at all or employ
~ techniques which meet-partial prerequisites only."

\

The'feport\concludegrwith the fol%owy@g\resea}ch priorities:

(i) to geyelop suitable techniques for the information- .
1 - . « . . \

-

collecting Trocess;

L

(ii) to deve op practlcal reports whlch provide only the
required\lnfqrmatlon to the varlaus levels of manage—

&ent withdut forcing everybody in the chain of command

oﬁe, even ﬁhohgh its annual volume is some’* 25 million-dollars:

N S

7

,
P

'
e o, ot




to look at pages and pages of information not readlly

useful to the performance of their duty, and L

> (iii) ¢to develop practical computer programs for ‘the various

functlons of the, plannlng and control operatxons.

regarding the use of computers, the use of'the CPM methoa,

f ' .
the degree of integration of the®arious reporting functions
and the ievel of information required for effective use of

such systems. ° 3 ‘
)’/ v“\-3~ o ) -
1.4  SOME OBSERVATIONS ON THE ECONOMIC CLIMATE IN THE

. . FR

CONSTRECTION' INDUSTRY

¥

. The purpose of this section is to examine the economic cli-

+

mate in which the contractor operates by v1ew1qg some aggre-
gate statlstlcs describing the 1ndustry [14] Examlnatlon

of tgege statistics demonstrates why a qgntractor cannot

.afford not %d adopt and use sounfl reporting systems on the

one haﬁd,.but, on the other, why he cannot afforg to «do the

3

.. practical research required to develop such systems which'are

v .
tailored to-his specific needs. !
) : Y

0

In Canada, in 1979, approximately 80,000.

v

in some form of construction. 19,920 of'these firms were

were engaged

incorporated and were responsxble for some two—third of all

.construction put.in place.’ 80 percent of these 19,920 \fixms

S

?

.
RO oL, s Jot B "
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. B "I TR : " ) - - .
had net assets (original cost less depreciation, or capital.
< — MR .
cost allewance) of less than 1/4 million dollargt\ hese

firms, however, were responsible for onlg 26.3 percent of,

theﬂbonstruction volume §ut in place.. Tablee 1.2 and 1.3,

-

extracted from reference {14] summarize the' distribution of

‘ »

incorporated. constructlon firms by size group and the dis~
¢ 1 .
trlbution of sales of incorporated forms, by size group,

respectlvely The types of, constructlon firms compr151ng
each of gﬁfxfour constructlon categorles in these tables

are descrlbed in reference [14]. /

“ L d

The ease‘ﬁf entry to the industry permltted by low cap1ta1

)gﬁ‘
requirements creates an environment of intense compet1t1on

which is heightened by the .cyclical nature of the industry.

This competitikn has. led.to such low profit margins that few

firms héve su ficient resources to undertake research directed.

at thelr own management needs. Desplte the risky nature of
constructlon, the number of 1ncorporated flrms contlnnes to
grow. Fiqure 1.1 deglcts the growth of incorporated firms

with time, th variation oﬁ«average~salés ﬁer\corgcration p

versus time and the variation of percent profit on total sales

versus time. Oven the 1953-70 period, the number of incor-

- porated firms rose from 3,459 to 19, 920, while corporate v
"profits declined at an average annual rate of 3.5 percent.

-»In 1970, over 7,800, or close tp 40 percent of the inecor-

porated firms, operated at a loss. The relatively low

profit/aales ratios (Figure 1. 1) experienced by conatruction

)
* «
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’ " or inadequate planningfipd control practices. In/jacf; they

«
-

17 © point up thé need for careful and accurate eBtimating on the

‘one hand and control of costs on the other. ’

0

} - - v

As a partiai demonstration of the need for effective repor-
LY 2

™~ ting to external. parties (and, consequently, the nééd for

<

effective internal reportlng), it is 1nstruct1ve to examlne

the balance sheet of the average c?nstructlon firm and to

. \\\\\N-_::mpare it &1th other average firms, whlch in thlsfcase are
o . nufacturing, wood industries and whq}esale-trgde {14]. An

N ~

average firm was‘estabiished'by taking the total figures for

J each industry from Corporation'Financial Statistics and -

¢ . dustry [14].

Table 1.4 shows the balance sheets of average firms in con-

struction, manufacturing, wood industries and wholesale trade

as well as. percentage distributions of assets, liabilitieé
and equlty, Note that the average construction firm is the
smallest of the four firms examined and that a much lower

- proportiohlof total assets are in the form of fixed assets

in construction and wholesale trade than in.manufacturing. .

' The high proportion of total assets represénted by accounts

. ’ M " *
receivable and invent?ries'suggests that the contractor ef-

fectibely exteaﬁs credit (acts as a' banker) to the client

while performxng a job. This ¥act. illustrhtes the need fdr

the contractor to plan and control hia cash flows carefully

3 ;i | —

firms provide low margin for errors, unexpected developments -

L dividing them by the number of firms in that particular in- -

'S
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. and to develop and mintéin a progress claim reporting system

which will assist him in obta;ming paymer;ts as quickly as

| , . posm})le from the client. A
) v
|
; E A . V,Of the four types of firms examined, liabilities are highest
& 3 - v .
’-\iw . proportionally, and-equity lowest, in\the average construgtion
‘f o ‘ : -£irm. The largest liability shares iry the c‘qngtxpct;_io-n firm
v‘g'{ K -1are in the form of short-term loans and accounts,pay.able‘.

s

- B | Thisk_obse'rvati‘o'n reflects the fact that the contractor ob- -
\ | . ta‘ing much of his working capital requirement;s in the form
of loans from the bank and from credit extended by I{_is sup-
pliers and 'sub—contractors This need ;"Sor the use of bo\r-'
,‘F c rowed money aga'un points up the need for ca;reful plannlng
> . and control o/f cash'“flc;w and for the preparation of .reports .
for the bank regardmg the f‘}rm S presen fmancml status
[iilitvy of the con-

: _\ -and pfoggegs on pr}.)jects on hand. The a

- ' . " tractor to minimize the need for .borrowed money coupled with

his ability to pre'éeht his case in an accurate but favourable

oA way tb his Bank' enhances the pétential 'of~minin’\izing the

spread between the loan rate and the prime rate. and of ob-. *

. Ld :
. taining working capital when and in the amounts required.

: .
£ : ,

g - ~ The balance sheet also indicates the degree of leverage

/~ ‘ (ratio. of total llabllit:.es to total equity) enJoyed by
- : each of - the four Firms, with constryction.-being the h.).ghest‘
" at 3.15, followed by the wood ;mdustry at 2. 15, then L%

wholesale trade at 1.86 and finally manufacturing at 1.03.

~




q

The high degree of leverage .in construction is of acute con-
cern to both the contractor's bnk and sutrety, and indicates.

the need for prudent managemeﬁt of the firms' finances. More
. .

detailed statistics pertaining to the financial perfbrmance‘ '

4 . .
of construction firms in Canada, both in aggregated and dis-

\ -

aggregated form, may be found in reference (14]. 1

1.5 SOME CHARACTERLSTICS OF MEDIUM-SIZED GENERAL CQNTRACTOR

T ’L‘J N ‘}4”\“ ' - . . s . \
buring{}ée\Lgﬁb‘a and éarly '70's, various prescriptions for
R 5 . -1

- s ' 1 -~ b!"’"’
. management information sy tems\weéibﬁgyerped and presenfed

4 {

in the literature. Many of them were rextcted by contractors
' 8

' ecause they required substantial changes in the waygin which v

th conducted their husiness. Fof the design>ogna reporting -
system to be successful, successful in the sense thgi it is
adopted and used,‘the\systeﬁ‘mustﬁreflect the manner in which

- & . @ -

the firm is organized both at head office and at the site,

-

ihg qualifications of personnel and their duties and respon-
L . - :

sibilities with respect to internal and external reporting

functions, the nature of the.firm's workload, etc.
v oo
opr

S The‘deveiopment of detailed profiles of the various types o
and sizes of ‘contractors existing today, in terms of . the w

attributes briefly outlined above, is beyond the scope.of

‘this thesis. ‘Bowever, as the reporting needs of fﬁe‘meﬁium—
”raized aneral éontractor form the focug of this report, an
attempt is made here to set fortt;é-t\gleast some of the general’ =

charactéristics of such a contra r.'“cpapfe; 5-deals with . B

-

. . R
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and volume. However, it is important to identify those fea-

tures of a flrm which are common to all firms in a)glven cla

-

lin order to design a ba31c re rtingﬁgystem which is applicable

5 . Y
to their general needs and whfﬁh: with minimal modification,
D rk’ can be adapted to the specifié needs of_anlind%vidual firmy
v N . L
‘ Thus i€ is essential that future work be directed at documen-’

ting the manner in which contractipg firms are structured and
. - J\ , " v
operate, the qualifications of personnel, etc. The following
- * . "o . [
profile of the.medium-sized dgeneral contractor is based on
. A . o

¥ B reference [22] and on interviews conducted with general con-

' _ trattors. S ' T
i o - \ : - \
” The ‘typical medium-sized Cdnadian general contracting firm

.
1 . '
~

will have a pgrmanent’sﬁaff\iheéd office and field supérf

visory) of~20 to 70<peoplei Its annual volume will be in.

: %
the range of $5 to $17 million dollars (1977). Et wilﬂg%ave

from 6 to 20 projects on901ng at any one tlme, which requlre
a work force of sLme 50 to 200. men. These projects may rahge ) }
from $50 thousand to $10 million dollars,in-balﬁe and run from t
one month to 24 months in duration. 'Tﬁe firm is ﬁéht 1ike1y
owned and probabty “founded by its princ1pals, with the prin-
..Qipg;s in ﬂa@g cases being members of Ehg same fam11y§ The

\ s, : v , . : -

<

&
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firm is not generally associated with other companies, it

is normally located in a major city and, in general, operates

wifhinethe confines of one proviﬂce. Depending on the capa-
bilities of the flrm s personnel and on its geographlc loca-

tions, 50 to 95 ‘percent of the work assoc1ated with a qlven

project may be sub~-contracted. 1In gederal, the capital in- - i

Vesteé\i? fixed assets and.plant is low in relation to busi-
ness voluﬁe, and, in most cases, firms tend to be undercapital-

. N
ized.

A
[

TQ% primary goals motivate the contractor, these being the

‘makimization‘of return on investment and the development of

a reputation for timely completlon of pro:ects w1th1n budget
It was noted in several ~Ccases, however, that some contrectors
werc not ablc to articulate specific objectives fo; the1£ form

nor did they have adspecific strategy in mind to attain their .

1 SR objectives, once .stated. : ) ‘
5 . o g ' ' ) . N ' s g .(
- ‘/ - s . (]
o Figure 1.2 depicts ah organizational structure which is repre-

,g . sentative of many medium-sized contractors [22]. 1In general, . ,/

" most of the.contractor's employees have 'little or no formal

academic. training for their jobs. The president himself

have started as alfield.engineer,ea.contractecoordinator, a

en-~/A

gineers on its staff, they will most likely be civil. They - ™ .

tradésman, an estimator or instrument man. If a'fiirm ha

'will usually have started with the firm as a field engineer,

and with time will probably advance to projedt-enéineer}\chief‘

. englneer or operatlons manager. ' Estimators are normally

trained on the job aﬁd few are formally qualified as’ quantity



"staff. The exception to this route is the

4 forth with respect to the contractor s operat{on as well as e '

\ evaluated The main purpose of this chapter is to proV1de thé

o ) 4 -"16 = . -,
4 P é,d'--—".
(S ) ‘ ' L

)

. I AN
surveyors. . With minor exceptions, the firm

)

. ‘ . ' , '
-will start off as an office, clerk, followed by some field o . {

accounting experience and then will join the head office ' -
ssional ac- - .
cog?tant (cA) who'is the chief financial,

£irm.

of large complex projects where the s

an engineer, ‘most superintendants are former tradesmen’ who
, started as carpenters, labourers, plumbers, electrlclans,

etc, Normally they " have progressed through the.ranks, flrst

as, a foreman, then general\foreMan and finally superintendenti i

- I -

1.6 THESIS OVERVIEW 4 LT g :

¢

v . N [}

3 '

The remalnger of thls thesxs 15 structured as. foilows.f Chap- ~
ter 2 examines, in general terms, the information needﬁ‘of

external parties such as the client, bank, surety,. nd so '

» ’ -

the flrm s internal infoimation needs for effective pro:ect
and company control., An attempt is made’ to describe infor-

mation by type (quantitative, non-quantitative, financial,

nonaflnan01al, etc.) and, to a limited extent, how it may be

[

-

¢ . . S
- '




badkground material neéessary for a complete understanding
. i

<

ef subsequent chapters. Chapter. 3 focuses on the relation-

.« . ship between the contractor,anq snrety, and, in'particular,~

T

~(\ on. the assessment procedures used by the‘snrety.in determining,',

X whether dr not a company* should ‘be bonded, its bonding capa- .

e . city, etc.v The purpose of thls chapter is to provide. a par—

<

tlal hasis for determlnxng what and, to a certain extent, how - °

)

improvements should be made in the firm's management practiceé
and strengths in general and in the present internal and ex- -
'ternal repoft&hg practlces of the contractor in partlcular.

The ﬁxms and purpose of Chapter 4 are similar in. nature to ‘
3

- Chapter 3, but with attentlon dlrected thi% tlme ‘at contrac-
‘tor relatﬁons with the bank. Chapter 5 presents a case study

of a' sophisticatéd medium-sized general contracting firm.
o .

The goals of this case'study“are two-fold,“namely:
.. )

(1) - documenting the manner of preparatlon and presentatlon .

kd

of external reports for use by the client, the bank,
the surety, and of interna} reports for use in gener-

’f ating these external reports and for internal financial

u

contral; ) K}

v (ir) presentlng the company s assessment of the strengths

and weaknesses of its exlstlng 1nformat10n systems
A

and determining how ;mprovements,might be made.

L

- of this thesisw’

Finally, Chapter 6 contains' the conclusions'and recommendations ,‘

:
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' CHAPTER 2 - B
" REPORTENG SYSTEMS AND INFORMATION:
SOME CON;IDERATIONS
N\ ‘ \\; -
2.1  INTRODUCTION

s

ty

‘The objectives of this chépter are:

(i)  'to examine bniefly~£he need, on the part of the con-
tractor, to collect information and prepére reports
on a reqular basis, both for internal purposes and

for external agencies;

to discuss briefly key issues to be considered when

designing a reporting system;

(iii) to examine the types of information that must be col-
lected and processed, outstanding issues regarding
the collection of this information,*and how some types

"\\\ of information may be evaluated.

The main purpose of this chapter is to provide the background
material necessary for a complete understandihg of sybsequent

. ‘ .
chapters. ‘ ’

~~

'2.2  THE CONTRACTOR'S UNIVERSE
‘A 3 t

- Y

r

. The business of’E/éontractor“may be somewhat éimbly described

as the planning, schedul%ng and control of men,'money.“machipeg

[4 . .
.

L

¢

~.and materials in order to'pgodubq a.préduct forva'clieﬁt wbiéh:




|

(4, meets the client's objectives in terms of time, Gost

oy

- and content, thereby enhancing the contractor's abil-

ity to acquire future work; and

to contlnue in his business..’ ) . N

- As described in Ehap rl, at any one time the medium-sized

)/

generai contractor may have from 6 to 20 projects ongihg.
To execute these prbjects, he fé-{eqpired fﬁ interact Qith
many external agzncies, and this interaction in ﬁany cases -
will be formallzed in the sense that wrltten reborts must be

prepared and submltted on a regular ba51s. Figure 2.1 de-

" picts the key actors in the contractor's universe. Attention

¢

is focused here on a sub-set of these actors, namely the

~owner (or client), the surety, the baﬁk, and the contractor

himself, and in particular on the reporting needs of these

agencies vis-a-vis the contractor.

v
v 0O

-~

In general for a contractor to obtain a job, not only must

his price be rlght, but he must appear quailified from the

jviewpoint of the owner and, in certain ‘cases, depending on

the size and complexity of the project, the ‘owner's perma-
nent and/qr interim lénders may also,chéck‘thehqualifications

of the contractor.

This qualification process may take several formq§ It may ﬁ

invelve the submission by .the .contractor Of'ﬁ'dosgier ~“ L
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detailing the firm's’ financial strength, previous job ex-
perience, jobs in progress, personnel capabilitiés, etc.

It may '‘also involve the post{ng of a gertifieﬁ‘chéque paj—

‘able to the owner or the provision_qf>sufety bonds in favour

of. the owner, thus protecting him, at least in part, from

the impact of a default on the part of the contractor. .

-

Once the contractor has received the job, and depending on
the type of work to be undertaken, he will normally submit

a schedule and a cost breakdown of  the work for purposes of

.having the client arrange for his financing as well as to

facdilitate prompt processing of progress claiFs-once work is

r

underway. During the course of the project, the contractor

must submit reports on a regular basis (as sﬁipuleted in the

‘contract documents) to the owner or his’ agent (the architect-

englneer) in order to receive payment/minus some specified

holdback for work performed to dateﬁ

-]

The need by most clients to pro ect their projects against

the potentlally—harmful conseduences of a default by the con-

tractor leads the contractof to seek a relationship with a “

surety company who, as a third party, agrees to indemnify
the owner, ealied the 'obligee, against any defaule or fail-
ure on -the part of the contractor, called the pr1nc1pa1 In
order for the contractor to receive such an endorsement ‘from
the surety he must at some stage have provided extensive

documentation to the surety in regard to the company's capa-

city, capital, character and cost control procedures. Fur-

ter, in order to maintain this relationship once established, -

-

A

- N
w — | . B -
. . . <
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the contractor must submit on a regular basis details of-in- | 1
. ' . H
i

dividual project progress es well as overall performence of

L

] ' the'company.

2 .. - The way 1@ which monles flow (re&eipts and dlsbursements)

with respect to ,a company's ong01ng pro;ects coupled W1th N

%
v »the holdback provisions set forth" in each pro;ect s con- ) ’ .

‘

tract documents create§ the need for the construction com-

‘s pany to maintain a working capital ¢redit line with a bank.

{ ' S In order to establish this credit line, the company is re- .
"quired to submit detailed ipforﬁation.in regard ‘to igg

k . capital, collateral, capacity apd character. 1In otde; to
%eintain this credit line the firm is required‘to submit on B

a regular basis information pertaining to its progress on-

ongoing projects, its performance on completed projects and

» R ’

- its overall performance. ¢ .
, — .
7:} ' In order for the firm to attain its own objectives as well: . o .
] - . as those of the client and to be in a position to provide e

- . 'eppropriEte information to its own personnel as well as to

. le§te£nel agencies, it must maintain some form of a planning

and control system. The basic elements of such a systeh are .

shown in Figure 2.2. The planning function is broadly de-
: e

T fined and includes estimating, as 'well as determining the,\\Af

sequence cf operations and the manner in which the various

AN

operatlons will be executed. The management decision

- function relates to the a551gnment of resources which can
- i, -
- ' be made to this specxflc project as well as to the actlons ~ :

e b . &

) . ) ‘ ' ,..‘ N \‘
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- performance. Project status refers to’the present condition

. " of/ the project in terms of time, cost andngpntent. This con-

. ( N . — N

! A to be taken should actual performance deviate from planned
g dition may vary from that planned because of the uncontrolled

element labelled environmental attack. Detgction refers to

°

Y . . —~

) the process of,comba}ing planned progress against actual pro-
. u ;

TRy

gress. The feedback loop refers to the signals sent to
management regarding thgkreasons, if.identifiable, for any
deviations from the project plan.

w

\Tﬁe system operates by providing’ information on the basic

quiables ynder the control of the contractor, these being

men, money, machines and materials. Manipulation of these

> - ) ’ N . N ‘
variables results in control of the methods which may be = -

-

used as well as in the direct costs of actlvitles and 1n-
f — .
§’ direct costs which in turn result in the control of project
"
\ time, cost and content,

- )

This plannlng and control system should be applled to each

of the company's projects in order to enhance 1ts’11kellhood
'B

of continued success. The information output on each on-

\

going project must be\integrétgd to provide an overall view

-

: « /
of the performance of the company, both tiifts own ‘manage-

ment as well as to external agencies such ds the surety and

v -

" .the bank. ' . ' e

~ The q?mpléxity of the planning and control process in terms
of coordinating external athcies may be illustrated by the

] A followingleiample [?ll. A $12 million (1968) building

! . e
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.projégt in

of actors:,

1
54
© 11
3
178
310

L.

) Also, in the. course Sf_this project, there were 781 Change’”‘

Orders and

While this

the. city of Toronto involved' the fpllowing,liét o

owner. 5 N N
Architectural firm _ . -
Engineering flrms, Mechanlcal Electrical and

Structuna% - .
» Special consultants: soil precast concrete,’

rdofing,xgcoustic and 1nter10r design
General -contractor
Sub-contractors
Sub~-sub-contractors -
Sub-sub-sub-contractors
Suppliers _
Manufacturers

N -

1,112 Field Work orders. . . - . "

L - A .
project may not be typical of all the projects a

firm may have ongoing at any one time, it does underscore

the-néedugdr ah effective planning and control system, Both

-

" ¢

level.

&

at the individual project level and at the top‘managghent

9
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2.3 DESIGN CENSIDERATIONS FOR A REPORTING SYSTEM
S . 7 o N
N . o

The previous section indicated, in general terms, the need’

for formalized reportiné}-both for internal management of
the compahy (includiny its projects)‘aé‘well as for estab-

\ .

lishing and maintaining relationships with the contractor's

%\
"
M
- - . . j?
clients, bank and surety. : ' , ‘
. To satisfy these reporting needs, many different types‘of o ;

reports are required. An attempt is made in Figure 2.3 to
identify the range of rééorts required, although no ciaiﬁ
is made‘regarding,completeness. of importance:}n éhis
figure'is the identification of the overlap 6f information
needs on the part of the‘kéy actors shown. By‘accounting

. . 4
~ + for the overlap of information needs, spme streamlining of

the company's reporting systems can be achieved.

Several'ﬁey issues mfist he considered when designing. an
‘ ‘ L —_
effective reporting system: ';‘hey'inc_lude:~~ -

~

A (a) The objectives of the firm, and performance measures

used to evaluate progress towards these objectives { e
[4

Information must be reported in such a way that it aids

the decisibn-making'procesg’which is directed at meet-

- ' ing the fifmfs objecti&es.~ The type aga extent of basic

data to 5é qolledte&'and,processéd‘must be justified in

-

terms of how it contributes to the attainment of the

3

firm's objectives.



.
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Tam

" (b)

41:1” The ‘amount of'work sub-contracted

: . ™
The specific nature of the firm's product(s), éxtent Qf

»

work done by the firm itself, location of projects, range'

in size, complexity and duration of projects, types of

contractual relations.entered into (e.g., lump suﬁ, unit -’

price, etc.), etc.

Items of importance include: . ‘ -

(i) The range of roles the firm findé itself in (e.qg.,

sub-contractor, general contractor, .construction
. . -

. manager)

The fféxibility of the reporting system developed

{(level of detail, range - report types, etc.)f

is in part a_function of this range of roles.

(ii) The diversity of the firm's product

-
e

' Specialization in one type of product permits a

+ high degree of standardization in thé reporting
- system and lessens the need for a high degree of .

flexibility. ‘ o

The sophistication of the reporting system is '
e - giréctly proportional to the amount of work per- .
';\'_‘(_‘J/"‘\ '

ed by the contractor himself.

» type of work' performed

-
~

.~ Of concern here is the balance between~eqnipf?nt.‘
, \\ . i

§

a

-

|
|




(c)

- (d)

" f il gt i) ’ % Ay k) T Y e G
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lébdhr, material and indirect costs associated
with a tyﬁical project. The sophistication of
. the reporting system is proportional to the size -
_ of the labour and/or equipment iﬁput réquiréd of

the contractor.

