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Are we working ourselves out of business?

To properly answer this question, let us ask a far more basic one.

Why are we in business?

The most simplistic reply, aside from community standing, recognition,
being your own boss, etc., can be summed up in one word -- "Profit."
Excluding the people that are in business for masochistic reasons,
most of us work for the "extra return" to which we should be entitled
in this risky business. This extra return, we hope, will give us the
ability to expand and grow through reinvestment of capital into our
companies and also allow us some of the misery we like, such as travel-
ing, hunting, fishing, etc. We could, after all, put the operating
capital we have into some safe, interest-bearing account--with little
or no risk--and receive a modest return. This, however, is rarely
sufficient to allow us the luxuries we would like to enjoy.

Profit, then, is our motivating factor - the reason we decided to go
into business and also the reason we would wish to remain in business.

Profit is defined as 'financial gain."
It is "the amount left over after all costs are deducted."

Since the majority of our work is based on lump sum contracts, which
are based on cost estimates, we must, most importantly, know what our
costs are. If we are careless in the preparation of our estimate or
in the execution of the work or in the control of the costs on the

project, the amount "left over" - the profit - is an indeterminate
quantity. A sufficiently large job could cause any of us to "work
ourselves out of business.'" The most important item to be examined,

then, is our cost.

Much has been written on the subject of cost and most of us think we
have a pretty good handle on it.

Do we?

Let us briefly look at the items that make up the amount classified in
an estimate as ''cost.'

Material
Labor
Subcontracts
Job Expenses
Overhead

Cost of money

ST -

Do you, in the preparation of an estimate, consider each of the above
items?

The answer is probably -- no.







Item 6 has an effect on each of the other categories, particularly
in view of the current inflationary economic climate.

In order to investigate what happens to our costs and consequently

our profit, if we ignore the '"cost of money," we must determine how
each of the items above is affected by the current inflation rates.
It goes without saying, not every commodity has been subject to the
same inflationary pressure. Some items of our cost have escalated

beyond the "averages' indicated. Others have not.

According to Labor Department Statistics, here is what has happened

to our consumer dollar: *From Industry Week
1967 100 base year
1971 121.3
1975 161.2
1976 170.5
1977 181
1978 ' 195.4
1979 217.4
1980 1st quarter 236.5
2nd quarter 245.0
3rd quarter 249.6
4th quarter 255.8 -- estimated
1980 Average 246.7
1981 Forecast 272.1

It becomes very obvious from the table that anything that could be
purchased in 1967 for $100.00 would have cost nearly $256.00 if bought
in the last quarter of 1980.

A 1967 dollar had a value, the 1977 dollar had a different value and
the 1981 dollar will be a substantially different value yet.

It would be foolish to add 500 of each of the different types of
currency, say Dollars, Pesos and Marks, without converting these cur-

rencies to some common base.

So it is when we takeAl967, 1977 and 1981 dollars and add them without
conversion.

To determine the economic well being of our Companies, we must add
apples to apples for an accurate picture.

The value of our money is consistantly decreasing.

Let us go back and see how our various categories of cost are affected
by this trend.

Material
It is virtually impossible today to place a non-escalating purchase

order to materials that may not be required at the job site fora year
or so. This leaves us with a number of choices to be considered.
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Do we get paid for stored materials? Can we collect the full amount
or is retainage withheld?

Assuming we can get paid for these stored materials, less the custom-
ary retention (as is standard in many public contracts), we would be
confronted with a losing proposition. First the materials must be
double handled and secondly the retainage, when finally paid, has

cost us interest and may not have the same purchasing power that it

had when we paid our supplier. The cost of this money must be included
in our costs. It cannot be ignocred -- we cannot afford to gamble and
end up with higher material costs than estimated or anticipated --
especially on long term projects.

Another alternative is to purchase all the materials and "fix" the

price we pay. In this case, we recover the funds only upon installation
and acceptance by the Owner, and, the cost of money spent and not
collected becomes a large factor and must be seriously evaluated.

A third alternative is to buy the materials when needed and as the
project progresses. The gamble here is that prices may have escalated
beyond those included in the estimate. .

Labor

This is the one item of cost least affected by inflation. We generally
have a good idea what the labor rates are and what benefits must be
added into the labor number to arrive at an estimated cost.

Yet, do we know what our productivity is going to be?

In the simplest terms, productivity means -- an amount of work (goods
or services) produced per unit of time. If we can produce more in the
same amount of time or produce the same quantity in a lesser period of
time, our productivity is up. If you are paying more to accomplish
the same thing you did yesterday, your productivity is down. .

Increasing productivity -- i.e., producing more for less money, obviously B
. means more profit. Without profit we can't become more productive. We
will examine this concept in more detail later.

.Subcontracts

Subcontracts generally cause us little trouble, provided we properly
negotiate them and make our subcontractors subject to the same contrac-
tual obligations as we are with the Owner. This passes the results of
inflation on to the sub and does not affect our profit.

Job Expenses

The items included in this category are numerous and vary from one
firm to the other. We will only consider the cost of tools and equip-
ment.

Many contractors have attempted to make the warehouse a 'profit center."