The sgecific organizational structure of the firm, the

assignment of functions to its members, the management

styles of members of the fkrm, and their gualifications

For a reporting system to be accepted by members of the
firm, they must cooperate and participate in its design,

It mist respond to their specific infbrmatiop needs in

‘terms of level of detail, fréquency, presentation for-

mat and maﬁagement,style. One way to facilitate the in-<

Y »

put of(' agement to the design of the reporting system

is have them participate in the development of decis-

ion ‘netWorks for each of the functions of @anagement (131
in order to identify the information required for” the
execution of‘each function,’the ;nformayion output and
action initiation#ggsociated with each function, and the
b;eakdowﬁ of duties and rékponsibilities for each of

' ) ‘ 5

the firm's personnel for each function. '
{ 1%

LY

The identification of information readily available with

respect to each of the firm's projects and the costs and:

benefits asboéiéted with collectin§ additional information

o ~ , ’
An- aatempt must be made to 6pt;mize the use of information

presently,collected.befbre ieqqesting more. Central to.

p !

|
. 1
- N ’ )
|
{
A

> ]

e,
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. this optimization process‘is the analysis of functions
described in (c) above. This analysis should be used
to pinpoint existing data or ihfogmation deficiencies.

N \ 14
An gsséssment can then be made regarding the costs of

- collecting any additional inférm&fion deemed to be of

imporﬁapce, the probébility of 'getting th}s informatid%

accurately, at the right level of detail and at the
.right time, and the probable benefits to be derived"fromQ

"the collection and processing of this information [8, 18]

2

|
j
i
A

Uniéggia éimple and cheap mechanism can be identified for

G g
5

colleéting additional information along with a convincing

- - arqument as.to be benefits td\?e derived, it simply will

"o

not be done.

. ’
! a .(e) " The identification of assessment procedures and evalu- ) !
N ’ X { '

. hY
ation criteria used by external agencies such as the

3

contractor's bank, surety and clients
Al ' g
a . _ 4

N A . “ By developing a detailed understanding of the manner

A P

in which external agencies view and evaluate reports

.
Mk P

submitteq £o ihem by the contractor, it should be pos-

]

A

sible to control ingormation content and presentation
‘format in a hannér which will enhance the contractor's
, _image with'such agenciesf ‘}drther, by incorporating
these evalugt%onoqégté;;;-in its own internal ;épérts, , f
K management can beqéme more objeétiée iﬁ‘the evaluation . :

ol Al

oL - of its own performance. . . #

i
\ ~ v . \ . . |
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3

With respect to the above issues, this report has focused on

0 PN i .

item (e) and, to a much®m limited extent, o items (c) and
! ¢ to @ MY npre Linited extent, oy

(d). These‘latter twd items' should receive priority in any

>

future work directed at developing‘improyed reporting systems
in' order to enhance the potential for acceptance and adopfion,

by the contracting community, of such systems. The direct
S ‘ . , . T .

involvement by industry in such work is seen as crucial to

the overall success of the research program described in \

v
N

Chapter 1.

. 2.4 INFORMATION TYPES ' -

a

To satisfy his reporting needs, the contractor is required

fto collect, process and present many dlfferent types of in-

formation. -Figure 2,4 depicts a useful way of classifying . o

. information types. Attention is focused here on‘quantite- <:A

iyl . . ’ i 13 L a » . '
tive information and, in particular, on accounting 1nforr‘
mation. , : .
N , - R . L /~< . .

* - .

[

. S ‘?\ a 4_‘ . . -
) 0
p ! | . %’ ‘
The purposp of management accounting information is to sum-

marize the operations of the firm in a manner which facilitates
the execution of the dutiés and responsibilities of mapage-

ment. It igymeaht for internal use oniy,and focuses on pro- _

. - : >

viding information on events in the past ~historical data),

' fof'attention-dirécting and'problem-solving {control), and on

providlng estlmates for- the future. ‘The basic source of

management accountlng infofmation is the indivxdual project

"

P
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and the process used to collect this informatgqn is known as

cost accounting. | The accuracy wighfaﬂich’this information
, ‘“ ' . .
18 collected and prockssed determines the reliability of all

other'accbunting information generated. Attention is(fécuSed
‘here on thé rolefof éost accounting“in the company's repor-

ting system and oh issues yet te be resolved. A description
of the purpose and applicafiéﬁ of éifferenfial accountiﬁg and

regponsibility accounting‘may be fourid in reference [2 ].

(%3 “

Cost accounting is concerned not only with egpenditures and
their.timing in regard to men, money, machines and materials

.but with the amount of work accomplished by'tﬁese expénditures.

L}

Hence cqst accounting information is not expressed solely'in

terms of monetary units. A well-designed cost Accounting
. - ' L d

/ 1] N '

system can have up to five main functions, all of which are
directed at enhancing the firm's potential for success. These
. AU o * i
. functions are: |,

[

P

r
Y

(i)’ to provide information for estimatiﬁg new projects;
. "’ | - N A

to _provide information essential for the effective

!/ . :

cos't 'control of existing projects;

H

. v

o

“ -
to provige informatioL\fcr use” in, the evaluation of -
oo N

" the performance of personhei; 8

to provide a basis for forecasting and controliing U
; ? ‘

2

cash flow;
. . 4

to enhance thikpq;entiél for good relqtions‘bétwgen

themconﬁractor\pndfhis qiieng, bank and- ‘surety.

—
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A

Before implementing a cost acoounting s&s@eﬁ,'the contractor
must identify’ whicgjof the above functions he is concerned

“ . w1th, as the amount of informatlon to be collected, processed

<

and presented ls‘determlned, in part7 by*the management func-

" tions to be aided by such a system.- 9€her issues to be-con-

eidered prior to design andqimplementétion\o@‘a cost accounting
eystem relate to those discussed in Section 2.2 in regard to

’ ’ the design of an overall réporting eyétem. A orief diécuesion'
of each of the five ﬁahctions identified above'is presenged )

, - here in order to identify issues still to be resolved if cost
(¥ 4 - .

accounting is to be gdopted in any meanihgfﬁl way. .

. -
r . b o

(i) Estimating New Projects \

i

. ¢ . N .
Work must be directed at identifying a mechanism for inte~

grating thé estimating; planning,end cost accounting system
in terms of using*identical breakdowns of the job and common

1units of measurement. ‘fﬁis is cfucial if the job estimate

.is to act as a budget for pUrposes of prOJect cost control
and if the need for‘bollectlng basxcally the same information
but in different wayseis to be avoided. .(To date, no ef-
fective means has been found for ;ntegrating project time
: and cost contro} systems T 7). Further, a way must be .
t found for catalogulng preﬁlous.Job experlence and processlng‘
w it for use in estlmatlng future jobs. This cataloguing pro- i
v cess must 1nclude the documentation of the manner in’ which a
.pIOJQFt was executed 1n terms of the methods used, produc- ¢

¢

tivity, speczal.conditions, etc, @




(11) Cost control of ongoing projects v

Ways must be sought of convincing field personnel of the im-
portanee of accurate'and timely recording of information.
Simple data collectionpformatenmust be devised which enhance

Q) o . . . .
- the potential fof'obtaining accurate information and which

R N

minimize the expenditure on the\daﬁa'EOllection process. -
Of particular. importance is the development of feporting

formats for the assessment of labour and equipment produc- .
. '3
tivity. Work must be directed at determining:

o N . - N
¢

(a) the level of detail of information required for ‘the
proper identification of causes of deviatian from plan-
ned progress so that appropriate corrective action can

N L { -

"be initiated; - - \“

i L
(b) whether this information can be collected with sufficient

- \ accuracy and processed with sufficient speed so as to’

\ L

‘ e permit effective control; and ‘ ) .
’ R - . VN ' -
: \ S ,
T (c) what the respective beneflﬁg and,costs are of collectlng .o
i . v

A thls 1nformatlon. if it can be doqe. ' o . 4 }
(1ii). Evaluation of pérsonnel ) : . U
' \

. ¢

- ‘Once personnel fealize that the 1nformation they colleet can

- : ‘behsed to evaluate thelr performance, they may work to sabo-
‘ tage the system by providlng inaccurate inputs to the system.
The_potenttal)for this confliet may be d;minished somewhat _

& I . : ‘ + - . L . ) .
3 A 4 1 .
. . . . . . . -

R ek L



accountlng systems 1nto one ~as. descrlbed in Item (i). Efforts

if supervisory personnel are told a priori what is expected

of them, and they input into determining what this expectatioﬁ

is as well as how it is to be achieved. Further, it is cru-
oy

) cial that supervisory personnel be assigned the appropriate

aunthority é;er the part of the projectlfor which they are

held accountahle. Attention must also be focused on‘the ten-
dency of personnelwto report information to their superiors

in the way they percelve their superv1;3rs want to heaé lt.
?Thls does not necessarily 1mp1y transmitting false infor-
mation or withholding vital but unpleasant facts. The tailor- -
ing may requlre only a .shift in empha51s and an underplaylng

of unde51rable{§mtters.' [10j. The behavioural problems
associated with the use;(or abuse) of a reportlhg system must.\
be taken into account in the>§e51gn and implementation proceeq

if the system is to have a reasonable chance 'to -succeed. ¥
L4

(iv) Basis for a cash flow forecasting and control system

cash flow management both at the individual progect level and
the overall compagg level is grosslzrlnadequate at present

[22]. Incorporating the cost accounting system 1nto a cash
v j L ) . o .
flow management syste%“would permit management to-have a com-
‘ i , . .

'ﬁlete overview of each project in terms of revenues, dis-

~

bursements and progress to date. ‘It may also provide a

-

mechanism for 1ntegrat1ng the estlmatlng, plannlng and cost

A

must, therefore, be dlrected first at determlnlng the feas1-

bility of integrating these management functions.xnto one, and

. * . .
P . ! . . . ' (
d . . .
\ . . . ’ .
. * 4

porve
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second of convincing mandbement of the~desirability&6f doing - .

S " 8o should it prove feasible.'

’

, \‘_&EQ,,,,Enﬁancement of relations between the contractor' and
\ -

’ external agencies

While it séems intuitively obvious that a firm which has an
. o .
effective control system would enjoy better relations with

its clients, bank and surety (in terms of more prompt pro—nl

gﬁress.paymepts, more lenient credit terms, more bonding capa-.
9 ! ) : .
city, etc.) it is another manner to prove it. If such

benefits céuld be doéﬁmentga, the, resistance”on.the?part/of :
contractors to upgrade their present coétlaccounting sys—‘

Feﬁs (or to start qne) could,.perhqps, be considerably les~ ,

o~ sened. How to i&entifykand document such benefits is yeé_

to'be determined. -

. -

2{4.2  Financial Accounting Information
. Managemenﬁvaccountihg information is prepared solely for in-

i
. ternal use., whereas financial accounting information is pre-
pared both for‘internal and external use, Thus, the process -
\ ' ysed to prepare and present financial accounting information

follpwg:we%i;gstablrshed guidelines [3,17,29). The basic

source of informationffor preparation of financial statements
. . L S : . .
is the management accounting system and hence their relia-

2 : " bility is almost solely a,functéon of the accuracy with which '~ -

- cost. accountlng data is céllected.~ This sub~sectibn focuses

i

R ‘Qriefly-on‘the purpose ‘of financial'st@tementé;ftﬁe importance

) R -
. .

ol e L
“
L]
t
?
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jfprojections.

‘of the accounting method selectea‘for theirx preparatibn and

"which are:

the evaluation criteria which can be used to assess them.

o

Financial ipformation is summarized in two main statements,

these being the‘balance sheet, which describes the company'sj

. financial position at a specific point in time, and the in-

come statement (profit and loss statement), which describes

the success (or lack of it) of the company over a specific
. b , —

period of time. These statements serve five vital functions,

B ] i
R -, . v .

(1) to satisfy. legal requ;rements for tax purposes; . : ]

{(ii) to provide information required to be made‘puélic.

[

(for pubficly-pwned.companies only);

N

(iii) to providerinfofmation for credit purpdées~(bank,

\ _surety, etc.); - y
(ivf\‘ to proviae management(and}br owners with infprmation
# ' o B ' . b .
relative to the success or failure of the total busi-

.

. ness for a specific period of time; and
. I : o
(v) to provide management with the financial. condition

at a specific point of time.
Y .

- ,
Other supplementary statements of f1nanc1a1 information in-

clude’a schedule of contracts, which descrlbes progress to
- )
date on ongoing pro;ects, a statement of accounts receivable

»

(dﬁég;, a statement of holdbacks receivable and cash flow

N -
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usefulness of the message conveyed by the various finan-

cial stdtements is somewhat a function of the accounting

o

method used. The. accounting problems faced by the contractor’

" are different than xhége of, say, a manufacturer because of .

4

, without rfgard to the period’ to which they may actually

the nature anli-duration of the work performed. In particu-

lar, the timing of receipts and disbursements for work per-
. . -\ .

formed may not be closely related to actual proggess ok the

-0

job itself. This, coupled .with the fact that contracgs may

¢ A

be front-end loaded, profit may not be extracted uniformly
N . oo
frqu;he various projects undertaken and that projects may

-

1y B -
extend over two or-more acco¥nting periods, creates some

'"difficulty in obtaining an accurate picture of the con- .

\
tractor's current financial é%étus.

There are basical fourfaccounting methods which may be .used
by the contractor) They are the cash method, the acérual
method, the percent ge—éf—qompleiion method and the‘cqmpleted—

contract method. A brief discussion of eaéh of these mgthods

is presentéd below and is extracted from [25]. Aﬂmore(ae—
tailed disbpssidn of the application and advantages and dis-
: e : :
jadvantage% of each of these methods may be found in [29].

expenses in the period when received and paid, respectiyely, = -
apply.
In most dituations this method may be unsatisfactory despite
its great advantage of simplicity. *The cash method when ap-
propriate will generally ba-with small contractors having
short-run contracts with m¥nimal unpaid recéivables and pay-
ables. It ‘is often exceedingly difficult to evaludte how well
% contractor is really doing since this method does not truly

*

Cash Method: This method dictates fhe recording of inc(méand v

)

LY T

wede

-
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measure performagpe/MARather this method measures the contractor S -
“customer's ability to pay and the contractor's ability to pay his
own-bills. A balance sheet for a contractor using the cash method -
may not reflect the company's true net worth because of the absence
of accounts receivable,, unbilled work in process, materials inven-
tory and accounts payable..

B
<

and- expenses to the specific period of-time, such as a’month or
year. Therefore income and expenses.are. recorded en incurred o
rather than when cash is actually received or paid. ‘This method,
in the proper situation, gives a better measure of performance than
the cash method. While not as simple to employ as the cash method,
the relatively little additional bookkeeping requ1red permits a
more intelligent evaluation of the contractor's financial position.
The accrual method generally forces management to consider on a
continuing basis the subjective data which have a significant im-
pact -upon his prof1tab111ty Such areas which are constantly
evaluated are: a customer's inability to pay, retentions on bil-
1ing (retainage), unapproved change orders, and recogn1t1on of
losses on contracts prior to comp]et1on

'Accrual Method: The accrual dethod is based upon ::lgﬁing income

The actrual method is genera]ly appropriate where all of the con-
tractor'< jobs are relatively short-term. Where a contractor has
a mixture of short-term and long-term contracts the accrual method
can be combined with an zlternative method. For short-term con-
tracts .the accrual method is used, and for iong-term contfacts
either the percentage-of- complet1on or comp]eted -contract method
1s emp]oyed

" Percentage-of-Completion Method This method s THe first of two

me;hods which are acceptable for accounting for long-term fixed-
price contracts. The American Institute of Certified Public Ac-
countants considers the percentage-of-completion method 'prefer-
able when estimates of costs to complete and extent of progress
towards completion.of Tong-term contracts are reasonab1y depend-
dable.’  This method dictates the recognition of income as the work
is performed on a current basis. As a result,.income is recorded
on uncompleted contracts based upon performance as opposed to when
billed (accrual method) or when the contractor is paid for his

work (cash method). ‘ -

e 1 ~

“The portion of the contract's profit to be recogn1zed as the JOb

progresses is determ1ned by either:

(1) !that percentage of estimated total income that incurred-

.costs to date bear to estimated total costs after giving
effect to estimates of costs to c0mp1ete based on most
recefit information', or

[

" (2) 'tit percentage of estimated total income that may be in-
. . dicated by such other measure of progress toward compietion
as may be appropriate having due negard to work performed !

3

-

. e
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It 1s obvious from the above that the percentage-of-completion
.method has a major disadvantage due to its necessary dependence
upon estimates of costs necessary to complete the job and esti-
- mates of how much the contract income will be. Despite this
“ disadvantage, whére reasonably reliable estimates are available

this method presents most fairly the measure of success a company
is realizing. ~

Completed-Contract Method: The completed contract method is the
- second of the acceptable methods of accounting for long-term
contracts. Under this method the conthdact billings and related
job costs are accumulated on the bdlance sheet and no profit is

- recognized until" the contract is substant1a]1y compiete. The
AICPA has stated that “this method is 'preferable when lack of
dependable estimates or inherent hazards cause forecasts to be
doubtful.' The advantage of this method is that results-are
reported only when finally.determined. The major disadvantage

) is that there is no measure of current performance and it causes
substantial f1uctuat1ons of net earnings of the company from one
year to the next. .

. | ' [25]
' Figures 2.5 and 2.6 dgpict an example profit and loss state-
ment and balance sheet \respectively, base:i on the percentage-
of completion accounting method (29]. Appendixi A:‘co'ntains
siml;.lar statements but for the completed-contract method‘ of
accounting. |

4 -
- The interpretation of what constitutes acceptablé enf;riés )

' . ¢

under‘ the various categpries on the fipancial statements is
a function of the viewpoint of the person or agency analyzin§
. them." As an example, accounts receivable which have been
l outstanding, say, over 90‘days, may not be allowed as a
current asset by the surety or'the bank"but will be t:‘reate“‘d'
" as a bad debt. The viéwpoints' of two éucb external ageéncies

with respect to the assessment of different entries on fin-

_ancial 'statéments. are presented in Chapters 3 and 4. .

. . . .
) . \ L [ -
. - > 1
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One useful way of assessing financial statements is by ratio

ana{ysis. Tpe partiqular-rat}os examined By an agency are a
function of the relationship between itself and the firm.‘~1n
the case of(a bank faced with the task of considering wﬁeeher

or not to grant a shoréqﬁerm loan, it may examine ratios
1

~ which reflect the firm's\igquldlty p051t10n. On the other

7

hand, lwnq-term credltors may place more emphasis on earnlng
power .and operating eff1c1ency Similarly, equlty‘;nyestors
are interested in long—term profitability and efficieﬁcy.
Management must be concerned with all viewpoints, as it is

responsxble not only to itself but to all external agencles

such as the bank, surety, cllent, shareholders, etc.

The ratios used to analyse financial statement$ can be clas-

sified into four categories: - ~ . "
. B |

(i) * profitability f’ElOS, which measure management s
overall effectlveness as shown by the returns gen-

erated on sales and investment;

hY

v(ii) liahidity rations, whicﬁ measure, the firm's ability

. to meet its maturing short-term obligations; ' -

(iii) activity ratios, which measure how effectively the
firm is using 'its resources; and
) ~

(iv) leverage ratios, wpich mejsure the extent ‘to whiph,;

the firm has been financed“by debt. :?

-..(‘
~

(3

f‘l
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The net profits on revenue or "5rofit margin", is a critical

bearing upon tendering practice. . .

.a greater return in some other applicatioﬂ.

e i P e v e e
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The following ratios are of interest with respect to the.

"financial position of a construction firm [32). They have

been grouped into four categories as described above.

i {
’ <
1

PROFITABILITY RATIOS ’ LN

Net Prqofit to Revenue befere and after taxes

»

measure of profitability. It indicates, to some extent, an

ot

company's competitive strength or its susceptibility to a.

decrease in either its sales volume or its profits. Usualdy,
an increase in sales will widen the profit margin, since

fixed costs need not rise in direct proportion to sales. Also

for this reason, profits tend to increase or decline more,

3

rapidly percentage-wise than do sales. This has a direct \’gi\<

~

-

Net Proflt to Equity, before and after taxes

R

The relat ?nshlp between net profit and equlty is one of

theqmost meanlngful of all financ1a1 ratios,’ and is often

» [}

con51derei‘the best measure of profitability and efficient .

use of invested capltal.. If the return on invested cap1ta1

”

is low, tﬁe capital involved could probhbly be uscd else-

-

where to H%tter advantagel - The guestion remains one of

4)‘|

whether tHE same capxtal employed at the same risk can yleld

. .
[y

J . L S ‘
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Profit to Working Capital, before and after taxes

NN L]

Working capital represents the equity of owners in the .cur-"
' ‘ :

rent assets, and is equal to current assets minus current

liabilities. ';I‘his eq%‘:ity re‘presents.the '"cusl‘mion‘"vavailable'
to‘; the ;‘.irm for carrying inventories and receivables, and

for financing day-to-&iay opera;:iohs". The ratio of \net’ pro-
fit§ to working capital is useful fo; measuring tﬁe érofit-

ability of firms whose ’bpgrating funds are provi_ded largely

through borrowings, or whose permanent;capital is abnormal&y’(/‘
o -

"8mall in relation to the volume of income.

.

AN -
Net Profit to Total Assets, before and after taxes

The ratio of net profit to total assets is closely .rela’teg'.,
to the net ﬂprofit é’qu;ty ratio. The thepzjy is that £he ef-
_fectiveness of a c‘ompany_'s operations should be anaiyzed in
ter.:ms of all its_ assets, inc&uding capitai provided by cre-’

ditors a$ well .as provided by investors. An ideal situation

-

n

would be to.evaluate all fixed assets, whether owned or
leased, on present-day values to o_btain'a‘ complete measure

of all assets used currently. However, because of book- .

2 ,
s

keeping procedures, this is not possible.

¥

LIQUIDITY RATIOS . ' , - \

wl—

{

Current Assets‘to-Current Liabilities

S

.This ratio, called the ”éurrent ratio" .is the‘gmbs‘t qpnmohly-

used figure in analyzing balance sheets. It gives an
. ] o .‘ i '
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" current obligat;ioné. /-

~

D/
indication of the mérg‘in of protection for s_horf:—term credit-
ors. It general, the more liquid the current assets, tile
léss margin that is needed to cover current liabilities. A
current ratio of 2 for 1 is cofsidered standa d; a ratio of.

more than 5 to 1 is unnecessary and xﬁafg, in fact, be a sign

of gveakness;_ Anything less than the standard may be crit;lcal.

Caéh to Current Liabiligties

The ratio of cash.and equivalent (marketable securities) to
current liabilities, known also as the "liQuid ty ratio", is
an iinportant supplement to. the current ratio. iquidity

I _ .
ratio indicates the immediate ability of a_ compapy to meet

‘

Fixed Assets to Equity ) : ' o

.
[

This. ratio is used p.rimar‘ily ‘to measure a firm's tendency

to over-invest in fixed assets. A high ratio of fixed assets

' N,

to equity results in heavy depreciatjion and interest bur-

@

dens. This can lead to serious profit problems- should revenue
- ‘ ¢

difficulties be encountered. This ratio should seldom be .
| : :
allowed to exceed 100 percent. .
\a‘ ) m
Rental Income to Revenue - o

This ratio indicates the dependency of operations ‘upon leas-
ing arrangements. A high level of machinery rentalé‘tq other
firms suggests excess capacity ‘in the firm and excessive:

7

capital commitments. If this rnatio is. high it should be
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sérutinized to see if it is contributing adequately to thq

~

' operations of the business.

Accounts Receivable to Revenue
- &

\
N

This ratio indicatés the lengthlof period needed to° collect
accounts.‘ Lengthy periods sugc_‘;es‘tl’that tlhe‘ firm is carry-
ing debtors with some fin;'mci‘al risk. Both the cost of
'flnanc1ng debtors and their risk must be carefully related
to other financial ratios to determine how vulner&“ble the |
firm has become. (The average collection perlod in days is

computed by multlplylng the~ accounts receivable to revenue -

ratio by 365:.) ° - ' !

: ~ DR

-~

ACTIVTTY RATTNS

Revenue 'to Equity -

P ’ ' ' . . ] . . -
The revenue-equity ratio provides a-means of determining the .

average turnover of owners' capital during the year; it shows

~ %

‘~how actively the firm's capital is beir[g put to work.. If

capital is turned over'to‘o- rapidly, _].iabilities build up ex-
cessively and ‘must be financed expensively by creditors.
Conversely, if capital is turned over too 'slowly, funds

become idle and profitability is not maximized.

. .
) . >

' Revenue to Working Capital

'_’ <

This ratio meaaures the )S:urnover of working capital. Most

-

‘ .businesses require a surplus of currernt asssts ovex; and

above current liabilities to allow for cash paid out tor
“‘"' ‘.‘“;;;,\ .

R Low

L . . ‘ . ._f‘

Tarn e —
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inventory, and to carry ensuing receivables after work is

performed. This worklng capltal turnover rate can expose

i a f.jln-ancial ‘problem. If the ‘ratio between revenue and

L

, - working capital is”too high, the tendency of the business

. is to owe too much, because it depends( on credit granted

.

by suppliers, banks and others as a substitute fdr(‘an ade-

- - . \

(c;uate margin of current operating funds. ‘ ;

‘Revenue to Fixed Assei:s p

M ©

4

. ’ . The ratio_of revenue to fixed assets is significant when
. : » )
' . compared with the 'same ratio from previous years, since such

a comparison will show whether or not the funds used to in-

crease productive capac1ty are being. spent vwisely.
=

a . LEVERAGE RATIOS

" Current Liabilities to Equity

: , The ratio of current liabilities to equity provides a means
of evaluating the firm's financial condition by comparing

-~ A ¢

' what is owed with what is owned.

' Whenever the ‘reiationship

" . "R
between current debt and equity exceeds 80 percent, some

<

'financial weak'ness‘ is indicated in that the busine.ss is ’

. ovenly dependent upon ‘its creditors. 'l'his leads to high

, costs of operatlon except where creditors are providing

cheap noney-. -
~ : ~ )

o Total Liabilities to Equity . : L

- ‘
) - - ’ B ‘. .
N

¢ * ‘ . Y

‘

J{‘ - ‘ ' R | ) ‘ " " )

~ When ‘the total liabilities-equity ratio eiceeds '1qd perc.ént,.

" ':“

AR ARSI oy, g W7 ™
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‘tion firms in general (Table 2.2) and buildinq.contrectors in

the equity of creditors in the assets of the business. is

o

‘greater then\the equity of- the owners. This makes tn%,firm

extremely vulnerable to unanticipated contingencies, and
severely limits management flexibility. It may easily be

that the creditors may be earning more from the operatlon \t>

\

than the owners,. with little financial risk.,

4
- }

Table 2.1 summarizes the computation of the various ratios

for the flnanc1al statements prepared using the percentage-

- of-completion method, and the completed—contract method.

As seem from this table, various interpretations of the.

e

. NG oo ) .
company's financial status can be obtained dependipg on the
o”tﬁa/girm'and

accounting method employed. .- Of importance t
]

to those evaluating it is how have the various ratios varied

with tlme and how da they compare with other similar com--

panies. Tables 2.2 and 2.3 deplct average- values for var- v

ifous ratios and--their change with time for’Canadiankfonstruc-

particular'(Table'Z 3) [30]. Appendix B contains similar
figunes for highway, bridge and-street contractors and special

trade contractors. | - . ' .
R ¢ ) N L ! ‘a*: ’K N [+
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“ _ E " METHODS OF ACCOUNTING
~ t Coa Percentage
. ‘ Completed - of ’;
’ ‘ . ~ Contract Completion i
TYPES OF RATIOS u ' __Basis® Rasis .
. ‘ :
, A. j,&PROFITABILITY RATIOS S () o (®) R
~Jf \pt Profit to Revenue ' _ S o .
" =« before taxes . ' ~ 1.7 0.11 .
. -.after taxes ) . .0.87 . 0,09
2. Net Profit ;to Equity R ; .
- before taxes ' - 16.41 1.42 '
- after taxes 12.83 1.12
3. Profit to Working Capital - -
- before taxes ‘ 14.38 - 1.33 ‘
- after taxes . 11.24 ’ 1.05
4. Net Profit to Total Assets ‘ ‘ )
—~ before taxes ' 3.54 0.52
- after taxes . S 2.77 0.41 <
0 | ’
B. ACTIVITY RATIOS : (Times) (Times) )
’ . 1. Revenue to Equity . ' 14.73 ' 12.48
2. Revenue to Working Capital ' 12.90 . 11.71
3. Revenue to.Fixed Assets 92,34 ‘166.84
- » . v 1 , £ ’
C. LEVERAGE RATIOS S (Times) (Times)
< ' '\x‘ ' N
1. .Current Liabilities to Equity ° 3.33 1.58 )
2. Total Liabilities to Equity ! 3.63 1.72
N 7 ) v o
D. LIQUIDITY RATIOS ’ © (Times) . (Times)
1¢ Cutrent Assets to Current s
, .Liabilities 1,34 ‘ 1.67
2. Cash to Current Liabilities . 0.05 0.05
3. Fixed Assets to Equity ~0.16 0.07
4. Accounts Receivable to Revenue 0.27 . 0.19
d \ - ?'/
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MANAGEMENT ) °
’ DECISION FUNCTION -
Assign resources - — — — — — J
Initiate. corrective : L
action
i . »
;e <
¢ m
' . 5 a
AN %)
1Y ' fre
N : , y s ,
N I— — _/ —— —— —I " O
N ENVIRONMENTAL ’ PROJECT STATUS DETECT ION )
| Aarrack o " ) : ‘
) l easure project pro- Compare planned
Weather e gress- in terms of: progress with actual
, Labour supply |[_, Quantities placed progress.® Identify
Iw Subcontractors .$ spent * cause(s), if possi~.
| Désign changesI Man-hours ble, for deviations.
Shop’ drawings | Co- !

| N I

PLANNING

Estimating
Control Budget
Activity Planning
Project Planning

.

etc.

.~

R

By

FIGURE 2.2 ELEMENTS OF A PLANNING & CONTROL SYSTEM
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INFORMATION

1

|

NON-QUANTITATIVE
INFORMATION

i

QUANTITATIVE
INFORMATION

%“

]

NON-ACCOUNTING
_ INFORMATION

Y

.« -t

]

ACCOUNTING

INFORMATION

I

MANAGEMENT
ACCOUNTING

INFORMATION

)

_ FINANCIAL
ACCOUNTING
. INFORMATION

A

r

T

| s

COST ACCOUNTING
INFORMATION

DIFFERENTIAL
ACCOUNTING

INFORMATION

RESPONSIBILITY
ACCOUNTING

INFORMATION
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“

.

<
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FIGURE 2.4 CLASSIFICATION OF INFORMATION “TYPES
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CHAPTER 3

CONTRACTOR RELATIONS WITH THE SURETY

4

3.1 INTRODUCTION

\

The objectives of this chapter are:

-

(1) ¥Q/aescribe the nature of the relationship between

’ A
the contractor and the surety (section 3.2);

o

(ii) to identify and document the information requirements

-and as;essmeht procedures of the surety with respect to:
— “ "

- establishing an initial relationshipewith the con-

tractor, an initial bonding capacity and maintaining
this relationship (sections 3.3.1 and 3.3.2);
O 5 .

- obtaining bonding for a specific project (section

hd .

3.3.3) - R I
~ increasing the‘bonding capacity of the company :;:::“’\\\ ,

AY

tion 3.3.4); and

to’identify the strengths and weaknesses of current .

[}

reporting practicés of contractors from the viewpoint

of the surety (section 3.4).

'S b

The major benefits to ‘be derived from the attainment of these
‘ ' r
objectives is that a basis, although not complete, will exist

for determining what and, to a certain.extent, how improve-

“ments should be made in the firm's management practices and

strengths in general and in the present internal and ektgrnal
reponting practices of the contract&r in_particular,‘ These:

imprdvements*would be directed at enhancing the contractor's

-

’

0

a4
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relationship with the surety and his iﬂte;nal project control .
‘ ' »

practices. ® .

L]

r
v

BN ° "
— The methodology employed to attain'the objectives previously °

. ,stated consisted of an extensive review of the literature

céupled with in-deétg interviews of key personnel associated

\

with three major North American surety companies. This
. V4 N
chapter was strengthened considerably by the contributifns

of. these individuals. ‘ ' ' . >

L4

3.2 THE ROLE OF THE SURETY .o

1

Because of the risks inherept in bog§truction and tﬁe poten-
tiél for error, the owners.of projects require somelform of
assurance that a gontractor, if awarded a contrac Twill in-
itiate work on a project aﬁd, once work is,started,‘thht he
will follow thrbug@ to completion and honour all commitments

to suppliers and. Jabour. This aSsuranc§ in many cases is

provided by a surety who, as a third party; agrees to indem-
nify the o@ner,ﬁcalied tﬁe obligee, against any def&ulé»or
failure on the pért of the contractor, called the principal.
Thg assurance is iééued in the form of one or mor: bonds which
sét forth the condﬁtions und;r ﬁhich the surety is liable and
the extent to which it is liaple (face value of the bond) . »
," The prehiums for these boﬁdf are paid diréctly by the contrac-

MV tor, although the premium is included in . the confract‘price

énd hence the client pays indireé{ly.»’lt must also be reéog—

LN . v
"~ the contractor is required to sign an indemhit¥ agreement in

] N + v -
-

. ‘ <;iaéa that these bonds are different than insurance, in that_'

PR




fayour of the surety whereby he agrees to relmburse the

i
\

- surety for all charges incurred by the surety in 1ts comple-—'

§

7 tion of the pro:;e{:b ' : ‘ . : !

As will be seen later, before a contractor can secure bonding

v . j

. from a surety company, his company must pass - through a fairly .

, rigorous examination with respect to its capaéit&, capital,

character and cost control procedures.

Those contractors uho suceessfully pass this examination pro-
.cess and wvho are subsequentiy bonded may i;e ‘vi‘ew'edjs, being

pre-qualified ‘by the surety from the viewpoint of the client,
as the issuing of bonds by the surety may be viewed as an R 2

endorsement of the firm by the surety. Thus, by restricting

hls choice to bonded contractors, the own{ has some assur— J
ance that he is dealing with one or more rep able contractors - >

and the likelihood of default or failure on tHe part of the -

-~

contractors is substantially diminished. . .

In fact, the - surety v:.ews this pre-gqualification process as.‘ . -

+
o

. its Tajor functlon . - ‘

" . ‘.Prequalifi‘cation is our \"ra‘ison d'etre'. Every

time we execute a bond we formalize that process by
confirming that a business, or an individual, is
capable of fulfilling an obligation wl;et'her it is -

~
under a contract, a lrcense, a franchise or of what-

ever nature. 1f the surety is not a preqnaiifying -




-

v e b

provide advice from time to time to the contractor on how

agency, then I don't know what we are. We are most

cextainly not in the insurance business although we >

are subject to the laws and)the regulations which
, v

N - A .
govern it. We may call our charge a premium when

the term “fee“’would be more appropriate.“-We do
i other thlngb which confuse our client th§ general

, public, and even those in other respgnsibilities

o

on our own companies. People relate\our income to .

payments made under bonds . when in fa/t they should

Jeasure our performance by the voluﬁe of contracts

‘a

successfully completed Insurers we ‘are not. We

are, I submlt, in the business of extendlng credit
in support of a Judgement dec151on - that decision
beidg of a prequalltylng naturF. . .the surety in
executdng its{bomd, says in eftect to the owner: .
"we have made a detailed analysig-of this'cbm?eny,

we have assessed its management and technical

“»

skills, we have sthdied its figencial situation and
* w
we believe it is fully qualified in all respects

to pexform the contract in question. So sure are

. we of our judgement that we are prepared to back .

N ¢

it up by committing our asséts. No'other form of

pfequalification is supported by that kind of‘

". financial commitment.® [15]

«
w7
- N A

In this role .as a prequalifying agent, the surety may
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X' best it can attain its objectiyes and/of what ;iépéxéhould

be taken to maintain control of the firm. o .

4 1 S‘J/ v
Other(sngices extended by the surdty to the contractor (%

1

include acting as a credit refbrence service and as a ton-

tractor reference service, proyidiqg counseling with re-

4".,

the bank, g:gﬁigigg//’

financial advice and providingifinancial. guarantees or o

spect to certain projects, andi with

funds in time of need [16]. ‘i , °

3

v’ ) | ,
From the contractor's viewpoint, the main role of the surety

is to provide boﬁding for specificvprdjects he wishes to

C . undertake. By obtdining bondihg,:the ¢contractor is not

- requiired to provide guarantees to the owner in the form of

. cash deposits whicﬁiwould tie ub'much of his working capital

~ and preclude the simultaneous undgrtakiqg of several jobs.
|

. ’ o4 Al

There are three basic bond typéé provided by the.gggety,

. ] . .o . v ' \
these being bid bonds, performance bonds and labour and //’/f\g

material é%yment bonds. The pufposé of these bonds may be -

described 'as follows [16]:

Bid Bond:‘ A bond which guarantees the difference betweén \

. ‘ ) ‘ )
the low bid and the bid legally accepted iigee . K

{subject to’any~stip%i;xed maximum) .
. R .

» T . | ’
® Performagce Bond: The ‘surety guarantees that the project
v will be completed within the stipulated timé,‘ in accordance
with the specifications and free of any priviledge.
S : LT

R , . N 7
- ! “ s . .
. a . . ) .
- N - .
. .

v d‘

N\




that once the project/ has been completed,- it\w1ll bélong .

' - .
o o to the owner, %d not to credltors with rlghts on»the COM7/, 0
s pleted Wwork. and’that ‘workers' wages . and materlals are pa1d
| i for. 1 P B - el :

;7 * . . . R ]

o
¥ ’

\ o Figures 3.1, 8.2, ‘and 3 3 deplct typical formats used for

\ ‘ v -

the b1d bond, performance bond and labour and materlal pay-' \ .

?

" o ment bond, fespectlvely Figure 3.4 illustrates a tyblcal

| /
|- contract o; indemnity" agreement in which the contractor l
{ H

agrees toflndemnlfy the surety should one or more of the’

>

bonds pﬁpvided by the surety be' invoked. . :

’

Ih summary, the surety provides an endorsement of tﬂe con-
Llacﬂbl in terms, of bonding, inh return for whlch he, rqccrvc,
a nremlum and as agreemept that he will be relmbursed by the '
1 ‘ ‘ﬁ‘ cbntractor for 'all losses 1ncurred on his behalf, should )

\ ithey occur. To receive his endorsement, the contraqtor muét\

.

agree to have hlS flrm undergo a rlgorous examination where—
\ . 7+ -by the surety seeks to assure»ltself that the firm is a .
sound busrness enterprlse and has all»the lngredlents neces-

- -

sary for antlnued success. = - e - ’ .
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3.3 ‘ESTABLISHING.ANﬁAMAINTAINING A WORKING RELATIONSHIP
{

WITH THE SURETY | . ‘ :
. ) )

The purpose of this section is to examine in detail the pro-

‘ eesses by which the surety: ' \\
l-.‘ “ .
(1)- ‘determines that it is w1lling to underwrlte a general
o contractor ahd sets an 1n1t1a1 bonding capacxty,

kii)" malntalqs a'business relatlonshlp w1th the geﬁeral'

r

contractor;
(iii) provides bondiné for a specific project and monitors

the progress of this project;

{iv) increases the bonding capac%ty for the contractor.

,Attention'is focused on the information that the contractor

must provide for each*of these processes and, in partlcular,
on 'the’ -manner in whlch the surety evaluates and useéf&hls
information in its decislon-maklng process., .

[

‘IMe information presented in thlB sectlon was obtalned from'

exten51ve 1nterv1ew1ng of key personnel 1h the surety busi—
ness as well as by an extensive review gf,the literature

. ' .
{15, 16, 19, 26, 33].

o . .n =

a
#

Figure 3.5 contalns a letter which formed the, bBSlS for the

. 1nterview prggess Each xnterview was taped and thegﬁ;rans-

cribed and where required, a follow—up interview was held.

Excellent cooperation was :eceived fnom-three su é/y e

A

¥
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companies. As will be seen in the %Fb-sections that follow,

- the surety busxness is largely one of judgement. The pro-

o cesses‘used'by the surety cannot te formaily stated in mathe-

o matical terms. At best, there g;e a few rules of thumb whichk ¢
are employed as guidelines but which are not binding on the

surety.

3.3.1

Establishing a Relationship and Initial Bonding

. Capacity with the Surety

Al
a

Before a contractor can receive bonding from a surety, it

must undergo a thorough 1nvest1gatlon by the surety. The

so*called four C's =- Capacity, Capital, Character and
These A

i : i ' o |
Lexrms may be defined follows: \ %& ' .

Tﬂe//irength of the (firm with respect to its
§ p

Cost Control - form the focus of this 1nvest1gatlon,

7

. Capacity:

¥

(

personnel, s projeot experience and its plans for con- ;

. P
7 , Moo

The strength of the firm with respect to its

tinuity.

‘anpitél_

! -~

J

Charagter: A The honesty and fairness of the firm in its
‘dealings with others. ' * . T %
PR Y o ' ‘; '

Cost Cantrol: " The accuracy with which the firm can estimate -
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Al

b .
The information required und4£ these categories is not mu-

tually exclusive, nor are the categories themselves.

There is some question asvko whether a fiftﬁ C should

L 4

be added to those above, it being Conditions, which relates
. . ~o
to labour conditions, material shortages, inflation, etc.
A .
In this report, conditions has not been treated in a manner

similar to the other four C's, largely because they repre-'

°

sent factors which are beyond thgﬂpontrdi of the contractor

and because the surety ‘has no mechghism of keeping current

L

on all the items which come under this beéding.

Tables 3.1 througﬁ 3.4 show the information sought by the
sﬁrety with respect to the -contractor's capacity, capital,

. )
character and cost control, respectively.

The column headed’

, . - ' K4

Evaluation Criteria/Explanqtory Notes in these tabﬁps attempts
v o / v

to. demonstrate the manner in which the surety assesses.the

information gathered.

Y

. mhenform}shown in Figure 3.6 .is typical of those used by
‘various.§urety companies to obtain basic information re-

" garding the firm's caﬁ;cif},‘capital, character and cost

contrgl. Supplmeﬁtary‘doéu@ents‘ wﬁich‘must also be sub-

mitted include:

W)
(ii)

petailed resumes for all key personnel;

¢

- (i1i) A letter from the bank setting forth the cfedit -

-, =

- . A

.« ‘line available to_thg&firm; "

~EquipménE lease agreements, ff applicable; 4 ‘ -




. (iv) Financial statements for a specified number of years
: . ) L . .
- {v) A Status of Uncompleted Work Report (Figures 3.7

~ and 3.8 illustrate typical formats).’ \\\

°

The evaluation process employed by the surety is not a

straightforward one-in the sense that a comprehensiﬁe set

of cfiteria are first established, information from the
contractor is processed and scored against tﬁese critef@a,
these scores are ﬁhen summed after being abpropiiatély

i wéighted and finally a yes-dr;no ée?ision is‘taken.baéed

‘on the total score being abpve some specified value. Ratﬁe;,

the process séems to be one of ensuring that certain fun-
- - . .

damental ingredients are present (é.q., management capability,
financial strength) and that a combinat¥on of strengths

»
(both ‘tangible and intangible) is present which bdth con-

. o
tains the weaknesses present and which provides the basis

for a successful futgre. While there are certain guanti-

tative aspects to this process, by and large it is one of

" judgement, and consequently it is impossible to set forth a ’ )

\

prescription for the evaluation-and decision-making process
i;. Hence, in the

. which is‘rigofously and rigidly adhered
< 0" 2 X / .
. - text ﬁ:;;/follows, emphasis is p%?ced on the manner ‘in

A

which e surety views and evaluates certain items of'ih-

form&tion provided to him by the contractor or by firms ~
~ 4 >

and individuals who h?ﬁé\ﬁéd\giicr dealings with the

contractor. Because much of.the content of fables 3.1

through 3.4.is'self1exp1anatory, discussion is limited to ¢

) i *
Rt . ’ £} ~ . ' "o,
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those items 'in the tables which are deemed to be of special
‘ ' J ‘ :
importance. It is thought that the major benefit to be de-

rived frqm the information contained in the tables and in

a4

the following discussion is that a basis will exist for the
contractor to objectively examine his own firm for purposes

of identifying its_étrenghts and weaknesses,, to select ob-.

2

jectives which are COmbatible with thesegstrengths and to

take action(s) designed to rectify existing weaknesses.

\\‘\
~

There seems to be no consensus among sureties as to the
relatlve 1mportance of the four C's. Each surety interviewed
gave a different rankidg. The three rankings obtained are

as follows:

(). (1) capacity; (2) Character; (3) Capital; (4) Cost

. ’ e e

Control. ' ‘ '
(ii) (1) G@aractef; (2) papacity; (3) Capital; (4) Cost
| Control. \ | ) " _
(iii) * (1) Capaciﬁy; (2) Capiﬁ%l; (3)‘Chai;cter; (4)‘Cost

-

Control.
4

With respect to the second rdhking (i.e., (ii)), the follow¥

4 .
ing comment.was made; . .

. . .Characfer to start off ‘with. If a person is not
honest, I don't care howimuch money he may‘have,'he,is
not a risk we can bond.’ i have had people come in
here ahd say 'T have a $200,000 job and‘I'm belng

.asked for a $200, 000 bond guaranteeing that I will ;f

- do the Jotﬁ and here is $200 , 000 cash to guarantee the .
& Lt A .




Al

-Jundertake are missing. v

. Considerable effort is spent on éyalﬁating the financial

- performance of the firm. Of greatest importance to.the sur- 6 _'

§
job.' I turne@ down the hond, because in my investi-

%
|
i
{
}
!

‘gation of the pompan§, I determined that €EERBEopie B

who were behind the company were not honest."

)
What did emerge as anioverriding concern améng sureties was )
the strength of management in terms §f its depth, plans for
continuity and c&ear;yﬂdefiﬁed objectives fo} the future.
The fact that the cqhtinued“succeés of many construction
firms hinges on the conginued health and well-beihg of one

key individual is of primary concern to the surety and makes

) I
A &0 355 i 05T -

difficult the task of the surety. The onus is on the con-
tractor to demonstrate that a mechanism for continuity exists

in case this individual is removed (for whatéver reason) from

the scene.