There are many approaches to accomplishing this. Major tools and trucks
can be bought or leased. Each contractor has to ask himself as to
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which method suits his particular business best. When contemplating
buying major tools and equipment, the price of money, particularly
the replacement of tools, plays an important role in how the cost for
these items is allocated. A large bender bought 10 years ago has a
substantially higher replacement value today, and proper allowances
need to be made in your charge to job expense to provide the capital
to replace it.

Overhead

Overhead is probably the most written about, talked about, subject
in our business. We often do more to control overhead than we do
controlling our field labor.

The overhead costs we incur are, however, affected by inflation. If

our application of overhead to an estimated cost consists of simply
adding a percentage and we have taken inflation into account when evalu-'
ating our costs, we will have increased our overhead budget. Increased '
car costs, fuel prices, electricity and telephone costs have all risen
disproportionately. There are areas of overlap between labor, job
expenses and overhead that must be clearly accounted for and properly
allocated. Social Security, not only for the field forces, but also
for our office staff, Worker's Compensation, taxes, insurances, etc.
are constantly on the increase. The percentage applied years ago will
no longer cover the escalating costs. A constant monitoring process

- will ensure the proper overhead percentage application.

Cost of Money and Inflation

How many of us include an item of cost on our front sheets labeled
"Cost of Money and Inflation''? The answer is probably very few.

To be very realistic -- we are in a very competitive industry. We
spend a lot of time evaluating our competition. If Contractor A does
not include a cost for the use of his money and Contractor B does, you
can guess who will come up with the work. If our competition does not
value for its proper costs, the inclusion of this item becomes a very
academic discussion. Ignoring the cost of money may, however, get us
a job. Do we really want it? We must collectively educate ourselves
to make sure every contractor recognizes what the costs are, otherwise
we are literally working ourselves out of business.

There are many ways of negotiating good jobs. A poorly designed project,
that will be redesigned, after a contractor has come on board, may be a
good risk. The ability to reprice the project, after the fact, may
result in being able to include proper costs in the changed work.

We stated previously that we must add apples to apples when dealing
with dollars from different years. Since the value of our money is
constantly decreasing, let us see what could happen to our financial
statements, if we ignore the cost of money and the decrease of pur-

chasing power.




1. Assets would be carried as ''old" dollars. The owned
tool that cost $100.00 in 1967 is still functional
and is carried at some depreciated value or not at all.
To replace it would cost $250.00 or better. The stock
that was purchased cost $10,000.00 three years ago.
Half of it is used on a job and charged into cost at
$5,000.00. We just made a good profit -- or did we?
The material should have been charged at close to $8,500.00.
As a result, our costs were understated.

2. Profits will be overstated because costs have not been
- properly charged. As shown in (1), depreciation or materials
taken from stock, carried at old dollar values, not adjusted
for inflation, will result in cost undercharges.

3. The relationship between the previous two items will cause
an overstatement of return on investment.

4, Item (2) will cause too high a distribution of dividends
"or bonuses.

5. Potentially, an overstatement of profits will cause the
corporate tax burden to be higher.

6. All the above will diminish our very vital operating capital,
cause borrowing and prevent our companies from growing, or,
at worst -- we are out of business.

The question might well be asked -- will inflation continue to plague

us in the 80's and beyond?

The core rate of inflation has increased from 2% to a current level of
12% in the past 15 years. According to Dr. Evans of Evans Economics,
“Inc., in Washington, D. C., this 107 increase has been caused by the

following:

6 percentage points due to the decline in productivity -
growth from 3% to 0% per year.

1 percentage point due to higher energy prices.

1 percentage point due to the cost of government
regulation.

1 percentage point due to the decline in the dollar.

1 percentage point due to changes in institutional
structures and inflationary expectations.

Let us just briefly look at the first item of 6% increase in the infla-
tion rate. '



In order to be profitable, a company must be competitive. This can
mean locally competitive for a small firm or others, the large firm
must be internationally competitive. To stay competitive requires
keeping up with technology. We have to become more productive. This
increase in productivity can only come from reinvesting in new and
better equipment, or better installation methods. Where do the funds
come from to buy this new equipment and invest in the new technology?
The obvious answer is PROFITS. A company must stay profitable in
order to stay competitive.

This reinvestment, or the lack thereof, is what is causing the majority
of our inflationary pressure. :

Germany and Japan have a much higher rate of investment than we do. In
fact, their rates of investment as a percentage of Gross National Pro=~"
. duct are 23 and 32 percent respectively. Both countries are showing a
healthy increase in productivity. We are investing 18% of our G.N.P.
and our productivity growth is down to zZzero. But, we probably knew all
that, just look at Chrysler and how it fares in the world market. .

So, will inflation be a continuing factor for concern?

" ;Thé answer is obviously - yes, hopefully at a lesser rate -- but it

will be with us and we have to learn to live with it and adjust to it.

Let's take a look at what happens to the markup or "profit" on a fairly

common project. See Accounting Sheets.