Alsg included in the evaluation of depth is the strength of :

second-line management (project managers, engineers, job

superintendents, foremen) with respect to their work exper-

ience, and time spent working tpgethgr; Of importanqe to

;he surety is whether the cbntraétpr‘recognizes‘éhe strengths B |
and weakpesses of each of his employees aﬁé has bui%trhis
staff, to the extent that he is,able, so that collectively

no key strengths required for the type of work he wishe# to
. ' . £ o

3

. . . ) H
& N .

ety are the tr?nds\in financial performance that-have occurred- -

over the last three or four years and the current status of

a
-
’

. ‘
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6ngoing jobs. ". . .unfinished constructioh contracts hold
the key to the true fi%anciel positionlpf the contractor.”
[33] In prder‘to assess the trends previously mentioned,
lt is important that flnan01a1 statements submitted by the Lo

contractor, K be made up on a basis con51stentw2:th thpse of

the preceding year. "This }s‘df yital_impoit ngg/to us be-

' cause one of theJmainstays of any financial analysis is the

"\
practice of company balance sheeté.over a period of years.

It is a fact that the dlfferences Q changes between state—
ment dates are of more 51gn1f1cance to us than the 1nd1cated

dollar position of any one statement.

"Therefore any single balance sheet does not tell us very

much. However, if-two or more year-end statements are set

a

up for comparison and provided they are prepared on “the same

accounting bases, the difference exhibited between dates

- . . r N \
will be of great significance.

- K
- 7 1

"This ie the\reason we like tQ/obtain audited complete fin- ;
ancial reports for at least the past fqur years.‘ We then do '
a comparyk\n of basxc financial data from these reports’ and
we use a(cqmparatlve analysis form or some s;mllar typg ‘of
form which revea%s the diffe;enees or changes. /%e do this
notlpnly Epr the balance sheet but the&ineoﬁe statement as
well, cemparing the groes pfofit, overhead expense, federal

taxes and their net income." [19j]. ‘ - o

- <
¢ AN

Figure 3.9 shows a flnanclal recap sheet or. comparatiVe

‘ analysis foxm used by one of the sureties interviewed.
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_ rati}s is based on figures derived by the surety. For

* With respect to the method of accounting used, by the con-~

Various f;nancﬁél ratios are computed as part of the analysis
procedure, but the surety does not attach overwhelming im-
porfﬁnée to them, although some attention is given to how

they have varied with time and_hoﬁ'they compare to values '

‘derived from the evaluation of similar companies. \

N . . .

It should be noted that the computation of the various

»

. example, current assets may be reduced because accounts

.

receivable which have been outstanding for a long time may

bé_written off as bad debts. The surety might also in-

'y . ' !
clude in current-liabilities, deferred income taxes, regard- -

less of’ the accounting method employed by the contractor's

i

accountant. This is done .even though the surety realizes

that these taxes will not be paid over ‘the next 'year.

o N

tractor or his écéountant, its choice will influence ". . "

14

"evaluating results, future planning, income taxes to be paid,

bonding company relationshipg, credit with suppliers, and
- ‘
. hY .
even ability to obtain contracts." [25]. Of four accounting
methods that could be used, viz. cash method, accrual method, ~
\

percentage of completion method and completed contract

method, the last.two, are acceptabie to the surety, with

the: percentage of comp}etion methoddpeiné the preferred

“ . '

e

pow |




v to the following questions;

- 80 - .

- o

one, partly because its use implies at least some minimal

level of project cost control.

'Aq%itional information sought by the surety because of the
) . ;

inherent limitations of financial statements ihclude answers

-

(a) Has the company set up reserves for:

- Depreciation on fixed aksets
[y

'~ - Reserve for taxes
- Bad debts
- = Other contingencies : [
U' . .
/o | ' ‘ '
(b) Does the.company have the necessaiy funds to replace
- and purchase the required machinery and equip;ment? |

(c) Has the income tax depgfﬂnen€ examined the compafny's fed-

eral income tax return? What years were examined?
(d)‘ Does the firm have ayy long-term debts }:oming due short-

ly? What are the plans for refunding them?

4 B

L @(e)‘ Axre there any uﬁdisclosed }1fﬁbilities or renewal{’o}:

contingent liabilities? (i.e., lawsuits on patvénts

or infringements, or suits by \g\)vernment) .

A}

The following comments were made by one surety with respect’

¢ S ot : 3 » . )
to the process used by his company in assessing a contract-.

" or's balance she?t. - ) :

-
\

". . .Inter-company loans we no‘nma,l).y put as a long-

,

+ ' term asset rather than a current asset.” If we daid

e e e . T

o

EPD N
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‘we are dealing with. Normally, what goes in here will

not allow as a short-term item unless we know it will

~books it's worth $50 thousand, but 'in the back of our 3

N .
. . h

"

‘that we have to use the banks to maintain payables and

". . .Briefly, looking at the liabilities side, we'(\lémk

-

- 81 - ' ' :

\
A v

[ Y 4

have an inter-company receivable we would want tc;

have a statement "of the affiliate oxr sub.sidiary. The

same for notes recéivable -- when are they due, how

can they be discdunted?- Material to be incorporated oo

into work ahead -- we also interpret that partly as '

inventory‘, depending’on the type of contractor that

be inventory to be used on work on hand, on the Jobs ;

he has. He may have purchased materials -- for in-

stance, a water and sewer contractor may showW an in-"

ot

ventory item for sewage pipe which.he has béught before

the job has commenced or is commencing but he hasn't
laid the pipe yet ~-- so that is inventory for him,
which in turn will becotme part of the jobk ac he does

it. So we would allow-for that. . .One thing we will |
. ' . |
|

be liquidated in a short period of time is land held

for specﬁlétion. You have real estate in here of ;:ourse,‘
and land, bulw}dlngs, and what-—not. 6nlthe conservative
31de, we w1ll allow the book value, say we know on_the

»

minds we know it's going to sell for $150 thouéand.

t - )

»

to see what 'is go:.ng into the bank in termg of the opexr—
| e~
atlng line of credit. In tha’t area, we are’ all aware _

80 f;‘c'art‘h, but we don't like to see‘a'a' firm, debenheht.' .




upon tile bank. So hexre is another area which we ex-
plore‘, we meet_witfluthe bank manager and discuss the
y overall account and review their operaﬁioﬁs, They
take out the ledger sheet, or whatever it is th‘ey
oS call it, the loan sheet and say: ';\1right, _he‘s got
a line of credit of or;e hundred thousapd dolla{rs,' what
aré ﬁis borrowings?' Then you,'s‘ee if he i§ always

N

owing the bank 'a hundred thousand:dollars,” well, then

. he's ‘got a .problem. He's dependent upon the bank.

| | . - The minui:e\they decide to pull the pl_'ug, ‘her:ﬁhe goes.

L .‘Equipment notes :-;- if he had purch_ased equipment,

. ‘ what are his current commitments on fhat equipment.
Again, we like to look at this -- will he be able to

/;} ‘ .meet them? Because he %as. to maintain a certain amount
of. work flow to meet ‘these payments. Again in that

area one thing tQat Wwe endeavour to look into or in-

quire about is the type of financing contract that

that contractor has with the equipment dealex. You
have some contacts tl\'lat,‘ . the minute they miss a.
payment, ,the‘whole' amount is due. Sometimes they will
.- - allow a peripd of three-months' 'grace,‘ let's sayh during
. the winter-time, if the.y'klng;w there's no work and he
\ can't make the payment.’ We like to look into these

thihgs and see the impact 'fhey‘may have.

)] . 1 \

B
i

("O.t'hér” notes payable —— itipay be ,John" Doe owing $10,000

.to his grandmother or something like this. This is"

4t e o o =
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A)

Q).
' s
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1

to maintain a certain amount of work just to break .

even. So we will l@ok at that as well. . .In other ° .

words, we don't want to give him too much rope to go .

and hang himself.f Then again, we don't want to hold\_‘

3 "

him back if -he's got ‘growth and potentfal." o x

. ."Do you use a formula to cqmelup with the amount

N - ¢
B ‘
. ‘

of coverage?"]
' ‘ %

. "« .We don't work thaﬁ way. 4We'dq not set limits.

' We say that we wanf’tq deal with reéponsibie peoﬁle“

and_if we deal with responsible people, responsible

)

peoplg‘will nbf tend toroverektend themselves. They

A ~

themselves will set their own iimits."

» «*Do youfhave an§ rules you appiy in defining the

~maximum amount of money of coverage that you can give

1

to the contractor from the balance sheets?"]

. 13 - !
. Magpd o B0

' s e L R
. Ve base(ourgdg01§10n,on the financial statement.
~ ! oLt

"No.
We want them to be §n good financialxstanding) not -,

3 t

toé much 1ong—termy ebt, debengihg on'if it's a ,Ki ‘ 5"
:oéd-buildér or ; building contractor. ‘wé‘take into
xqécount‘the‘working'capital*but‘we have '‘no nuﬁper,s'ﬁ

no ratié} no ﬁagic ratio. . We use jpdgehent. We're.

in a business of .judgement."
. - A

o

~
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~ of the company . - If the surety o .only hears about your 1

(4) A schedule of work in hand, submitted®on a quarterly .

lthesﬁ repo;ts -is similar in nature to that used to assess

the suretyfis deteimined‘ in large part, by .the degree- of! -
. openness oOr canddur which ‘characterizes the relatlonshlp
‘w1th the surety any problems which may 1mpact on the success

'problems througq,the grapev1ne, chances are that it w111

not be well dlsposed toward you.' (1§1. o ’ “ ' h |

© 3.3.2 Mdintaining a Relationship with the Surety '

¥ s

o s
- . [}

. The contractdr. once having received -bonding from the surety,

is required to submit reports on a reguiar basis to the” toe

surety These reports provide informatioh on both the over-
,
all flnan01al performance of the flrm as well as on jobs in

progress, and include: ’ o '

basis; —

(iliv An ipterim balance sheet,’submitted semi—annuall§;

B

(iii) An auditeg financial statement, submitted annually}

(iv) Job status'reports, obtained both from the contractor

-

and the project owneér. o . ‘

“ s
. 4
v o
s
.

~ ' ¥ ' i : * : . ‘e 3 — .' e
The procedure used to assess the 1nformatlon contained; in - o
ahop— e -

the firm for underwrltlng

[
e AT S P S sthy %

The success of the relationship between the contractor and

-

S a e g,

‘e

i
It is 1mportant that the contractor have sufficient .confi-

. .
dence in thF relatlonshlp that he is w1111ng to dlscuss. . - !
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3.3.3 Obtaining Bonding for a Speeific Project

- 7 . rlb ‘ i -
The bonding of a specific project may be viewed as -being

comprised of three sbecific_phases; viz., arranging béiding,

monitoring .job progress and project completion.

In the first phase, attention is:focused on the details of

A

the specifie project to be bonded, the present status of

on-going work for- the contractor, and hie experﬁence with

previous projects which ar

to be bonded. Figure 3,10- de

51m11ar inh nature to the one \

/cts a typical appllcatlon

form for contract bond and agreement of lndemnlty Of in-

terest to the surety is the extent of i

H

terms of payment, escalation glauses, holdbacks, .etc.}), the

‘potential lia-

ed), the specifics

n N Y

1dent1ty of the owner, information regarding other bids ‘i

(obtalned after the issue of the bid bond), and the requlre—

ments for bondlng of the sub—contractors and the 1dent1ty '

\

~of the sub-contractors. Other information required pertains -

I

. to the present status of other on-going projects (contract

price, percentgge completed, type of eonstructién,'Etc;), and

other jobs which currentIy are being bid (One -problem

fac1ng the: surety is that the contractor can succeed in re- ,

ce1v1ng two or three new jobs almost s;multaneously, which-

‘o

in combination with on-gq1ng work»eurpass his present bonding

b
capacity and his ability to manage.)

A substantial amount of

~

POV 4 SR U

o
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the informéykon required by the surety is used to Update the
ihﬁormation submitted by the contractor in the initial under-

%fiting phase. It must be remembered that the surety is, in .

t s

fact, underwriting a complete organization, and not just

‘
I

% bonding a specific proieét, and hence before- it cén provide
'bénding for aﬂnew\project the overall capability agd perfor-.
mance of the firm pust be reviewed; with the rigour of this .
‘ 4 'review process being determined somewhat by how close the.
| contractér’s on-going angd propoged new work is to his present

‘bonding capacity.' The rigour of the review process is also

»

governéd by the relationship of the project to.be bonded to

\

‘ . previous projects in terms of'type, size, complexit& and

management expertise required. _To minimize risk, the surety

would like Lhe coinlractlor Lo stay willi.the kind of work with
which he is most experienced. If the contractor wants to:

change areas, the surety wants him to undertake only small

’

jobs in this new-area at first, until he gains the necessary

experience required for larger jobs.* As an alternative,
L 4 s -
the contractor may be encouraged to collaborate by way of

, f

a joint venture with a contractor experienced in this type

. | .
of work. ' - : -

:& ’ l ‘
\

", . .Manijaqadian,_Ameriéan and Duebec-firms'have |

disappeared on account of oné.éingle‘projéct. if

| ' equipment is your speciality and .the project is one
2 ! - / '

B " ;‘ yhere'techniques'are most important; or vice-versa,
| ' .would you noﬁ'be'ﬁiSér'to find’yourself a good part-

" . ner-and to form a joint venture with him for that’
“y ' N ' ‘ ' - N

[P N

o St o Rt e

b
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project? A 50 percent profit is ﬁreferéble to a 100

’

pefcent loss." . [lﬁj.

Some of the comments made by the sureties interviewed in re-

-

gard to the decision of whether or not td-provige bonds for

' s g . 7
a specific 'project were as follows:
4 N ‘ ' - ! ' ¢,

, ' ". . .We wouldn't want to see a general building.con-

' - e N
tractor going into water and sewer work all of a

) A N sudden. You know, on paper hé may have the working

! ' /,J . capital for it, but not the expertise, nor the equip-

_ment. Also, wh& jump all of a sudden from, say, a .
. . . ’ - 4
one million dollar contract to one of five million or

] - ten million? Ju$t bebause‘hefgiggen building for
; : e v ' o
~ twenty years doesn't mean he's going to be able to

s

1 . ' build Place Ville Marie. In regard to projects ob- -
ey | N . |
- tained on major contracts completed, it's all very

nice to say I've coﬁgleted a five mil}iop do{lar,job,
. but if I've lost a ﬁillioﬁ dollﬁrs, wlat's;the point?
N Wé want io.see the bid spread, both on the current
‘. job and ones he's bid in the pésg. We like a bid

sﬁregd within 20%. You have to be familiar with the

.trade, itself, and how hungry the contractors are in
order to pass juéggmént on the bid spread. Sometimes

it'll scare you.? » o, .

s -

. ", . .we'd like to know the amount -of holdback, if“

there is any liquidated pénalties or damagés, when

Y

the project is going to end, what is his presenf'uﬁé

completed work. And we will add this on. .So if he
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! has $500,000 left of work to do on the 2 @illion ' / j
9 - - ' : ' N
; ' .. dollars work that he had before this job and he es-

imates this new job at one and a half million, then, '
. ’ theoretically; we are back to 2 million dollars un-

epmpleted. .Since W&~ have followed 2 million dollars

. ' . \ ‘ © before, we will follow again. If we go beyond that ~--
{ ' 1f it happens to be a different- type o? work, sllﬂghtly ‘ 'y

larger é?zeQJOb then we will start looklng into the -

FL R

scope of the work duratlon, etc , and évaluate that.

We 11 also 1ook at the sub-trades on the job, materlals

-
- .

" required, equipment needs, thezlocatlon of the work,

etc. Theee are important factors as well.” _‘ -

)
N\
[l
"

Once a project is bonded, the surety will visit the job site : B

g i) T e g
e e wi Wy Lo
s

.

from time to time to aeéess the progress of the project. It ]

. receives formal reports from the .contractor in the form of

@

re———

the‘Contrect $tatue Repo;: iFiguree 3.].and/or 3’8)‘w§i83‘£s\
submftted on a quarterly basis. On a regular‘bésis the safety

. will request that- the owner complete a Contract Status Repo;\\ ‘
ﬁ. (Figure 3, 11) whlch conflrms what has been -paid to date, %%e ot

‘'  amount of work completed fg\q;ﬂf/é;d if the project has been

accepted, whan accepted.

e *.- . .While the project is in progress, we have a -

eystem-dhere we write to the owner every 3 or 6

. . months and ask him how the job ‘is prOgresSing and’
E ) are there any-problems from hlS point of view.. we
f ‘ ——

- keep in contact this way. Sometimes we get dis-~

crepancies- in opipion.~ There's a form, a standard e
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form, and there is a plaée for réharks and comments.
‘And’uéuali&, if there's anythiﬁg miﬁor, it will be
stated'on this form. But if it's something“major,
they will write to us directly. ’Or‘gomépimes, if a

J .
supplier is not paid, he will write to us directly.

"1f it'gj;:;;jor problem, we'll call them and see what
the dispute is and we'll call ‘the contractor and find
out his version. But we in no“wéy want to become. a

judge or a jury in the dispute. We 'try to get the

parties together, and come to a sébh{ément."

The surety will close the file when it receives.a cqngradt
‘ . i 0, ‘ .

“status report .from the owner stating that fhehéob.has been

L]

Fo;;Téﬁed and accepted. This form alsn documents the. fina)

L -

-

contract price, which is used,to determine the exactdaméun;

. \ .

of the premium’to be paid by the .cortractor.
; 4

.

3.3.4 -Iﬁpreasing the Bonding‘Cagacity .

The bonding capacity of a contractor can infrease in one of

Fwo“ways. :First} it may increase by’ small increments }with
respect tol its current capacity) at a-time (say, half.a
million doliars), in which case a formal review by the surety
ﬁay net ,be undertakeﬂ. The'othér way that‘the capacity Qill
be increased is becéuse_the contnqétor wishes to undertake a
major new 5ob and he is able to convinee the surety that he
is capable of doing it along with'hié current wprkload; "In
this casé;zthe_surety‘Will reassess the bontréctpr in terms

C

Carene

.
wtygs e gy

D gt b
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" of the four C's, Capacity, Capital, Chagactér aﬁ? Cost Con-

r

» .

v

.trol, as described in section 3.3.1. zij:;PI to this re-~
’ ! - .

o r , ‘ .
assessment process is a clear articulatiol by ‘the contractor

3.4 NEED FOR‘'IMPROVEMENT OF CONTRAC%%&'S'REPORTING PRAC-

e

—

of his objecfives, how he intends té achieve any ;equiréd chan-

ges in his organization, his current ‘financial status, his“ex-

/perience with jobs of a similar nature, etc. The review

process used by the surety‘véries from‘cdmpan} to company.
" . ! : ‘
In this regard, the following ¢comment was made.
' .'. ! P , ' . /
. . : 7
&« - + .Some compadies‘WOfk this way, where they say
» . ¢ : :
after six months we review completely and either in-

A

crease q£7ae3%ease the bonding capacity By incrementéz

.

of half a million dollars or something like this. We'd

rather aaopt,an apprbéch whereby we asgk, 'What do‘you

~

£

'need, why do you need it and how can be go about it?'

. h
]‘ We find that this. approach can be mutually satisfying. -

[ 4

It gives us a chance fo examine-his objectives, the' .

v

cash”flow aspect, the management aspect, the type of

-work, etc." - ‘
’ l} . N 3 ’ - /

. ' N LY
" TICES ~- THE SURETY'S VIEWPOINT. . /

o . 1
<~

- \
An attempt was made to detérmine,»from the viewpoint of the

édgety, what weaknesses exist in the present informatfgn- '

y . 3

gathering and reportingpéractices of the contractor. The

following pspect§ of these practiceé'werg singled out for.

o » A I3

——

F ————
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attention by the sureties interviewed. S

1

(i) Better 0vefa11.P1anning for the Future
~ ¢

‘ ‘ .
Companies should undertake cash: flow planning for purposes

of selecting the type and size of jobs they should go aftgr,

>

and when they should attempt to uddertake these jobs.
. r .

o
-

(ii) Better Cost Control Reforting System

v L el . - . 1
Contractors need a system which prqovides data accurately .

and,gﬁickly regarding job progress; a means of comparing
this job progress«infﬁrmation with planned job progress in-
formation and a means of forecasting what the outcome of

the project will be, given the performance to date and any

o

correclive acltions, whigh have been,adopled.
4
-

.

", . .I would want a contractor to have improved cost 3

- -

records“for two reasons. First, to tell him, not

v

necesshrily on a daily ba?is but maybe a weekly

basié ahd‘very definitely on a monthly bésis this is

4 2

wﬁeré,he stands with- his various joﬁs. xéecond, to

l kno@‘if-he is iﬁproving the ' original cost of the
estimator or is he deteridrating the profit -- either
way, he mgst know why becauﬁe‘whi}e he\is‘executipg

- jobs, he is also bidding‘ne% jobs and the cost records
of thé old jobs will tell us when. he has saéed money
and where he has produced at‘a better speed with res-
pect to the original plan. Thgn, when andfher‘siﬁilar

N

!
|
|
i.

g LIS
N 3

J

-

rd

j
§
]

<.




job comes along, he will know where to make price ad-

juséments so ht will not lose money if he is awarded

the éontract. With'thesé records he will be able to
\f' ‘? R

A N
s

produce improved financial statements, maybe on a

quarterly basis, nof\necessarily audited, but sure
s » /’\ B . .
‘ a : gehough figures so that he can make administrative de-

- . : .cisions based on them."

= . ". . .Depending onthe size of the ‘tompany, they could

. b .

A 3 coét for each different job. . .The faster he knows
‘ . . -

- ., where he's at, the‘better it is." -~ ,

- 4

“(iid More Financial Information

L3

*. . .The main thing for a contractor is not to 'be ‘)

afraid of opening his books. He 'must trust us. You

a

© - b‘ . A1 ,
-  know we have ' contractors that give us rough financial
. A ‘ .
) ' statements on a monthly basis with all details --

' ‘ that creates confidence. They have confidence in us

and they know we keep these tﬁings on a very confi-
- ‘ . PR ' LN
dential basis. . .It creates a better c¢limate."

RN

0of a¥l the actors in the con%?#btor's universe other than

. - o .
the dontractor himself, the€ surety, because of its role
. . - - ,

vis-a-vis the.contractor, is the most knowlédgeable of them

-

. Y .
» introduce computers to give better accounting of their.

+

-
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completeness of the data input to the system and the igv
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fn regard to the combination of strengths aﬁd~wgaﬁnesses‘
which characterize ihe firm's total set of maﬁagement prac-
tices as well as its persoﬁnel. An attempt has been made
in this chapter to Qchment the ‘manner by which the $ureiy
determines these streﬂgths and weaknéssgslin the various

.
Y . -

phase§ §f its relatienship with the contractor. Thus, a
basfé exists, at least in part, for determining thf and,
to a certain extent, how iﬁprovements should be made in

the firm's management practices andusgpengths in general

and iﬁ'the'preéent in£e£na1“§nd‘external reporting practices

of the contractor in particular. Providing this basis was

thé goal‘of‘thiS*chaptef.

n

It is clearrthat, w;ﬁh respect to the reportlng practices
of the contractor, there is a need for 1nformatlon sy:?ems:
‘which can produce accurate. and cOmplete lnformatlon o] 7

tlmely basls. ‘The nature of these systems'w1ll vary from:

,contractor to contractdﬁ and will depend on the nature and

N

volume of operatlons;ﬁjhe ofganization and operating pro- .
d

cedures of the firm ‘ the personnel needs and desires of

management. Exphasis mus;»be placed on the aécuracy and

P

'

forma€ion output from- it. o ’ 9

. , s
.
('

. . Cpst records of the hlghest quallty are vital

to the contlnuatlon of ‘a profltable buSLness.‘ Any
~——— R .

contractor or accountant ‘who claims- inability to

furnish a realistic explanation of his position

i)

Cdmas s,

e e e
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on unfinishgd work or who does not for any reason in- .
. - . . .
clude sufficient detail in the financial reports to

. permit intelligent @nalysis in most instances will
- effectively prevent us from performing our function

n9j.

7 as a surety company."
. . . —_Q ]
Improved eontrol of the firm's activities can in part be

achieved by prdducing accurate and timely cash flow fore- '

casts for individual projects'and fo; the firm as a*wholé,~
;j?p progreés reports, cost reports for .estimating fﬁtufe e
. _.projects, financialagtatementsi etc. The ngéd for more
information,«both for ﬁse~by éhe contractor ;nd'by exéer—

v -

nal parties is 1likely to increase.-

>

IR

3 A
\ . . t
. The.demands for information relating to the contractor's
! 5 ' 4 ¢
activities haye evolved ". . .from simple analysis in ¥he
L} N \ «

o .. 50{5 to more complex statements in the 60's to suﬁporting

work schedules of the 70's." Insthe future, ". . .the

might be to ask for floW'projeétiggs on con-

\.tfactsf . " [19]. . , nt“/

\ _ . ' " Lot
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. next step
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. BID BOND . . .

KNOW ALL MEN BY THLSL PRESENTS 1HAT P

N o

A
a Princpal, heresnafter calicd the Pnnclpnl.. and TRAVELERS Indemnity Company of Canrh,l corporation created S

ad tﬁuinl under the laws of Canads and duly suthorized to transact the bu‘ungu ol'SUlclylhm in the Provinge of

14 N
. \ \
PR P N . .. B3 Surety, hereinafter ullcd.ll} Surety, are held and finnly bound unto q'w
R - ik .
P e e e e e e e S e et e emmeses o emes wrew 88 Obligee, i}
B hereinafier called the Oblyec, 1n the amountof . . e s e e e e e EEE 5
L R . %
. . A .
.. . - N o . Dollas {§ P .
. Bawlul muney of Canada, for the payment of which sum, well and truly to e made, the Principal and he Surely tind 1§, ~ é
)ﬂmmwlvu. e hewy, execrtors, adminestrators, successors and asughs, pmlly and sevesally, firmly by these presenis 2
- 1
' WHERT AS, the I'rmcipat Las subnutied 8 witien 1ender 1o the Obligee, dated the | e e e e e ' 4 ¥ s
. L4 to ' I P L
s day of % Mot . s 'E"é . ..
NOW,_ 1111 RT FORE, THE CONDITION OF THIS OBLIGATION 15 such that f the aforesard I"lmuml shall have the '
tendut actepled witlun axty (60 days from the (dosing date of tender and the said I'nnaipal wil witfn the time
A requinnd, enter mdo a fonnal contrat and pive the speaitied secusty 10 secfire’the performance-gf the tenns and !
;I condityms of the € muu\l, ey this oblipavon shall be null and vosd. otherwise the Principal and the Surety will pay
FL vata the {blipce the ditfvience u money between the amount of the bid of the sad Poncipat and the amount (o whh
;5. the Obhigeg kpally contiats with another party to perférm the work if the Jatier amount be i excess of tee former *
] |
- The Frucipal and the Surety shall not be hable for a greager sum than the specificd penslly of diis Bond i
. ) . . ' -
¢ Any sut undee thig Rond must be wstituted befure the experation of six manths }u‘m the date of thss Bond. R
O] L 7
N’. IN WITNI 55 WITRKEOI the Principal and the Surety have S!(lsd and Scaled thes l{&ﬂi ths .. ... “
~ . . .
. . . + . i .
. e e s . dayof.....‘. PRV | SN o f' N
< « »!
T - ! - . 3
N SIGN D and SEAT D ¢ ‘- - . M‘
T the preveice of [ N .
. ) . . By
4 . X >
! N - - RSO N
: ’ . N NS e tenrenen retesnans [ 4 @ * .
» N A . -
. - roo v dotaents 1ine vee ssase ox auspe e Sursen? -
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: e N . PERFORMANCE BOND . "
.E; . ' " {Approved by the Caindnn Comstrucuon A3sotusnon)
& > . | KNUW ALL MEN BY THESE PRESENTS that . ... - S o
. . b o ; e S P o .5 oeont Principal ‘j
N \ 4 o.m.n.nn ull:d lhe Pvlnclpal, md TRAVEl,EltS lnd\‘mmly Cm'uy o! Chﬁ’.{ corpuration created and eusting i
i % i
] M undet the laws of Cangda and duly authotized 1o transact the butiness of Suretyihip in POVINES O . worvecerene senmnsonaen aresssnmnes - !
H §
» ] .
? [ Su,;Ay. hereinaficr called the Surety, are held and fimly bound unto .. ... .
V . N : .
. . PR i
1 s st s S s s s e 23 Obligee, ]
} . X . . ‘ A
t , . l‘inmmﬂu called the' Oblipee, in the smount Of L i iie & crecmenineetis smvremesmmnirens ot apetnins arntsoenss a oa susvmsseseressties 1
s v Ry v
&
\ ............. P - Doflars (8 - M
e g hwfn! mup!y of ¢ :mdn, l’m lhc p.n)menl of which sum Wt“ nnd lmly Iu be made, the Puncipal and llne ‘auuly bind . t
. | themseives, their heirs, executors, administraton, successors and sssigns, jointly and severally, firmly by these presents. R ;
4 X
' WIL.RE AS, the Principal has entered into s s wiitten contract with the Obligee, dated the ., . ... e cvciremans 1oe qrreinsesseen v .1
s \
, ol day JEDRUUUUEE SOV | SOOI ¢ DU, S [, N ——
- & z
~ 4
aae e e e e i r g e e s smsermesmes s esen T T S
4 \ B,
. \ . . —— -~ B -
\ . -
ln uumjm« mlh the Speuﬁc:lhm md Diawines xuhmmed menrm \:md; cunlucl Spedl'uﬂom md Dr:nn mp. m
. by selcrence made patt hercol and arc hesenafies setersed 1o as the Contract,
. “ NOw, ThHil Ié‘ (ORE I CONDITION OF  THIS OBLIGATION is such that if the Principat '.ball promptlv and fluhfully
. ' peiforn the omiau then thns obligatiun shall be nul and voud, otherwise 1t shall iemarn in futl foroe and eftect.
R Whenever the ﬂmmpal thall be, snd deddsred by the Oblipee 1o be, 1n default under the Conteact, the Cbhirce having per .
S, N fosmcdd the Oblikee’s obligatrons thereunder, the Surety may promptly semedy the detault, or shall promptly
N ¢ (1) compliete the Cnntract in scotdance with iis terms and condetions o
: e {2):  ohtain'a bid ot buds for submisuon vo the Ohliree for compienng the Contract in accordance with its rerms and
- ' Coﬂdlli&l amd upon deternunduca by the Obiigee and the Susety of thie fuwest respanuble hididor, artange for
' ® contrat b tween such hidder and the Obhgee and suake available s Wtk propresses teven thianph there
f should h\ » delanby o u akcenion of detaulns, under the contiact of cosztencts of completnn, are tared under
3 they pacapgaph) sithcn ot tuids (o pay she ant of completion hews the balana ol the Contract poace, bt not
' excechmp Jnchadiong: othor costy and daniees for wind the Surely mav be hahle hereumtber the aitannt 3et
W Corthu'en otk feeat o 6 aph horeot The tom “hatanea nt the Comipd prce,” as wed in Wi poraysaph, shall
] mean ghe thlal amount guyable by the Oblipce to the Prunipal undir the Contract, Jess the atm
T }‘ paid by the Gty e 10 the Ponupal
d fAny st undar s Bondnst be imtilisted before the espiration ol nvu (2) ynn frony the date on whidhs final ,wymenl
Utider the Conttant Lells duk .\
- . <t Sunaty shall not b Sahte dor 2 preater ﬂu:n the apeaified penadry of this Rund,
by Nos bt oo e tve il o nhe o tlae Bond 1o or Vot the e o, any pamn of cotpraration sther tlan the Ublipee named-
R ovlin, 1 i B s, exgs idons, poliministrat s o sin L 1w of e Ob higne N
. <
IN WITNI <S WHERE OF, the Principel snd the Surcey have sgacd and seaked this Boad thie o o dayof
e e+ e R} Q- R .
. i ~ *
N ¥ v .
« . . . e . v hhd[_ul - - Cw
. . . To. N A £y
, . 1 TRAVEL | RS jndemoty Company of Consde .
£ - P v
‘ . “ .
. . | —— WP
’ . VEIBAL Rev 871 Pt b Conade \Apryoved by the fanadive Unnstroction Asocintion) ’
- ’ JA T A RS e Lt g ST ‘x-r—’! »q“w.—»-\ 'm~"—r‘!"r"\"mk Lo
0t L . i LN -..\._M.'..xal.a mn....."'.u PRV }m.. P AR PALTRIRY TR, - OIS ....ul uﬂ
~ - .- l.miwu.t by: RALC., A.L.L.C., C.CA, . l?.. SW.A.C. Approved by: INSURANCE BUNEAV OF CANADA /
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'l‘ll.A\{ll:lfl':lIB Indemantty Company of Canain, TORONTO, CANADA '
A} . ' ) * v
JLABOQUR AND MATERIAL PAYMENT BOND
. . {Trusice Form) - .
5 N
Nols: This Bond is hmd dmuluueoady with another Bond in favour of the Obligre conditioned for the full falthivl
yevfocmt ol the Contract, . . . .
KNOW ALL MEN BY THISL PRLSENTS ,'I'llAf..
- p v . J '
L - 3 et Prb l . i N
' . . N [
hereinalicr called the Principal, snd TRAVELERS Indemaity Company of Canada, # corporation created and existing ¥ "
» . .
the lsws of Cansda snd duly puthusized 1o transact the busire ol Suretyship in the Provine® of a.veeeers coness cvvesoreosmones e !
H
 Burety, hercinalier calied the Surety are, wubspct o the condilions hereinafier contained, held and firmly bound unto i
Y 03 Trustes, 5
; . . i
hareinafics callcd the Obligee, for the use -ndmm of the Claimants, their snd each of thewr beirs, execwtors, sdministeators, ) f
’ )
L) R . Y
: sccrnsors and amigns, in the of ..oree : » N
) . . - :
. oo Dollars €8 . o s ) N 1
of jawfut lnoney of Canada for lhe paymcnl of which sum well and truly to.be made the l'mmpu and the Surety bind them- ‘
* sobves, theis heirs, cucmm. admnisteatons, successors and asugns, josntly and severally, firmly by these preseats. ‘-
“ "
'lll!lEAS the hmcipnl bt entered into s writtea contiact with the Oh,lig«.dmd the 2 : )
A - . )
*y « -~ - %
1
N '
- . i
, : , \ g ‘
. which contiact, Specifications & Ihawings are by scference made a part henof‘ snd 13 hescmafier refrred 1o a3 the Contract l
) P;W, THEREFORF, THE CONDITION Of° TUHIS OBLIGATION of such that il the"Principal thall make payment to all ' .
Chim.\nu' fue !l LbuRis and aaterial Ued of reasanably required for wse in the performance of the Contradt, then this
obligstion shall be nuslt and vind, otlrwise it shall remain in futl I’uuc and effect, subject, owevey, 10 the followine conditioni “ .
E
/1? A Claimant for the purpnne of this Bond 1 defincd as one having. a dug( conteacl with lhe Principal for tabowe,
material, or buth, uwd or veaumubly required i use wi the petfonmnance of the Contract, labour amd matenal |
v ¢ - . belag construed to anclude that part of water, pa, power, light, heat, o, pasolme, telephone service of entaf | .
. equipment directly spplicable 10 the Contrait purnled thaes possum, tiem or cosy wha Jenty eqoy -
. ’ to the Pund qu! tatee ised o the porfonmsdie vl the Contract under » contract wihich provades that all of sy °
part of the rent 1t (o be applicd (owatds Ue purchave price thereol, sialt paly be 3 Clasnant 10 the extent of the Y
K peevashiop mdustinsd rentad vatue of sih equipmient for the poraod dutiog whsl) thie equipient was used 10 the
-t pesfimmance of Qe Contaont The prevashag sodustoal value of cyupannt il b detesmmed, uanfar v it is N
' peactical 1o g so, m s ondahoe with and i e maside presakol fo e thet et genided editrn of tie uslalic atmon ' 2
of the Canabian Crmtias on Ascration bilod “Rentit Rates on Contra focs oy " publshe o prioe 10 the ;
J, peruid dursg whish the cympinent was uset i the ptonnamee of the Cobbiant . s
. 2. The "luui[\al and tln Surety, heschy jointly and severally sgree with tlie thdipee, as) Prustee. thal every Clammant .
N Y5 who hat init heen mnl an priovided tor k¢ the (e tnas of b Ottt the PonfpAJefore the eapuation of
& petinl of Mty (N oy alter the date un whinb 1 Dy of sl Chrinant™s ‘m\ Flatour war dome u.‘ b
perfonm d o0 e w e iunadicd by such Clanuant, sy av 3 twn uglemesryaul ¢ 15t e paownb o fim, ,
T, wee vm s lluq-l ravvanerte the asiat fos Fusal praadpinn g Boe ancbosum oo aine as inay b justly due to sl € Lennant - - E
N wader dlie feams ot dus s ootrant wath the Pranopat aod have evecutnn ‘thetcon Fubraled that the Nhlipre 1ot '
N elddigged f dur var bl e any act, sl o jerameihiog, apamnd the Sutety on behalt ol the Clamsnts, o any of them, \
- s entoneite ek ol l|m Moend, 18 any oot e twonn o prameeding ae Lalies entd ¥ s the mae of the ke . \
ot by poning the dldy e via pulv o usch puan cedmp, them sucdi act, s o ar proweeding, shall be taken 1 the ) .
N wosdiers bt diog amd By thal thie € Latnsanis, of sny of thein, wine l.cke‘unh st 3T procecding shalh inbensnity ’
aned save hatdens in Oblpe apaimg 38 cnts, Lhanges and evpemes or habishitics incurted theicon spd any hay,
+ v oedanoge resubisng e the Obligee by geawsn therof, Prmvaded stol Gysthice that, subyect 2o the fosepung tevms snd TN
e cuinlitrons, the Chanants, o any ol dheiw, wuay hae the mane of Ve Dlibpce 10 sue on snd caforce the popvishng ,
- o this e, . . .
: Y0.4842 Prov. 892 Printed in Cansds | L -
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- " No it er sciion shall be dh des by nay Clak ' _ :

{a) waless much Clasnant disll have pven writen notice withn the limits hercinafter set forth to nch of the
Principal, the Surety and the Ohliee, sialing with substantial accuracy the anunt claimed Such notwe
shall be scived by mading e sume by regniercd maid fo the Princepal, The Surety and the Qbligee, at any
- place where an office 13 wpularly mantsned for the transscion of business by dich persons or served in
‘¢ any manner in which legal piocess nay be served i the Frovnce or other part of Cansda i which the
subject maticr ol the (omuu is locaied. Such nutics shall be given D

Qa) m nnpccl of sny :lum for the amuunl or say portion thereof, required tu be held back from the
Clasmant by the Principal, under gither the tenny of the Claimant’s cohiract with the Principal; of
whder the Mechanics” Licns Lepul: appinable to the Clamant’s, comtract with the Pmulpd‘
whichever is the greater, withia vne hundred snd twenty (120) days after such Clumant should
have been paid in full under the Cl. ‘s with the Pumipsl,

« (2) in seapect of any clasm other than for the holdhack, or portion thereul, tefetred to above, within
onc hundred and twenty (120) days after the date upon whah such Claimant did, or pcrfom.cd
the last of the work or laboue of furiished the lad of the matenals for which such claim is made,”
wnder the Clnmnt s contract with the Priscipal,

(b))  sler the expiration of uné {1) year following the datc on which the Plincipal ceasxd wo«k oa the Coatract,
hcludmg work perfurined under the guaragtees pyuvided i the Contract,

2 (c) . other than in s Court of competent jursdictson sn the Province ot Dhstrict of Canada in which the subject
matter'of the Contract, or any part thereul, 18 situated and not ehewhers, ud\‘ha parties hereto agree 10
wbmit 10 the junsdiction 8( such Court, :

-
‘tb The Surety agrees not 10 take advantage of Article 1959 of the Civil Code of the Province of Quebec in the event
that, by s act or an omusuon of 8 Claimani, the Surety ¢an no lorger be subrugated in'the rights, hypothecs and
peiviieges of uad Claunant,
< ‘l\

3., (v amount of% Bond shalt be nduced by, and to the extent of sny payment or payments made in good flith,
ond i sccordance with the provassons hereof, mclusive of the payment by the Syrety of Mechianicy’ Licns which
may be filed uf record against the subject matter of the Contract, whether or aot clasm for the amount of such bea
be prescated under and sgainst thus Bond. °

[ The Surety shall not be Juble for a greater Sum than the specificd penalty of this Bond

IN TTSTIMANY WIHT 2T 0T 145 Princmat hather-tn et jte hsrrd and afficed its seal, 2nd the Surety has cevsrd these presents

tots =., 4 with (22 o oste gmat duly 2tenead bee the geanatyre afere 4 fort thee | .o e
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il GENERAL CONTRACT THE ATNA CASUALTY AND SURETY COMPANY v - \ .
- ‘I’.?.L!Qil . OF INDEMNITY Hartford, Connectrcut 06115 . ~
o

° We, the wndersgmed hereinafter cefeered 1 as Indemnnaons. hereby cequest THE AT NA CASUALTY AND SURFTY COMPANY,
hereinafue seferrenf w sy £ tn2, 10 furnsh instrumeats of surcepsfup, hereinatter refereed 10 g Bonds. and a3 an inducement cherefor
v we male the folliming repeesentginns o fact, pranmises and agreementy,

REPRESENTATIONS OF LACT: « . . I3

- A, Tnthe wanssctien of busness one. wrme oo 3l of the Indemetors ate tequured, of may devite, o give such Bonds
B. The Indemnnon and each of them have & subntantial and beneficial interest in the Rnng uf such Bonds 2
PROMISES AND AGREIMENTS In comukranin of the furmshing of any such Bund by A'tna and fir ather valusbie con -
sidetsions the Indemmutues horeby waruly and severally prommse add agree as tullows.
oy ta I To pay all prevvums for each such Bond o they talfdue and unud A tna has been provided with romp legal evadent .
that st Homd has been exvaersted and discharged” | ,

' N . J 2. Yo mdemnify sod exonerste A tna from and apainst any and oll kns and expense of whatever kind. including interest. coun /
’ . - . custs ond counsel fres, herenafier redersed to sy Lams winch 1t may incur or sustain 15 a result of or 1n connecion with (1) ~ '
the furmshang of any Bund, (2) the taforcement of thes spteement 1o this end Indemntors promise

% (8} To prnpely tomburse A ena foo all swms pad an scamnt of sach Loss and it o apreed 1hat (1) oopnah o .
) ' 4 ¢ : photacpres of caens drati3, e of pavmeat reconts kept in the ordinary course of buaness, including tonpeter pon. -
~ - ’ oues, venified by alfidavar, shall be prima facee evadine Dt the Lace and smount of such Leny, (21 Aena shall be
. . entithed 10 respbutsernent e any sl alt dislunsements oude by 1t an pood fanb, under it beliot st was lialie,
- v . o thstsuth dishurscinent was accessary of expedient
_ \ ) Todeprst with 4102 an A Vord e priesenren uf oy o0 wT2or3 s di o i ie e ceguired, o dronm n ¢ 1

peanbon g0 peabbeh whethet s aremet of 19 1l bbby o o sl o o ey B eenial agaus e, el o o
. ) whithes se ot asty payment foe such Ling has bren miade

3. Thia aprecmnen shall apy to Bonch furanticd as follorws ' .

P (8} By the X-ma’as sorety, o where procu-ed by A ina, by any utlm surcty or ¢ surety, i which event smh wrety oc
en-gurcty shall also have the hmu:.o i agreement and the right 1o peoceed thereon
(b} Foe o un beball of any of dx (olhwing : »
* {1) One, some or 21l of the Indemnitany . . . .

{2) Anmy punt ventare ox other form of coninen mlcmm wn which at the e s bond was furnished, sch *
N Indemmitor or rdermnorn was a aicsibe ¢ .

B . (3} Any proient or Tutur affihiate of subnsdiary of such Indemantor o lndmwluﬂ N

1
- () Acsny ume bufire this apseement shall have heen |ﬂmm|:d m:ludmg any Bond or i\uvuh whih may have been N
. fuenithed befire the date hereol * '

. 4 'The vabdity amd ctert of this General Comtrant of Indemny shall pot be unpaired by, Aitna shallanw a0 halulny on
et of, and the Tnloinatons aced ot ix nonfed of PN R .

- : (3) Aena’s farbure o retusal 1 furmivh any Ione) s luding final bondd o bonds where £'tne has furnithed o bvel bwed -

R ‘ ' - t D) Aana’s comsent've Faidure o coment 1o thanges i e iims and provivons of any Bood, or of the vldagsson o
. perfoliname scrveed by any tond [ .

. {0} The king. Caling, 1 tuke, or rebease wf \ﬂnmy. collateral, asupnment, mnltmm!y agreaments snd the ke, a1 w0 - C -
. . any Head - - ‘. -
(d) Vhe redcare by A tna, om teran um!mmy o n, of any of the Indemnntors, ' )

. (€} Informanon ahih noay come the attentsun of Atas whikh nﬂnu ve i affect vy n;lnu and luhlnm« Those
S ) : of the Indemantues or anyd them .

e, - . . “

.

A 4 o . .
N N - s . » . .
’ ’ - . a 334 .
BANBIN - w RRe ™ usa .

%7 PIGURE 3,4A TYPICAL GENERAL CONTRACT OF INDEMNITY AGREEMENT
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N
- Winess” ugane ! asi
(Puat oc type nacee} {Indevadually) (Primt o type mame!
%‘ ' » . ' b
i © Wamew' wg 0.8)
3 (Prine or type aame) (Indivaduslly) Proms of type name)
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F * N ’ '
Wenert mgnatere ¢ [ 2
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N N . v - -
- . Wanest signature . e : (1.8
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3. Preveed, ever, that esh Indemantor reverver’che right oo wrmease bt porinpstwn s agreement ot 2 . -

evotnmeng request 0 A tns by the furanhmg of Honds, epun wenren siwe 10 £ ons of nog bess than cwensy doys,
. whercomen the ubligatcans and habday d an ladcrmuice gw b mane thatl be unncd we thnae Homds fur-
neshed befure the eflccnne date of the mearce >

WE HAVE READ T3HIS INDFMNITY AGRTE MENT CARFEULLY. THERE ARE NOSFPARATE AGREEMENTS i
O UNDERSTANDINGS S HICH IN ANY WAY LESSEN OUR ORLIGATIONS AS ABOVESET FORTH, . N P
WITNESS:  The following sigasture(s) nd seal(s) théh Cdy . T ' L
IMPORTANT:  The Signstwie of cach aml every party 10 thn tawr mart be wanksed by ot lesnt one desmaerened . L '
T e g, | * . .
. ~ ° el ! . . ! ’
¥ g T
. S B A - ‘ s ' .
\ - L}
! 1:-;'“),
§ X 5 T ' : ) .
\ : AT
- ; - N 0 =
- «
. R < -
) TG e oo moc) i
. v r . :
Adest : . : rsesty . , ) N
(Prsne or type Name and Tocle) . ' (Pront o type Nowe snd Tutle) éb, ) A P
' : N \ - 1
\ 1
P ! o 1€ e pere ate wirme) ’
Awrse : i By uyenl) R v
(Prnt ov type Name sad 1 iie) . i 151t 30 Ay Teamee vl Tk
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Dear Sir:

3

o ' - ) ‘
Currently underway wiE?in the Centre for Building Studies

: .. at Con%ordia Universj is a research project which has as \
| its focus the develdpment of improved management information
systems for the general contractor, improved in the sense

i \ that they: i
‘ *{i) ° optimize the use of information presengly available®
to the firm; g

(ii) are compatible with the manner in which the firm’
. operates and.with the skills of existing personnel
(iii) report-the correct and neécessary information in a
form which can best be interpreted by management,
and at'a level of detail most appropriate for the
- individual mgnhagers or supervisors who will be
... "+ using this information;
(iv) get thls information to the appropriate managers
’ and supervisors both at the time required and the )
: frequency required; .
(v) . enhancg the relationship between the contractdr and
~his banker,- surety, and cllents. :

Qfag;eatest importance to us at this tlme f& your assessment
of ®he strengths and weakngﬁses of present'r rting prac-

tices of contractors as redards the surety.

2 e

In regard to item (v) above, we are seeking.information re-
garding the evaluation processes employed by ‘the sufety for:

- Determlnlng the41n1t1a1 bondlng capac1ty of the general

contractor;
-~ Providing bonding for a specific progect and monitoring
“ the progress of this project; ‘ )

{

‘.'“ , j_‘ :“ + o "90000'00/2 . T
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- Malntainlng‘a business relatlonshlp with the general con-,

tractor;

- Increasing the bonding capac;ty for the contractor.“

In particular, we are interested in determining, for each of .
the above aspects of the relationship between the surety and
the contractor, the. following information:

spa§1flc format, if any;
Who prov1des this information;
How is it .werified;

.matlon.

oL

What 1nformat10n must Be prqvided to the surety and in what

o,

What evaluation criteria are used in assessxng this 1nfor-

.

Attached are several tableé which summarize the current. state

of our knowledqe pertaining to this information.

We seek your

assistance in verifying theé information content of these tables,
(51mply cross off items which do not apply), in completing them
and in prov1d1ng any supplementary 1nformatlon you deem to be ‘of

importance.

We would be most appreciative if you -would direct

your efforts to providing information on the methods of verifi-

cations and the evaluation criteria employed by the surety.

Vie

would also like to obtain, where possible, typical information -
collection and evaluation formats used by your company, and a

brief description of the.qualificarions of the surety personnel
‘engaged in making decisions_on behalf of the, surety with respect

to the general contractor.
»

“
q v

* ¥Your cooperatlon in_providing the above information is greatly

. ~appreciated. When the study is
forward a copy to ‘you.

(S

Yours sincerely, N
;oL ! -
o .
Alan ‘D. Russell

-

Associate Director
Centre for Building studiest

o
ADR/MK/nfs

cC. .

Encls., . '

complete, we will be pleased to

~ “
SN , 7 ]
. . 3
Mihalis Kirittopoulosy .
Research Assistant .
Centre for Bulldlng ctudles R
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" & CHAPTER 4 |
'CONTRACTOR RELATIONS WITH THE BANK |

.
* €

4.1 INTRODUCTION - . ‘ | .

L4 -~

. Y
The objectives qf this chapter .are!? x
(i) to deéeribe the basis for the relationship between .
the contractor and the bank (section 4.2); | -

.

(ii)  to-identify and document the information requirements

and assessiment procedures of ‘the bank with rgspectAto:
. ~ . S

‘e

- - establishing-an. initial relatioﬁship and line of
\
credit with the bank (section 4.3.1); \

~ maintaining ‘this 1elatronsh1p (sectlon 4.3.2);
4 »
- increasing the Credlt line with the bank (sectlon .

v
-~ r . LIS

Lo 4.3.2); and

H

l(iii) tO‘identify-the‘strengkhsﬁand weaknesses of'@urrent

repért}ng‘practices'of contractors ffom the viéwpoint
of the bark (sec)t/ion 4.4). L :
! . '

vThe knowlehge ganed in fulfilling ¢t L‘hese dbjectives coupled |

w1th that galned in the prevxous chaptex should provide a

substantlal basxs for determlnlng how. both the internal and
external teportlng practlces of the c¢ontractor can be en-

»

hanced.

- . L

The methodology used tgﬁattain the objectivgs previousiy
o L LT

stated consisted of an extensive reViewnof the Liperature

(

'
B
BRI Sy v, bl wade

Cn ahe by e T e

s

e gt G TPRIMON v '*#i"u“”“"“
bl 5
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and in-depth interviews with various bank officers. It
should be noted that very little information pertaining to -
. . ' .y B ) \____; .
contractor-bank relations exists in the literature, °
Nty
( . ‘ . ‘ Yoo
Further, based on the interview process, it was noted that - .

bankers tend to be more reéserved in nature than sureties

J - - M N .
with respect to providing information regarding their re- =~ )

spectiQe business préctices. This chapter was, howewer, - 0,' !
strengthened by the contributions of -the bank officers in-

<t -

terviewed. . . - v

sy B °
.4

. R .
. Contractors require, from time to time, both short-term and

» —
R PRSPPI P 2

long~-term financing, with the former having a duration of

L

less thanAa“year, the latter ih excess of a year. The need

£Y

for short-term finincing is dictated by the holdkback pre-

Ao s 4T el

~ - :
vision of construction contracts and the manner in which -
- Lo

receipts and disbursements flow for indivfdual«projecté.v
. \u ‘ *

AN - S

The determination of tgg amount of short-term financing re-

quired for a given time geriod is examined in Section 4.2.
Short-~term financing may be provided in several ways,-with

some of the’ more“Common _o%és being by a bank loan,.by a bank

edlitrion, marbainbons B 0 30 2) st gl SR ot~ ENEA

) ) < .
credit line, by trade credit, by equity financing or by re-

tained earningé. The most common method of financing is through

t

a -bank by way of)a demandlloan which may be called at any time
. \ = . -
by the bank. The firm's resources and/or asgpts are used as

collateral. ‘ ‘ ] : - A .
Lbng—te#m financing is normallykrequired for thé purchase of

) &
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2 ) H ' ' *
major equipmént items and/or for starting or’ expanding a -
- construction organization. 'The focus of -this chapter is on
the .provision of shorf-term financing for the contractor -

and hence a discussion of common mechanisms for obtaining

long-term financing is beyond the scope of this report. e

~
13

4:2 DETERMINATION OF SHORT-TERM FINANCING REQUIREMENTS

8 . .

[

' RJ

‘In order to determine the working capital requirements of the
firm for a given time period, and hence’ its short-term fin-

. ' - . ‘o

. ancing requirements, a cash ‘flow analysis of its various -

i
. «

. projects and non-project-related activitigs must be perfor- - -
“ % . R .

<
mgd. Predictions based on such an analysis are usually valid

-

for only a short time period (six months to a year) because

«  of the unpredictable factors which characterize construction.

@ ( .
The cash flow*proisstibn for -an individual- project R;ovideS‘-

" -« the basis for developing an overall cash {}ow forecast for
\, . )
the company. The information required in order\fo make an

accurate cash flow projection comes froq various sources and
includes: . , ' s .

4 . . , -

L (1) a detailed bost;estimate of-the jdbb, broken down by

activify and with the cost of each activity brgken

_down according to labour, Equipment and materials

(temborary‘and permanent) input; SR -
- Lot ] i’ )

4
¢

(ii) a list of syb-contracted items and “their cost;

(iii) a schédule of activity start and finish times;
> . N ' v i & ' , ) ) \ .

»
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(iv) the contract provisions relating to terms of payment

to the contractor, holdbacks and release of holdbacks;

i

(v) the terms of payment between the contractor ‘and his
labour, suppliers and sub-contractors; .
(vi) an estinlate of how indirect costs will be incurred

(including mobilization charges if any) and how profit

will be extracted from the job.
¥
. . } .
As seen from these information requirements, the contractor ¢

is.required to estimate and plan in terms of tﬁe same set of
tasks or activities. Further, if cash flow is to be used'as

a basis for project control, cost accountlng data must be col~
lected in terms of these same tasks (see sectlon 2.4.1 of
Chapter 2). -Figures 4. 1(3) throqgh 4. l(f) deplct the manner
in which progect expenses are 1ncﬁrre$'by the contractor for
glx major cost categories, nameLy, oblllzaglon charges, in-
direct costs (general qonaitions), labour, materials; equip~

'
’ L b

ment and sub-contractors.’ Also shown in these figures are the

v
PR

di§bursement curves associated with these expense items. Of

,importance with respecf to each pair of expenses and dis- ¢

o

bursemerit functlons 1s‘th$ tlmeolag between them. Some of
these time lags may be controlled to a limited extent by the

contractor (e.gz, materxals, equipment, sub-contrag}ors) wh11e

[ * /-

v <

othdrs cannot be: controlled by him (e.g-, 1abour) " The curf:i//

shown in Figure 4.1(g) represent the summation of h€~3f295§

and disbufsement cufvés for each of thé six major cost cate-

gories previously descrxbed

it
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To the total expense curve is added the contractor's general

v

overhead and profit which results in the value curvé depic~.
ted in Figure 472(q); This ‘curve forms the basis for the

progress claims submitted to the owner. Once agreement is

\

reached between the owner's agent (architect-engineer) and
L N v

.the contractor 'as to the value of the work performed to date,\,,\

the owner is required to release the monies owing for work

executed to date minus an allowance for any previous progress

payments and for holdbacks. This process results in the.

‘contractOQ)peceipts curve which is shown in Figure 4.2(a).

h)

Using the disbursements and: receipts curves, an assas%ment// 

of the financing regquirements associated with the project

can be determined, as shown in Fiqure 4.2(b). By performing

N

a similar analysis for each of the company's projects, it is
possible to determine, the total financing requirements for

a given gﬁriod of time. This.estimate of working capital
requirements then forms a basis for éeeking fund%. from the

bank, if required, as well ‘as determining when they will be

repaid.

T, - c

.

It should be noted that the financing requirement for an in-

dividual project can be considerably influencea‘by the schedule:

selected. Eqr’éxamplec‘for a given project duration, an
early start schedule requires more working capitalzthan a

late start schedule. Further, working capital requirements

increase as the project duration \s shortened.

\
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It must be realized that any forecast of working capital f
t —réquirem‘ents can at best be an appfoximate estimate only .

. because of several factors, some being:

»

(i) the unscheduled occurrence of ‘¢hange orders;

v -

»

.

\(ii) the difficulty in predicting exactly when materials

will arrive at the site; " _ .

J ' (iii) the desire not to miss én‘,opportunitfy to receive dis- -
counts for.quick payment for material purchases, and/

or for bulk purchases of materials;
B ©

, ~ . :
ey \‘,

. (iv) . the difficulty in predicting how indirect costs will

.

,

St e

be assessed and paid; and - L b 1
. (v) the potential for cash shoitages on the part of the_ﬂ\' veog
owner, which result in progress payments ‘being de- . .
N L ’ ' : v N
. ferred. 4 ' .

v ¢

.

' Of more importance to the accurate predi&tion of working
s " n ) v
capital requirements, however, is the fact that the view~
: points of the contractor and owner -are in conflict regarding ),

d
th’t@ -~ v . ' '
cash flow. Q’:I‘he owner or client wishes to minimize his capi- -

tal outlay for the project, to delay the rate at which he

pays out the capital sumf in order to minimiz'g the interest \
charges, and to achieve és short a project éur‘ation ag possi-
ble so that he may begin to reéceive reveru.;e from” the pro‘jept
as soon 5; possible. Consgc}qeﬁtly, ‘he will tend to challenée

L] ' N ? ¥ - 3 - '
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o all requesgﬁ\;:r payment as being in excess of the actual
/ » - "\
. value in plac and once ‘the size of the payment is deter-

.mined, he will defer paying it as long as possible, despite

<
©

g a4

! . contract terms to ithe contrary. From Table 2.3 in Chapter 2
it may be noted th the average\collection period for re- .
«ceivables for BulldlnglContractors 1s "in the order of 85

days, which is considerably more than- the allowable t%me

1

perLod specified in most contracts.

. The contractor, oR the other hand, wants to minimize his cash

{ requirements so he can carry as much work as possible on a
: : company-wide basis. Consequently, he will .tend to over—value

- Ty \ #
% ) ' or front-end-load his requests foxgpayments in an attempt to

1 '

; ) use the client's money to finance the pro;ect, and he will

13

also defer performing rk as ‘long'as possible in order to

N T T

minimize his cash requlrements and financing charges. He

’
>

will also tend to defer Bs long as possible payments to his

?

. sub-contractors and suéplie{s. ;‘

A The impact of these various games on the working capital re-
n .

quirements for a projéct may be examined by altering the lag

factors between expenses and dlsbursements as shown in

Figures 4 1(a) through 4, l(f) and between\falue and receipts

—_ as shown in Flgjfe 4.2(a).
' \¥

1In sumﬁary, a basis exists for  projecting the wgfking capi-.

tal requlremegts of the firm. The desire to produée cash

flow pro;ectlons Wthh are as accurate as p0551ble has

N . \

[ " -
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important imblicatio for the firm's estimating, planning

¥

.+ and cost accountlnéwgrocedures. Any projecfions of a pro-
ject's cash flow and .the firm's cash flow are at best ap-
'proximations because of several factogs beyond‘the‘control

. | of the contractor. However, these factors enhance the Pééd

. ) . -
for cash flow management, rather than diminish 'it.

J

\i .. 4.3 ESTABLISHING AND MAINTAINING A RELATIONSHIP.WITH THE
H .- . . 2
. BANK .

. This 'section attempts to document: - :

— .

(i) the assessment procedures used by the bank to deter-

A

. . mine whéther it should provide a credit line to the

contractor so as to meet his working capitél reqpire-

o \

ments; and

o (ii) the mechanism requwired to maintain a working relation-

’shfp between the bank and the contractor, once estab-

F

‘ ‘ lished.
}\Qhe informétion presented'in this section was obtained mostly

1

by way of Fnterview‘with a few bank officers. Figure 4.3

L
H

contains a letter which‘forméd the basis for the interviéws‘n'
held. TAe.amount éf time that could be devoted to the in-
tervxew process by the bank offléers contacted coupled ‘with

a retlcence by most of them to have their interview taped,
lprecluded a comprehensive investlgatloq of all the ;ssues

set forth on the letigr shown in‘Figure 4.3. Neverthelégsi

\

valuable information Q’E obtained and the coopération

~ BRI S S S — ~" T2 NE eyt e A e M"*“‘“‘\:MW’WW‘V*‘ mwgﬁwﬂv‘j’

¥
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afforded by -the banks contacted was most gratifying.

[5Y .

. The evaluation and decision processes used 'by the bank in '
\ . f e ' ' . ) . .
regard to the c¢ontractor are similar in nature to those em- |

et e PRI Wy e

grom e
/

ployed by the surety in that they are largely based on’

judgement and no hard-and-fast rules are applieq{;

[

N 3
)
! 4 : , :
i , ' 4.3.1 Establishing a Relationship and Initial Credit Line
E ' N - ‘ . . o, ) ] ) i
¥ o " with the Bank x R

Before a contractor can obtain a credié line from the ‘bank,

e

it must undergo a thorough investigation by the bank. The --

\

five C's of bahking -- Capital, Collateral, Character, Capa-

city and Conditions. -- form the focus of this investigation.

.
e S

The bank officers interviewed did not explicitly rank the

—_ "

five C's in terms of "their relative importance. It was evi-

. dent from the emphasis placed on each in the interviews held,
< howevgr,J}hat tle order in which they are 1i5t%9 above re-

flects the, priority given them by ‘the bank .-
L : Y

The infdrmation'sought and evaluatiop processes employed by

the bank in regard to the five C's are summa;izeé in Tables

4.1 through 4.5. The wmanner in which each of these categories "

is viewed is treated below. The following comment was made
Ty l iin regard to the overall process employed by the bank in

\ assessing‘g credit .application. ¢

= ¢
:

“"There are many people ‘involved. The normal flow for a credit
.. < application is that the branch office will assemite the neces- ~
ST ~ “sary information to formulate an application based on, financial
. .statements, personal worth statements, past history, future
* ©°  contracts on hand, etc. This application is thén analyzed by
the branch as to whether it is reécommended or not. If it is, = ' -
it then goes to our people in head-office, and there are - ‘

) @
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various levels in head office it must pass through, depending on
the amount of credit requested before it is &pproved or re-
ajected. Once acredit is appnoved there are guidelines.estab- -
1ished for the credit, and yit is difficult to say that each credit
~ s the same .or has the samexgu1de11nes." ‘ ’
{ ) 1

LY . v
\

Capital . ' . ) .

. 4
/

The bank is prlmarlly concerned with the flnanplal strength
L

of the cqntractor as ‘it wants to ‘assure 1tse1f that any

monies advanced to the contractor will be repaid in full

)

" with interest. The bank seeks to assess this strength by

examining, in detail, several of the firm's financial siage— .

’\Qents, the main ones being the balance sheet, the income

statement, a statement of accounts receivable (aged) (see

-

Flgure 4.4 for a typical format), and a schedule Qﬁ/contract

~ralues (contractc schedule of pesatrqﬁ)“(see Flgure 4.5 for
o s ]

a7

§
»

0

The balance sheet dnd‘incoﬂefstatement'mdst be audited in

-

order to be meaningful to the bénk{* Generally, statements

<3

are requested which cover the iasé four or five years,'if

Y- PR

-available, as trends in finénciaI performhnce-are of " crucial :

- - »

' importanceito the bank. Also of importance to the bank is

the accounting method employed, with the'gercentage—of—
completlon method belng the preferred one. The aﬁalysis of
financial statements focuses on the fire)s profltabillty
and llquldlty,‘and-varlous ratios as set forth' in Table 4.1

.and chapter 2 may'bq examined.
» ‘

o
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"As a general rule of thumb, a bank, in assessing a general con-
tractor, s looking to working capital and past history as to a

. proven profitability record. They are looking not only to the
financtal statement to confirm a working cap1ta1 position but
they are also 100k1ng at and following very closely individual
contracts to make sure that they are profitable. To get in-
volved with the general contractor, most: banks use extreme cau-
tion, and in a 1ot .of cases individuals,” mainly the principals,
are often_brought in to support loans."

S X |
: In examining the firm's liquidity, careful attention is paid

I3

to .the items which cantribute to the firm's current assets.~

In general, cash offers no problems, unless its use is re-

o

stricted for some reason, such as the purchase of eQHipment.

As seen in Figure 4.4, holdbacks qualify for treatment as

, L N ) o '
accounts receivable. A problem arises-regarding the treat-
ment~6f a holdback as a current asset when it is associated

with a project of long duration, say, two years and up. In

. . - ¢ .
1 ~

general, except for the year in which the holdback will be

received, the bank does not treat such a holdback as a cur-

A ’

rent asset, thu§§§educ1ng the lquldlty position.of the firm, .
' " \

.at least as see L{rom the bank s v1ewp01nt

vy

Considerable 1mportance is attached to the statement of ac-

’counts recelvabléiby the bank. In particular, @ttentlon is
?
focused on the coﬁlectaon period assoc1atea with accounts

receivable and onhthe mechamism the flrm has to shield itself )

from the impact of) uncellectable atcounts or bad debts.

\ . \kl —

<«
[y

‘The contractors schedule of posatlon prov1des valuable infor-

o

mation regardlng ﬁhe overbllllng practices of the contractor,

which in turn permits the bank 'to determlne whether the funds

-

M -
N .
! s E .
i -
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termine when the credit.line will be "cleaned up". Further,

' maEinb.and control skills of the contréctor; as the'bank

' is somewhat dubious, given the surety's prior claim to the

b A A Tl kil R e -mmﬂw‘w, 2 e -\‘W?Sa-rm
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collected from.one jpb are béing used to pay the subpliers

and/or’ sub-contractors: on another. This statement 'is also

" used to assess the extent of the profits}'if*any, being

made. by the contractor and this information is used to de-~ ,

-

it yields valuable insights to the bank regarding the esti~

' can go back and check actual performance against forecast ‘<:{

performance.

éollateral ’ ‘ 7 f\

In general, the bank gttémpfs t;.brptect itself by héving_
the.accéﬁntégredeivable aséigﬁgd to the bank as well as by
secqzing Lhe personal quarantee ofythg firg's owné%siand oo

kéy individuals. The need to make agglof £his'coliateral : |
will probably only a;ise beéause of a default by ‘the con- '

1

- . C
tractor on one or more jobs. Hence, its value to thé bank LW

same collateral. No attempt was made to explore other mech-

-’

anisms used by the bank to protect itself, although an
interesting one was suggested in [24}. ' In this case, it

Was'suggestedqthat the bank extend a loan to the, supplier
. : i Lo ‘

rather than \to tgg contractqr,ithhs placing the .onus on -

o

the supplier tq*coliect from the contractor and repay the A

- - . =
bank. Whether such a practice ig employed in Canada’ was

» .
. s

not determined. " ) :

- .
A .
. . L

LY
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Some attention is alsq'given to the firm's level of over-
é volume

required to meet these' expenses. Afhe concern is-Ahat, if

-
.

a company is not "lean", it might be required to bid on a

large volume of, potentially-unprofitable work, just.to meet

its overhead commitments. )
’ . 7

Finally, to complete its éséessment of the firm's finan-

cial strength, the bank runs a complete'credit~check on the

contractor.

. A .
Character - . .

"The contractor who builds his -organization byrsdoing good work and
‘treating everyone fairly, including his qwn personnel, is deser-
ving of a bank credit to f1nance his current work. But a con-

“iractur who usgs Lhe company's funds which rwqhtful|y belong to

the sub-contractor and to materwa]tsupp]1ers is one to be care-
fully considered." . ,
'124)

1

A

It is left to the bank branch manager tovdetermihe bhich.of

the above two descriptions is most appropriate for the con-

tractor at/ hand. In particulaw, he attempts to seek answers

_to four unstions:

~ ) .
-, - How honest is the contractor?-

»

)

° s

- What reputation does he have? - .

~ What principie governs his behaviour?

. = What is the general impressicn about his-pér- r

sonality? . T
' . .0

N [
_«@,gn'a-é{;! " l’kg?.

n&-:‘s.

s

s
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In seeking answers to these questions, the banker will con-
tact sub—coqtréctors, suppliers; architeots, engineers and
clients ‘who have had some-previous association with the con-
tractor. >I‘\)rxe rigour . with which the branch manager pursues
his investigation was difficult .to ascertain, but it appeared
that, in 'general, the branchd"x‘nénagers have limited ti{ne to

~

devote to obtaining detailed answers:
¢ o . ’ . Y.
Capacity .
. /
\ : ’ 3 50T ' . N NN

The items emphasized by the bank in regkard to the firm's

e e mAs o Fautas e

r

~ —

capacity relate to the management skills ofhthe firm, par-
’ ticuiai'Iy 1ts key field personnel, the mechanisms estab-
lished for continuity in leadership.of the firm and in the

%

firm®s ability to estimate, plan and contrpl individuval

projects. Information collected includes previbus proj'ect'

¢ e e 5 ) e e =

h ‘ . . » : / 13
experience, names of previous clients, types of insurance

©

coverage held, particularly life insurance for key company.

-

officers, etc. - é - .

R 2

This information seems to be gathered through the interview
process the bank has with the contractor. The contractor

is pot reduired to make the same i:ype of formal written sub- “ !
I - L *
mission to th% bank as he is to the surety company in regard '

.

to his personnel. - : < o
Conditions ~ . - F .
e\ . ‘, ‘ ’ ‘ . . . —
Information is gathered by the branch manager pertaining
ARIRY . - . . . .
-~ . ' : r .
. P .. .
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to general economic trends andkj:heir implications for con-
: L 4

struction, the curreng labour su:uation, legal problems, if

any, facing the company, the range ‘of dlverSity J.n the flrm s
\
capacilities, particulars of the firm's co_ntra)c\:ts, etc.

Sp{gg;ific issues examined are treated in Table.4.5.

Xy

-

The bank manager has.one major goal in m’,ind when gathering

the above information, which is the assessment of the risk

.

‘which the »bank w111 assume 1f 1t extends c_-&redlt to the con-

tractor. Dependlng on the degree of risk the bank may.not

- grant the credit, or, if it is at a higﬁ but‘acc,eptable ,

U

lev_e, an additional interest premium may be charged. The

bank is contlnually conscious of the fact that it stands .

"last in line" in the event of a default by the contractor --&

~-1a@urers, material suppliers, the surety, etc., all stand

ahead of the bank.
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Tﬁe;review procedure used by the bank in assessing a coft- -
A N . -

“ -

tractor was summarized as ‘follows: ' .

". . .there isn't a hard-and-fast rule for anything. You haye to
take.each individual situation, whether it be a builder, whether
it be a manufacturer, whether it be an investor or what -have-you.
Each situation is isolated and you have to ana]yze jt on its own
merit." "

A -

. ! : ;
Once the bank determines that it is prepared to extend cre-

na

dit to the contractor, the size of the credit-line .and its

cost must be determined. - ‘ . |

; v
i

The crucial aépect in determining the amount of credit (whether
it be for the first time or for increasing an a) y-existing .
line) is the abidity of the contractor to document his working

capital needs. A request which is poorly documented will al-

~ - . . N
’

most invariably be reduced. In order to verify the contrac-

tor's request, the bank may determine the working cap#tal -

requirements itself and, in doing eo, it will ask for infor-

mation pertaining to the manner in which progress payments

will be(made,Athe pattern of payments by, the contractor to

his subﬁcohtraétor§, suppliers, etc. The specific uses to @

* which the Funds requested.will be put is also of impoitance l i é
ty . « : .

to the bank. 1In pargicule}, the bank will enquire as to what .
equlpment the coetractor is going to‘purchase‘in order to
execute hls projects and what. are hls plans for the equlpment
when these progects are completed of concérn here is whether
the wqulng capital needs of the contractor are being dis- -

torted because too ‘much equipment is being purchased rather ' Dy

than reﬁted or leased o \ - 7
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;o o .' of coufee,lthe éize of\ehe credif extended to the contractor
is also a function of his financialiand managerial strengths.
as well as the qualiﬁy of the ¢ollateral assignea to the bank.
gne‘bank officer made the followieg Qtatement in regard to.

N tﬁe amount advanced.

.
%

N
"I would say that a general rule of thumb to finance a contractor
is that you are looking at providing an amount similar to what
his workvng capwtal position 1s " " .

L

e ? Another guideline found iﬁ'the literature was stated as -

follows: q N~ . o
: ) o / K

’ . "I like to keep the loan under three -quarters of his working
. e co capital and under one-half of his net worth (equ1ty)

~ \\ i )

(24] B

In determlnlng the rate to be charged for the credit pro-

v1ded to the contractor, the bank assesses the size of the

o ’ loan (the\&g{ger the Joan, generally,. the 1ess the rate) and

v I

the risk facsg; as determined through the evaluation og ‘the
fiﬁe C's. 1In general} the”interest rate.chargzh is quoted as

ptlme plus a certaxn number of p01nts,'w1th the usual spread
[ ‘

" being ofie to three—points abové prlme. - '
s—/

. o . Lo K
4.3.2  Maintaining a Relationship with the Bank, * - 7.

: .
§ N .

" The contrac&or is requlred to prOV1de updated financial in- —
“'formation to the bank on a ;egﬁlar basis, While no hardvand—
fabt rules exlst, the contractor is requlred to provide

. "u, , 'yearly audited financial statements and, on a quarterly basis,
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‘line must be accompanied-by a cash flow analysis in order

- Y
“Any future request for an increase in the tompany's credit

- ‘PRACTICES

*An attempt was made toc determinc,

‘pressing need for much i\;j\rov"ed cash flow analy

=’
- 154 - , : .
f‘j\ / ! .w

a statement of accounts recelvable and contracts schedule

of p051t10n. - Should any Qf these statements 1nd1cate that

.

the contractor is experlenclng some dlfflculty, the bank.

Y

might then request unaudited interim financial statements
an -

as well as requiring, on a monthly ‘basis, a statement of o

accounts receivable and conttacts schedule of’ppsition.

to. demonstrate the basis for the amount requested ang how -

it will be repaid.

4.4 NEED FOR IMPROVEMENT OF CONTRACTOR'S REPORTING

-~ THE BANK'S VIEWPOINT . ' s

v

from the viewpoint .0of the

bank, what weaknesses exist in ‘the present information-
, ! (R N * N

gathering and reporting practices of the contractdi:.

The bank_officers interviewed focused their comments on the

process used by the contractor to determine his working

-

capital requirements. Generally, tﬁe banks have ;ound th t

L{ 7

a{r‘xd the amount actually needed.’ They believe that

¥s procedures

on the- part of the contractor and that this ‘need has impo -
v
tant impllca.tlons for the est:unat:mg, plahm.ng and cost

©

accounting procedures of the ‘firm.
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4.5 SUMMARY' . ‘
I . . . ’ )

“
“

5

(i)

cedures employed by the bank to determine:.

*+

"aAn attempt has been made to document the asséssment pro-

3
~

,whether it‘should establish a business relgtionship
23

with a contractor; v

what actions must the contractor take to maintain a-

(ii) the amount of credit that should be extended; and
) ) . :
(iii)’ .

! ‘ i relationship, once established.

T\\\R}so examined was t?e need for improvement in the contrac-

E tor's reﬁbrt;ng practices, . as seen bxkthe bank.

- . ¢ @

It is clear from an examination of Chapters 3 and 4 that the

sﬁrety, because of its ‘endorsement of the contractor, con--
o - S . | ‘ ) ;
ducts a more exhaustive investigation of\thz
es

varipus, facets

! L ' P
w of the contractoX's organization than do he bank. Ex-

< ) cept for those. branches of a bank which have a construction

‘

- department, the bank officers dealing with contractors on a

day-to-day basis do not have an extensive knowledge of the

. ‘ Y
‘construction industry in general or the individual contracta} =

-

in particulér; Thus, emphasis tends to be placed on con-

a

, " ventional f1nanc1al crlterla and llttle or no attempt 15 made

> .
. .

. . to prov1de the type of counselllng tq the contractor that

the surety may do fiom tlme to tlme. It is felt that the

4 .
1nformatlon contalned 13 this chapter ‘could be strengthened‘ o ‘ gt

«

Y

~
VT ey

ol

- hy copductzng.furthér-interv;gws,‘particularly in those\bapk

v,

4 g ag 7

e . “
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1 assessment procedures, as a careful stud

4\

»

branches. which have a construction-department. However, it

- 156 '-\

G by

'

is difficult at this timeé to assess what additional infor-

mation, if any, could be obtained from further interéiewing.

\ . X C
It would' seem, however, that some attempt must be made to

convince bank officials of the importance of dicusssing their

[

management practices,-which{Wogld benefit not only himself

-

but also the bank.
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tractor would undoubtedly result in'some impﬁgveméhts in his
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. FIGURE 4.3 LETTER
y g
879-8014
N b
\
. , ; - )
" Dear Sir: . Lo ] .

Currently unaerway within the Centre for‘Bu%]ding Stud?es at Concordia

. University is a research project which has its focus the development

\
\

\

'+ gtrengths and weaknesses of presén

of improved management information systems for the general contractor,

1mproved in the sense that they:

(a) optimize the use of_ information presént]y available to the firm;

(b) are compatible with the manner in which the f1rm operates and
with the sk1lls of existing personnel; . .
-
(c) report the correct and neceSSdIy information in a farm which.can
best be interpreted by management, and at a level of detail most
: appropr1ate for the individual managers or superv1sors who will
Be using this information;

(d) get this information to the appropriate managers and superv1sors
both at the time required and the frequency required;

A

(e) enhance the relationship between the\bqgfzigzdr~and his banker,

o surety, and clients. ‘-

of greatedzlmportance to us. at gbﬁs time s your assessment of the

t reporting practices of contractors
as regards the bank with respect to their short term f1nanc1ng needs.

In.regard to item (d) above, we are seeking information regard1ng the

\ evaluation p?ocesses employed by the bank for:

~ establishing an initial relationship with the bank and determinlng
the extent of the short term financing credit line the bank wille
provide for project or interim financing; -

- maintaining this relat1onsh1p and renewing the credit line from
time: to tlme,

L

- 1ncreasing the limit of the credit 11ne. A B

In particular, we are interested 1n determining, for ea¢h of the above
aspects of the re]ationship between the bank and the contractor,. the.

’ N . a . : _...2,

3 * .
3 v D
. ~ ~ ‘ - -
N .

.

fl




R R T,

RV e | i huas

TP e rn e

" foltowing information:

. __~ \;'T‘ : Lo x#\

BN e e R Ak e RNWRS A ¢ 1 am vkt e g

- 160 -

/

b

Tt 7 \aaTmmle e w A T e g ora s

FIGURE 4.3 . LETTER (continued) .

P

<

RS

- 'What information must be provided to the bank and in what specific

format, if any;

- Who provides this information;‘ﬁ

- How #s it vertfied;

-

: - . . N T
- What evaluation criteria are used in assessing thi$ information.

S

<

Attached are sgveral tables which summarize the. current state of our

knowledge pertaining to this information.

We seek your assistance in

verfiying the information content of these tables, (simply cross

off items which do‘not apply),

in completing them and in providing

any supplementary information you deem to be of importarice.  We would
be most appreciative 4f you would direct.your efforts to providing
information on the methods of verifications and the evaluation

criteria employed by the-bank.

We would also like to obtain, where

possible, typical information collection and evaluation formats used
by your. company, and a brief description of the qualifications of the
bank's personnel engaged in making decisions on behalf of the bank

_With respect to the general contractor.l‘

forwa¥d a copy to you.

Associate Director - | _
Centre for Building Studies -

ADR/MK/Kg .

Alan D. Russefl | < - 'i'

Your cooperation in providing the abuve infermation is greatly
appregiated. When. the study is complete, we will be pleased to

Yours sincerely,

o

Mihalis Kirittopoulos
Research Assistant

Centre fer Building Studies -

t -
4
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FORM 601 (3-66) . H
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THE ROYAL BANK OF CANADA - -
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P
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o 4 .
- A} \
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' E
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4. T0TALS e Y . -
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] 1otal tast . ) )
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“ . - CHAPTER 5

A CASE STUDPY 4

5.1-° INTRODUCTION . o ' .

If the designers of management information systemgwor re-
v prey \

porting systems are to develop improved systems, improved

in the-sense that they: ’ ' \
. . ) * . . Yo e,
s

(1) opSimize the use of'ié?gbmation presently available
\ “ N ~—n [3 .

5\\L “form.whiép can best be interpreted by management and'

to the firm; L . \\

L

(ii) are compatible with the mannér in which the firm

'operates andVWith the skills of -existing persohnel’;

t

J(iii) /fg;;rt the correct and{neceBSdry.inﬂprmation in a

at a level of dgtall most approprlate for the 1nd1-

vidual managers or supervisors who will be using thi

"1nformat10n,

. \

s

(iv)h get this information to the appropriate managers and-

éﬁpervisoré both at thé time required and the fre-

quency required; and o .

- ., ‘

(v) enhance the relationship between the éoﬁtraétor and

¢ ~ his banker, surety and:clients; :

‘ a

understandlng of how the users of their systems are organ-<

ized, how they interact with. external agencies, the natuxe

' then the designers of such systems must possess a fundamental

=

S m—

ETwmae AT b e




A ' - -

- L
3 . %

) A
1 ’ . K
of the product of the company, what data is collected during

the execution of a project, what use is made of this data,

.

4

who uses it, etc.

+

The purpose of this chapter, in conjunction with the previous

- '
ones, is to help designers of information systems develop an

a

“understanding of the above issues by:
. - \

\

(1) documenting the manner of preparation and presentation

: , of external repﬁlﬁ@ for use by the client, the bank,

the\éurety, and of internal reports £6r use in'gener—

. : " - ating, these, external reports and for internal financial

) * "control, for a medium-sized. construction company;

) o

:‘ 4 - . . ’ -
. (ii) . presenting the company's-assessment of the strengths
A\\ - and weaknesses of their existing information systems °
- * R & . . v i
and determining how improvements might be made. N

B

| i To achieve these objectives, contact was made with a Quebec-

based construction company of médipm size. A combination of

interviews and guestionnaires was used to obtain information
! ed o e

relevant to the objectives stated above. These responses

- L]

were then synthesized and the resulting~tek£, which‘igrmad,

the basis forx. this chgpter) was given to the company for -
.t B N ~ n " ‘ .
’ verifiéatibn.l T?SJgéceptional cooperation giC;n by the L

¢

f_officers of this company made this;éxerpisefbdth\a useful .

A}

- . and a rewarding one. I must be noted, however, that the: ,_\'
. i ; . ’ N ‘ -

time that senior management of such a company- can devote to

s this is limited by their e

b . : *

.

<, . / a stud.y such a ,Qte.naive worqugdg'

°

¢ T .n’\\'{
Ca B
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and hence 1t is v1rtually lmp0351ﬁ&e to obtain answers to

A
A

every questlon in an optimal fashion. Y

5.2 DESCRIPTION OF FHE COMPANY

4 »

The firm is a Montreal-based general contracting company.

It is afflllated with a large 1ntegrated engineering firm,

and is consequently somewhat more sophlstlcated in 1t§ v
lpapagementkprocedures ;han other constufctlon companies

of similar size. The main products of the firm are indus-
trial, commercial and institutional bui}dinqs, with the
yearly volume Being some 25 millioé dollars. Approximately
50% of ghis work is by means of invited or public' tender
call, and is based on: lump éum cohfracts. The balance of
the vprk undertaken is'negotiated and.eiecuted using Jump

2

] -
sum-contracts or cost-plus contracts or" fixed-fee contracts.

At any one time, the firm}ig engaged in 11 fo 15 prbjects,

raﬁging in indiyiduél projectyvalue from 50,000 to 7,000,000
4 ) " ., A ¢ ] i f
dollars, with an average va}ue of 2,500,000 dollars. The

average duration of a project is 10-12 months, with a range

: A - i ‘ :

of 1 to 18 months. Approximately 85% of a‘tYp cal commercial

iy ) " ]
or 1nstitutlona1 job and 50% of a typical 1ndgs§f1al JOb is

: , L B

performed by sub-contractors. : w

Tﬁe~managemen; organization of .the office) e*cLusive of
cieripal help, consists of 25-30 people; and it consists of

the folloﬁing departments ith the heads of these aepartments~

: hdbing the followxng qualificatlons, respective1y°




. €
. A . ( ‘ . \ .
DEPARTMENTS "' ' " QUALIFICATIONS
N ‘ ' SN
v o ‘
(a) Finance Dept. B Chartered Accountant (Secretary-
?
' Treasurer) ‘ \

(b) Contract Dept. - ' » Degree in Engineering (Vide-
( A President of Contract Department)
(c) Personnel Dept. ‘ No particelar eéucatio§ (labour
law, union l&ﬁ, ete.)(vice-

President of Personnel Dept.)

:(d) Estimating Dept.’ , Degree in Engineering (Chief
. N Estimater)
(e) Marketing Dept. - Commerce'degree (Vice-President °
of Marketing) .

. Figureé 5.l illustrates the organizational hierarchy of oftice

[N

and site staff fb? a typical job in. excess bfufiye million

dollars.

A field clerk will be present on site if-the job has a high

labour content in terms of the general contractor's OWn for-
ces, Cif the job is not hlghly sub—contracted or if the job
~is out of town. * The presence of a full-tlﬁe slte safety

officer is a function of job size. Normally, jobs in ex=-

cess of five milli@n dollars have their own site gafety

N

officer while those of smaller size are serv1cad by a safety

officer who is responsible for 2 - 3 jobs and who is based

N

at head'office. The various site foremen are responsible

for compiling daily time cards for thair craws and submittlng‘

~




Y )

them to the field superintendent. The field engineer is
. i [ ’ ¢ o
responsible for determining quantities of work performed o

by direct measurement ang in detérmining the efficiency of -

o

X /
the various equipment spreads required for the job., The’/

-general superintendent visits the site from 1 timés per

N

week for purposes of assessing progfess and for genefal

‘problem-gblving. The general‘spperintendenf may be in ~ -

charge of up to three jobs simultaneously, depending on

size. The contract coordinator is responsible for negoti-

”
>

ating contracts, and documenting change orders és well as

perfdrming basic coordination of all the paperwork asso-

ciated with the projéct. The project manager has ovefall

responsibility for .the project and interfaces with top man-

agement as well as the client. .

-

-

For this firm, the typical project manager is an engineer.

The general superintendent is a seasoned field superinten-

dent who qualifies for this position béc;hse of his exper-
<
ience, his ability to write reports, his ability to learn

quickly, and -his proven ability to solve problems. In ‘ -

}\ - N
généralﬂ the field g&berintendent is a tradesman who 1is

capable of organizing men and who can read drawings very .
. \

-

well. . - o .

’’
N “

The obfect}ves of the firm, in order of g;iority, are:

“ . .

_. . o
1. Percentage return on volume, not less than some pre-

-

R

determined number, /" : o A B

.

. . v e -




- 176 -

2. q;velopment of a reputation for timely compleiion of

. projects within budget.

3. Maximization of rétu:n in investment.

4, Attainment of a specified rate of annual growth in

dollar volume.

5. Diversification into other forms of'construction.

s " T, ‘
The company uses the critical path method (CPM)‘fa; project
‘planning,msqheduling and control on occésion only.i Its use
of computers on a regular basis is restricted to payroll and
;stimating; aléhough it doeé use compqterized cost accéunting
for selectéd jobs. 1Its caéh flow planning and control system

.is entirely manual. o } ey

5.3 RELATIONS WITH THE CLIENT

N

n

i ) Attention was focused on two distinct phases of the relation-

ship between the contraétér and the clieft; these being the
:f - . - » A . ' “

| PRI p;e-construction phase and the construction phase:
' - ' \ . ‘ N " N '

- . .- '
) 5.3.1, Pre-Construction Phase

\ ®
- . - o~
s .

An attempt was mgdé to determine what information was pre-
. ' 4 .

IR RNy

pared by the-contractor for submission to the client follow-

the award of the contract.?ut prior- to 1n1t1ation of

constructlon. Informatlon pr}pared £or his own use in this
. e..al *
phase is dealt with in a later section. . . o




\ | . | | .
The information prqvided ‘to thé client in the pre-éonstruction *
~ phase consisté of: . ‘ . o
(a) A schedule of .contract values; )
(b) *A'constructién‘schedule;
O (c)* A project cash fléw projection;
| (d) A list of sub-contractors; '
(e) ‘Unit prices and/or cost—plué percepéages for extra or

deleted work.

r

l

The format for the schedule of contract values is shown in .
' - Figure 5.2. It is initially submitted to the client showing

. & only the breakdown of the job both by description and value.
- . - Vod

This breakdown, partiqularl§ in terms of cost, must be agreed
"upon by both the client and contractor before construction

)Qr starts. The schedule of contract values forms the basis for

”3 the monthly progress claims 'submitted by the contractor, oncé
. . ; ' R

work begins.

> t ’ t

A job schegule in the form 6f a bar chart\}s submitted to the .

client at the outset. Tts main purpose, from tfie client's
.viewpdint, is.to inform him of when different'pgfses of the
proigct are ekpécted to bk complete. It also\provides, along.
wiéh the schedule of contract values, the basis for a project
«cash”flow:pp6jectiop.';This‘?rojectibh‘is prepar?d‘by the

contracts department and is submitted to:the owner so that

?.* ' B he maf arrange for the ;ppropriate interim financing, if
. i . * ]

{ +

tequired. - . " o SRR

‘.
5
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(b)  Extra work reports; ’ . .

v ¥ . - 178 - ' e

-~
It shk\/d be noted that .the schedule of contract values and
G

the progect schedule are based on the detailed job budget

and project schedule (section 5.5) prépared by the contrac-

tor for his own use during the construction phase.

-

« [

Also submitted to the owner:-at this stage in the form of a

letter is a list of sub-contractors associated with the job
H .

as well as a list of unit prices (cost plus or percentage)

|}
and/or total values for c¢ktra or deleted work. ‘ ’ ?

5.3.2 Construction Phase

s
The information. provided to'the, client in the construction
phase consists of: & o . - .
- % B .

(a) Contract chang'e”o‘rder quotations; . ' i ' ‘ o e

L

(c) ﬁrog'r_ess claim 'summa}ies (monthly);~ >

"

(d) , Schedule of contract values (monthly)7 S
"

(e) Minutes of job site meetings; '
. X Ay

(f) Updated construction schedules. _
l' . . &

Invariably, changes in the scope of the w&r‘k occur. .. When .~

A
,

this happens, the contractor submits a contract change order

éuotation (Figure 5.3) which proirides,a descrj.ption of the o

" change and states the cost of 'the change in terms of. labour, -

material and equipment plus K3 peréentage and/or a Iumb—sum ' \

v
L)

figure. 'Alsp included in t:hls quotatﬁon is an estimate of

h

'the impact this cﬂhange order will ha\}e an -the project schedule.
~Once approved, this change ,order item is dded to the achedule




N

» gress claim is due to be submitted to the owner, the

A

- 179 -
of - contraci} values., Figure 5.4 gshows the form used (Extra
Work Report) to document the labour, matenal and equipment
used for change orders charged on a cost-plus percéntage

basis.

Each ‘month, aa updatéd scheddle of contract values‘ is pre-
pared.by the contract department. One week before 'the pre-
CoL L4
contractor sits down with the owner or his'agent and they
agree on what tlf;e likely percentage of completion will be
for eachi item on the schedule of contracts by the end of
‘the month when the claim @s?t be submitted to tﬁe owner.
This process has the advantage that it minimizes the 1engrh'
of the legitimate time lag between‘receipt of the claim by
the owder and subsequent \payment tg the centractor: A.
progress claim summary, Figure 5.5,I is éubmitted ‘along with
the jschedule bf contract values. This summary 'sets forth
the total \:ralue of work performedl to date, which includes

\ N
work performed in terms of the original contract and in the

form of change orders, the value of work performed since

,the last billmg, and an alilowance for holdbacks. The

~

one percént per ‘month charge on any outstanding balance is

meant.to minimize the time lag between receipt of the claim

. A

‘and itx's~paymerit by the client. o : : , R

4, y - L3 Y
3 v

-

The personnel associated with the rpreﬁarati'on of thé moixi:h‘ly

progress claim summary and schedule oﬁ contract values are

as follows- the general supemntendent collect.ﬁ the necessary I

1 4 L
e
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the job done as fast and economlcally as he could. . . Hou-

.-rever, ]ust charging equrpment to a cost code doesn t get.any

. “l Al
feedback on the problem of 'equipment productivity."

Y%
.

To oyercome this problem a-efmple form was designed_for docu-
menting equipment productivity, and the“field'eﬁbineer was

given the responsibility of completing it. Different cri-

teria are. used for assgssing different equipment items and
completlon of the form entalls 01rcllng the approprlate

crxterla or 1nformatlon 1tem. The information obtalned from

the form was described as follows: ". . .So there's a bull-
dozer and a backhoe, and we want to‘detérmine the slope théy

are working on. . .he just has to:circle these things. 1Is

the soil. hard, medium-hard; how is, the digging? Here we are

getting about 55 minutésnoer hour, which is gretty‘gdod.'

Trucks —-'here's the'trucks*\S There are five ten-Wwheeler ;

trucks on the ]Ob each one’ 1oad1ng every 12 mihutes. . ."

£ . . 1

. . x “ o
zﬁ copy of the format Gsed r equlpment productivity. measure—

ment was not‘made avallable or 1nc1u81oﬁ in thlS report.

v
, v

Each week,'a labour. cost repo&t is prepared Wthh summarlzes
the labour cost for each code number_per day, the totaL fon

the week, the cumulative values to date, the account budgeted

» v

the amount of work done this week, to date and budgeted,

3

unit costs thxs week, to date, budgeted and man-hours this’

week, tO'date<and budgeted. The documentatron of‘man-hours

. \

is partrgular 1mportant on. Jobs such as machinery installatlon,
where the job estxmate is developed using mainly man-hours as '

.'a basis, The eburce document for the weekly report.is the

Y

*00 o«

» g




1

foreman's daily labour distribution sheet. The field engin-

\1 ' eer is.in charge of determining.the quantities of wdrk per-

L4

‘percehtﬁégycompleted. E L ohor—

- w2 e

’

formed by direct measurement. No specific- format is used

for recording the .job content.

The weekly .report ie prepared at the project site dnd it

“ 0 - S
must be. completed by the Wednesday of the following week.
A} ' ; - -

Using the'weékly labour cost reports and the job budget, a
Monthly Cost Report is prepared (Flgure 5 14) . It records
all costs 1nCurred on a cumulative basis, broken down by Y
cost code 1nto labour, material and - sub—tr;de elements. ‘
Quantltles of work completed are also recbrded, and are

expressed elﬁher as a percentage of completion or on a unit

|

base depending on the nature of the cost item. All general.

conditions or overhead items are entered on the basis of

. o
L. ° . . a Y=

3

The material and "sub-trade commitments, as determined from

purchase orders and sub-contracts, are also recorded, in-

‘eluéing_quantities wherg applicable.

)
Y -« .‘1 s L. .

A2

081ng thls informatlon, the prOJected f1na1 cost of each
code is estlmated.for compar1son to the Job Budget to de—'v
‘ termine prOJected cost :avmngs or overruns. A summary sheet
showing these sav1ngs or overruns by major code series and

. X

comparlng to the prev10us report is also prepared fo;’use

by top management
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"-who may be more aware of pending extras or claims

The month1y<report‘is prepared at the project site in much
the same manner as the weekly labour report. However, the

o .
pro;ected f1na1 cost is carefully scrutlnlzed at ¢Be Head

Offlce by the General Superlntendent or Projedf Manager,

%,

having a
bearing on.the projected savings or overruns. The monthly

report must be completed by the 10th of the following month.

The varlous reports generated in the constructlon phase are

reviewed as follows. The General Supeflné;ndent and Project

]

‘Manager review the varlous daily, weekly and monthly Xeports

’

prepared. The monthly report is then c1rculated to the V1ce~

’ ' sy

Preeiden€“-7 Operations, the Pre51dent and the Secretary-
Treasurer. The latter uses the information provided to pre-

pare his monthly financial statements.

v ]
49

5.5.3 Reporting‘té Top "Management . -

Every menth, tob,management receives seven reports for pur-

poses of overall financial control of ‘the firm. ‘Phis éroup

- of reports is constituted as~f5119ws:

1. A Comparative Balance Sheet (Figure 5.6)

\

2. AA Statement of Income and Expenses (Figure 5,7)

3. A Forecast qummary Statement of Income and Expen§e8=
(Flgure 5.15) ‘

4. A Six-Month Compdny's CaSh\Flow Pnojectioﬁ (Figure 5.16)

5. -A Statement of Accounts Receivable (Aged) (Figure 5,17)

‘o
i

=




WA - - o s ERy et R ¥ S

S
s

.6. A Séqtement of Holdbacks Receivable (Figure 5,18)

7. A/?chedule of Contracts (Figure 5.§ﬁ~h5h .o

Taken.togethgr} these reports permit management to anéicipate

and plan for the future, and to identify current and potential

~ problems in sufficient time for corrective action to be ini-
. | o ’ L
tiated. Back-up reports available to top management include

a detailed breakdown of overhead expenses, monthly finapcial
7 \ forecast summaries: for .each project, monthly cost feports’and
. " job budgets.
'J g ’ -
h : N g B,

. The use of most of these statements is self-explanatory. (

.. With respect to the Statement of Income and Expenses, office

overhead expenses are broken down on a departmental basis.

Included in these expenses are salaries of executives and
. " . ¥
- -~
’ - office staff, office rent, office insurance, legal expenses,

. . -advertising, travel, etc. Not dnly is the- total expenditure

@

on salaries of head office personnel of importance to top

- management, but of equal or ﬁore importance’is the manner e
- in which office ‘personnel spend their time.  Consequently, - ' -

as a supplément to monthly finaAcial statémentg, all head
pA' office pe{sonnal'aré ;equired‘to‘maintéin’a log of ﬁheir time

‘in order to determiﬁe which jobs are taking most of thé)"
people's\tiﬁef? ;. . «There are4certaiéijobs that take very
little head'offigé‘time and others tha}_také a lot of head
office time. So you wthd like to know\tﬁat; It gives you: , '
an indication-of what type of,jobé you shoﬁld‘be going

after, hov many of a certain job. type you can afford to

’

' . . . -

. . f s
' 2
< -
]
«
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“\'I‘Jxe, main use of f:he cash flow projection is internal ". .

_ bonding limits."-

~.191 -

.

)

take before you .will have to increase your_head} office staff.”

An aggregat‘ed format of income and expenses is gsed for pur-.

poses of fdrecasting the likely net income of ;.,be company
: ) ,
for a six-month period (Figure 5.15).

4

- 1

A six-month cash flow projection is made using a source and

~ application of funds statement (Figure 5.16). The secretary-

o . : .
treasurer is responsible for preparing this statement each

month. 'The information required for preparation of this. -

4 ! . \

statement is collected as follows: (® for each project, ,

. a cash flow projection is provided by the project ménager

(Sectien-5. 5.1); (11) the holdback percentages, security

deposit requuements and payment terms for each- p::ogect are

+ .

ascerLalnea from the contract; and\'(ln) forecasts for new

:vork, capital expentlituree -an‘d head offa ‘e overheads are

-

. provided. by the company president.

; but would be ‘useful, if necessary, for review Py banks or

3
sureties when assessing lines of credit requirements and
v N ,

A o

e projection of cash flow and working capital require-—

-

s ex remely 1mportant for a .coatractor 81nce flnancing

availablhty 1s, in some cases, the most important consider-

atlon in determlm.ng whether or not to tender a project.

. Failure to recogm.ze financmg 1imitatxon§, could jeopard:.ze

the operat:.ons of an- otherwise successful‘ contractor. To ~=°

/ \

attain the objectives of ‘the ‘firm, proper cash planning is

~

[T R

M et & e

oy
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essential."

»

The statement of aged a;ccoup‘ts receivable (Figure 5.17) sum-

‘marizes the status of the contractor's clients' accounts -and

serves as a basis for determihing whether action should be

inititated on delinquent accounts. , It is ‘also required for

y =

the preparation of r’ealis;tic cash flow fore
\/‘ Y
baﬁk .and surety, and by top management for purposes of

casts, by the

-

‘determining which clients the company'gl‘xould do_..:gieat work |

-

for, should the oppozj:unity arise. . , .

The schedule of contracts (Figure 5.8) se'r‘ves to inform

toé management ‘of the current statu;s of each of the compény‘s

ongoing projects. It 'provides an initial basis for top . .
- C .

management to/cz:uéry the project management staff on what -

corrective action is being pursued or should be pursued

o e A

- —

LS

for projects whose pfofitability’ appears to be leés than -

that expected or desired. As back-up Tnformation, with

respect to a particular pxjéojéc:‘ty‘zg_‘top management may also

request the financial forecast summary (Figure 5.19) and

. the -monthly cost report (Figure 5.14). The schedule of

A .
contracts prepared for use by top management is identical

J
N

fo\that prepared for the surety.

5.6 STRENGTHS AND WEAKNESSES OF EXISTING REPORTING SYSTEM,
. B . L] . ] ‘g

In geherél, the compavny‘was_,satis’fied with the performance

of its z:eporting system. However, when aéked how they would

. . .t . N
allocate resources to improve the present system, should

they be given some, the individuals interviewed focused on

" &

J

-
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the issue of labour productivitii
' B o « . .. ~T

In order to improve the control of their own labour forces, ‘ ’

‘they desire more information.fegardibggcrew sizes, work
conditions and’output, If this additional information could
be obtaiped, and provided it could\be_prOcesseo quic£l§,

. ten it was felt that more effective coﬁtéol actions couTa\

_ be initiaiedl In(thj>regard the company is developlng,;
in conjunction w1th the parent c0mpany, a computerized labour

cost reporting system. It was also felt that the development

m@w

‘ . of a labour productivity reporting system would provide th€

. basis for improved estimates for new,work. o 4 : .

W .
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-
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o
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5.7 SUMMARY

PO . -

In this chapter, an a;jﬁﬂpt has been made to document the

reporting practlces of a medxum—sxzed ‘building contractor. -0
2 : e

i

. | ' fThe reporting practices followed by ‘this company are close

. - M , . . B} . * .
2 to the textbook-fge;;\T\l]; mainly because of “the company's s
. - kY Y. » - YQ‘

affiliation with'aklarge, sophisticated engineering firm. P

<L Consequently; ehey should not -be construed as typical of

ek

otper similar-sized companies, and indeed this was found to '
)

v be the case upon 1nterv1ew1ng,other comparably- 51zed firms.
& It is 1mp0551ble to attrlbute the succeSs of the tirm 3
exam{ned wholly to its present reporting practices. It c .

.- ."  is possible to say, howeéer, hat'the reporting practices |

of the firm prov1de the basis'for the effectlve control of Y

v

- individual projects, in terms of time, cost.and'conteﬁt, _' ' ]

as well as for the overall financial control of the company .
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the issue of labour productivity. '
- e~y

-

In order to improve the control of their own labour forces,
‘they desire more information regarding crew sizes, work

conditions and"output, If this additional information could
' ' 1

be obtained, and prdvided it could be processed quickly,

ten it was felt that more effective coﬁtrdl actions cou\a\

)

. be initiaiedl In(;hfj>regard, the company is developing, e

in conjunction wlth the parent company, a computerized labour
.~ cost reportlng system. It was also felt that the development

of a labour productivity reporting system'wohld pgpvide the

+ basis for improved estimates for new,/work. o

' o .

.

5.7 SUMMARY

.
Y . -

o v

Y]

In this chapter, an a:jjmpt has been made tb'document the

reporting practices of’a med1um—s1zed ‘building contractor.~
L . ,(v,

'

. The reporting practices followed by ‘this company are close
e A ’ - e
4 to the textbook-fg;;I\T\\]; mainly because of “the company's

5

affiliation with'aklarge, sophisticated engineering firm.
Consequently; fhey should not be construed as typical of

otper similar-sized companies, and indeed this was found to
QD

* Dbe the case upon 1nterv1ew1ng,other comparably- 51zed firms.

It is 1mp0551b1e to attrlbute the success of the tirm

v

exam{ned wholly to its present reporting practices. It

is possible to say, however, that'the reporting practices

A

of the firm prov1de the basis-for the effectlve control of

. S
individual projects, in terms of time, ost'and'conteﬁt,

as well as for the overall financial control of the company .

.
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Further, they provide the basis for a business-like relation-
ship with the cllent, the bank and the surety. Whethgr these

pract1c1es result in increased profltablllty could not be *

determlned Their use did show, however, that t eory can

be effectlve ¥n practice, if properly applied.
q
The contribution of this ¢hapter lies in identifying:.

¢

(i) - . the manner in which basic data is collected, recorded,

processed, and used for iﬁdiyiaﬁa% project. control;
: o .
(ii) the flow and use of information within thHe firm and

. . 4
e 3
without; -

&

& :
o x > ° ¢

'the‘igfo:mation required for financial eontrol of the

v e d‘ v
cchpany; an
-

the roles of various,individUels with respect to pro-

ject and company control. ) v

s . - A
. The £;formation presented in this chapter was obtained by -

aam—————

an’ extensive 1nterv1ew and questlonnalre process with the >
T

secretary-treasurer of the company and one of the company's CJ*

.
.

project managers. The cooperation, afforded by these indi-
. \ N ’ . / -
;lviduals was excellent. HoweVer, the diffﬁ&ulty of obtaining

1nformab10n by way of interviews and questlonnalres s 14
not be underestimated. oIt is a lengthy trial-and-error
N ‘process, and one which is,difficult to control. 'Howeveri

. . . ; g :
the understanding developed through such a process is fun-

damehtal to the development of practlcal reporting systems-
fmr contractdxs. |




v . ‘ A

Given the opportunity to continGé the interview process,

.thé*next .step would be to discus withﬂsevegal company per-
sonnel their use of 1nformatlon and how the current defi-
c1encies in the present reportlng system could be corrected.

This. step, coupled with the 1nformat10n gathered. and repor-

ted to date, would provide the basis for the development of -~

b

an improved reporting system.
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" COMPANY IDENTIFICATION ) ' _ .

.,

CONTRACT CHANGR ORDER‘OQUOTATION

A . : e
‘TO _~ , QUOTE NO. g
. DATE
. JOB NO. -
ATTN: - ' PROJ. DESC. o _ \
) - { ";
GENTLEMEN: L . ‘ ‘ ‘
This CHANGE ORDER QUOTATION includes all Material, Labour and equlpment B
- necessary to complete the follow1ng work. N | '
- ™ o i
The work below to be pald for at actual cost of labour, materlals )

- v

and eguipment, plus percent ( %)

T

The work below to bée completed for the sum of

o (8 ).
» / ’
¢ ‘ - // . ,
The work below will add/ggéﬁct days to our-sche\;iule.~

‘ B
| s
A ' ‘ : - - \

¥
S X

E

, j |
The covered by this'quotafion shall be performed under -the same terms and

} conditions as that included in the original ¢ontract ‘unless stated otherw1se.
QUOTATION APP ROVED : '

by L s . Signed

v

A} -

'-.——. N ) G

3

'3‘{

4

‘i

| i

4

H

:

i

§

|

K }

] ;T . -
o i
FIGURE 5.3 CONTRACT CHANGE ORDER FORM .
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COMPANY IDENTIFICATION

EXTRA WORK REPORT

Customer's Name : 'Sheet No. ‘
Address . , Date
.Order No. X Job )
. T g
Description of work . Cost Code
- LABOR
. L
N\ ! Badge . ) '
Name o , Number Occupation Hours|, Rate Anmount
il B *
Id -~
FJ,r = -
. : L '
MATERIAL - N
N 4 '
Description \ Unit Price Amount
yra
[
N L, R ' i k )
, ) . i \
s , '

Field Accountant Customer's Approval

N \

{ FiGURE 5.4 EXTRA WORK REPORT FORM

- ’

-
v
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: ) ~ COMPANY IDENTIFICATION ’ ~ §
Do - = ; ~ PROGRESS CLAIM SUMMARY : -
Job No. ! * ! Date N
. ) «Claim No. )
IN ACCOUNT WITH - ‘ 3
\ Y ~ N ~
’ , 4
" * 3 /
. ‘RE: . . . R ¥
Covering work completed up to and including:
4 ' Y. ‘
) N N ‘- ’ ¥ R . ™ ¥ { |
\ ORIGINAL . CHANGE , 1
i CONTRACT ORDERS TOTAL
s To Date: Total Cogtfact Value : S . $ = $
value of Work Completed T g !
Deduct: Holdback % Les§ ) “ ;
Deduct® Previous Cléims _ : !
Amount of this claim : $ r8 $ \
J ’ %
A . / )
This period: " Value &f Work . , ' .
Completed =~ | roos $ s -, i
,Deduct: Holdback . $ . A ) o o
N T . R,
.Add: Application for Holdbagck & - ,
’ . 4
AMOUNT OF THIS CLAIM - AS ABOVE $ ° $. $
- N - ," R

a

All accounts become due and‘payable on or before -

NOTE:
Interest will be chargéd on every overdue account at th&®r f :
N ‘1'% per month. v . . g
> N - » . - ‘e
. L.

o

FIGURE 5,5 PROGRESS: CLAIM SUMMARY

’
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. : ' CHAPTER 6

R " CONCLUSIONS AND RECOMMENDATIONS \

6.1  CONCLUSIONS

. -

=Y
¢ - B ' ' %

préz\red reporting practiceé'for the medium-sized contractor. .

[

As a first step toward meeting this need, an attempt has

been mdde to: : ’ )

- - —

(ai docdment the extent of the information preséntly col-

N [

e lected and procéssed by the firm with respect to in-

- ternal reporting anq,extérnal reporting needs;

-

(b) document the flow of activities within ‘the firm re-’ '
o “ P
quired for the _prepiration of interna’{ and e)gter'nal

. reports;i

~y

v

‘bank, surety and . cllents and the evaluation processes en-

ployed by these external partles, and

(@) assess the strengths and weaknesses of present ébn.tractor

4 © reporting pra;': ices, as viewed by ‘the bank, the sure‘ty“

and the contractor himself. | :

\

In order/ to satisfy these ob‘jectives, extensive interviewing

N

was done thh contractozxs, suretles, and banks. A detailed

stu&y of the literature was also, performed %

B

This study demonstrates the need for the development of im-—

(¢) document trLl'e information requireménts of the contractor's

I

T
B
w4

S

Sy

» LS T,

-~
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If contractor reporting practlces are to be 1mproved repor-
ting systems whlch are compatible w1th the: contractor s mgde
’A\of operatlon must be developed. Central to this developmeﬁt
process is informatlon pertaining to the way in wh%ch firms

, are organized, the quallflcatlons and capabllltles of their
staff, the type of work performed and ko forth. Objectlves
(a) and (b)- focus on these 1nformat10' neeas. As an initial
step in satlsfylng these objectives,/a deta%led case study of

o \q sophlstlcated medlum sn;ed c acfor was nade. %Included

in this study is an analysis of the manner in wﬂsch the com~
pany reports to external agencies such as the bank surety |

'and cllent as well as the interhal reporting procedures re-

Aquired for effective project and overall company control.

perates comes c¢lose to

book ideal, and it b g be coﬂstrue@ as typicallof the

med%dm-sized contractor.\” evertheless, the informafion ob-
tained provides valuable

structufed_apd operates. .

»

Pursult of objective (¢) prov1ded valuable information re-'

oo

gardlng how external partles such as the surety and bank v1ew
the c0ntractdr. Six criteria were identified as being cen-~
‘tral to the evaluation process employed by the baak and

suﬁety. These-.criteria are capacity, capital, character,

collateral, .cost control and condltlons. A detailed~examin-

—

 ation: of each of these criteria was made and a part1a1 basis

established for determlnxngxhhat and, to a certain extentn




S

-~

) data pertainiﬁg to laboyr productivity. ) o

.
i « + :
PENSCN gl e L M Y e B R )

P A S T SR :

v
o N N

ovements should be made in the firm's manag‘emeht

practicep d strengths in generail and in the present in

external reporting practices of the contractor .
il . C A - \

» ' . 3

‘ternal and

in particular.

8

. -

Several aspects o,f current contractor reporting practides

o -

o

<

(R Yo

were singled out for improvement. They include:

‘.
L g

(1) the need to integrate™the estimating, planningl and

»

cost accounting systens;
. ] ; o

. : ~

(ii) the need to perform cash “Flow planning, both for

individual projects and for the overall affairs of

5 . \

the company ; am.i“ . o ,

1
.

{iii) the 'need for improved cosi coulrol sy‘st;ms &nd, in Con

partiéulér,_the‘ need for colledting and processing

[N

[ v

6.2  RECOMMENDATIONS . * o

< R t ~ . . LAY

‘ - . - N -sf’\
‘
v .

The following 'c;bser'va.ti_ons\ are offefed for those pursu’ing..

.
-

¥ ) - .
‘further research work on contractor'reporting systems. -
- .
. | Q

'
N

1. . Attention 'should.be focused on obtaining-industry par-..~

v

ticipatién, 'barticularl“y in\re’gard to providing detailed . . -
_infqrmation as £ how ‘various fi'{:ms are stfu?‘ed and
operate’ so. as to' identify the attributes whic¢h a ’répor-
. * !

K]

ting s'ystem" must have in order to be compatible with a-

firm's mode of operai;j:pn. Various mechanisms  should be

. -identified and‘tried for obtaining~this .informa‘t'ion-. C

- o




P e L T e e o T TSI

,
- \ . - » ~
} - o :
: .. _ _
) | . .

) 1 . Qdestionnaires tend to be too unreliable and are not

¥
%
? taken seridusly. Interviewing, while somewhat frus-

‘trating* for ‘all concerned, can be very effective if >

L] - 1
. 7

both partles are well-prepared. However, those inter-—

vzewed must be willing to devote cons.tderable tJ.me to

’ ~. P °
\ . VA -
-

the prcacess which is dlfflcult to do given their heavy

' "workloads.

~

2. The uée of cash flow aﬁ&'fysis as a basis for estimating, .

\

* \ o N k
- - . planning aﬁ‘control should be investigated. If a way L)

‘can be found to unify these proces‘;s‘es, more effective - '.;

project ar{d company control could result. any system
: A . ‘

developed must reflect the manner in which the contrac- . .

n

v

' tbr operates if it is to be adopted. “~a
\ . : ~ - -
N - . R "/

Thé use of computer-based report'ing systems should be '

el

~

.'wm’ A e
W
»

A réassessed’. The advent of the r'nini-c‘omp‘utexf with its

: various advantages as codxggc—y:.e(to serv1ce bureaus may
i . . . result in changed attltludes t wands use of the computer -

by the contractor.
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o \ POMPLETED CONTRACTING GO, INC, L
' . . BALAKCY ) 3.7 -
: . N, JCOMPLETED CONTRACT NASIS) | ’ )
. ’ s - NOYYMBER 30, )9x5 ' ,
H ; ‘ + - . s : - I N, o
t ) - .
H CURRENT ASSEYS: ® . . * A " :
! CASH 1y BA $ nen -
. ' ACCOUNTS RECEIVADLE * REQUISITIONED - CHEDULE 11 * 373 023 08
) . ACCOUNTS RECEIVABLE - NOT REQUISITIONED L . : ST ) .
i - DUE FROM EMPLOYEES % CHEDULE "A-21°' ~ . 1en» ‘ '
‘ . . LOANS RECEIVABLE , 3 83 03 v
3 ! INVENTORY - MATERIALS (AS svnnrm D) . . i 616188 - ’
~ . ’ DEPOSITS - BIDS, PLANS AND SPECI ICATIONS (SCHEDULE “A-3% * 37 840 00 .
1 a ® PREPAID IKSURANCE 7139 23 »
- o - w PAEPAID TAXES AND EXPENSES . o T oM
g . DUE FROM VENDORS (SCHEDULE "A4") "~ - 108073 .
- . \ T ————— °
' ~ TOTAL CURRENT ASSETS Ty ,
R : ' IIXED ASSETS: AT COST) @CHEDULE ~A-57*
LAKD $ 23850000 ]
' ' BUILINNG AND IMPROVEMENTS v 20 280 59
. . AYTOS AND TRUCKS - 1303 -
. . GARAGE BUILDING sim 06 ,
' EQUIPMENT ' ot 442890, - >
FURRITURE AND FIXTURES . Tmn g
= Al CONDITIONERS 151995 ;
TOTAL ' . 6180319
- . - LESS: ACCUMULATED DESRECIATION - s __aesyey Q
. mm. FIXED-ASSETS (BOCK VALUE) R 2315087 -
i MUK ASSESS - Dibi] ] : o isee >
TOTAL ASSETS A T o ;- - $_871 140 41 _
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