Assumptions -- Case 1
Job Size $792,563.00
Estimated profit 10% or 72,051.00
Cost 720,512.00
Duration 2 years

Payment: within 30 days of invoice date

Retention: 10% until job is 50% complete
07 thereafter

Retainage paid 30 days after completion

Interest rate: 187 per year

Inflation rate: 12% per year

Example 1

As can be seen from the accounting sheet, we were expecting to realize
a profit of 10% or $72,051.00. Our projected costs came out on the
button. Did we make our markup?

If you choose to ignore the cost of money, the answer is yes. If the
cash flow deficit did not exist, that extra money would have worked for
you. When you finally get the cash, it is not worth what it was when

you billed it. As a result -- in Example 1 -- we in fact made
$72,051.00 - $32,630.00 = $39,421.00
or 5.47%




Example 2

Suppose we have a customer who does not. pay within 30 days, but
payments are delayed an additional 30 days. Further, let us make
the retainage be 10% for the duration of the project, as is common.
- All other assumptions are the same as in Example 1. Now our profit
is

$72.,051.00 - $56.,068.00 - $15,983.00
or 2.2% |

" At 27 we are not going to grow.

Needless to say, our approach to business is far more complicated than
the foregoing discussion would indicate. 1In a relatively simplistic -
"~ way, however, we have shown how important the consideration of "The Cost’
~ of Money" is. ‘ ' ' '

Let us make our future in this industry a bright one by being fully
aware of all the variables that go into our business equation. An all

out effort to educate our competitors would also help keep us in business
and making the profits to which we are entitled ~- because we take the -
risks. : :



BT S o
“Gonrh veoM dmer VETERIAL Lé\;;‘Q : ijT - t\:,:THi:Y:
: ‘ f ? vy ib‘ pBILLING
s e em e e . by S G e : ::—.!.’~,.'_.2§:.“?--—:: e Lt
. ) S Zooo- i 0 bozs—i | 1Ton- 2ot b ’
; - S Mooo- . i Bes- || 1Hsm Prgan- § ]
T R Sl R R | ey |
CL Mo i [ 1 Hoso- i ! 825- i | 2ug3- : ‘9:3' - ;: l
/‘5 : | Hpo0-f : Bps- i 7pe3: | 27. ]
: b ... .} Ssoo- [ | szs- i | g2s3- | ‘ ‘
T .. B booo- ! | 825-L | 2ie3- ?
P 3. ’ Teoo- | g5~ ' . 2233 57 ;
. 2 ] 8os5- 1, 225-: ' PECER D37
;. {12 - : _,5_334;3,:__!'_:, _ &5~ : |: 2EZ3. ! : 7,.:.7:535‘ i i
- 11 L 18200- £t Bossr L S25- fy miEne ; &4 - v )
! 12 S B N N T = LR C A =~ O 61u3- 0 | 67550, 0-
3 P 1E00n 10350t S25~ . § 2883~ & [ 1231l 31280 | bvso- ¢
: Moo [ teomon | fl2op0- 1 B25- 0 2832~ b 37sd- 0 2EEs- | 31250- ¢
; : D 125020 7 1Pooor | 825- ' | omymz- - 2zEo- ¢ zigan-
é; 16 ~ 5128000t [ Mozo- . . B25- 1 ; 2533- Poi4zEss- T Ed1%s- | zgsno-
; 7 PRSPt L 1Sso0 | B2S-y R L (4828 52510~ uBISe- |
! i ooy 820071 li55zo- noi B25- 1o P 24223- % 2333~ | S3030- ¢
! 4 [ . [, ) -- o [ o Do . I
: ;12020 Lo, 13230 : 8- i : Po.23908-1 37205~ | | 2eZ30- .
: ;D 15000 18 st g ' v E7ooBs’ Ho%30- - 37300- i
.2 P10320° 1 | 20000- g25- ., . DL 32903- 0 ' 37305- L trezp- !
22 ; Sooo- . 299%0- ., €25~ | ' B17oa- | 2uBsy- | 37300- -
' 23 , bo2o ! 15535~ 525~ | R -
cg 5000~ , . 1oz3s- g25- . 1E3 Fy\THeE- ¢, 19153 1 24up0 -
2 — . — — [ ! _— . —— ’9“\ -
. :’5531390— . f::g::.o- , 2;:;0- ‘ L3S . J20512- 732863 TI2EL3
= : ’ it : B
i : : '
t ' i







T n : : o A . . S i
a ¥ N | : : Do . ! L &
; L. O S VI ll.';m Bl NS et TR U f—u - B ~
z " T ¢
b M,,..., S R ® _
: : : ! e e e N NS R
1 _r_r- - i = = m tenia SSSnItisro monaie ) LR
e - § ...f —_3 Coiy 3 13 [ 2 B T S |
M V- ~ 5&.: S f 3 D00 oy "y
¢ P My ) & = A 1 53D N AN o i
e BTy @ AP rRgAdtee |
SRR TTI — S N m 2/ o - - w . -
) L X o
RESEY
< -
LS Y
LT«
Lo O
> 14 ) B
R RGNS ;
h_ m " —w - : - . eeea . e Seal
: 3 mw R . LTS A S Y SR LIUI N S L T T
ERE R R e O RORA NSRS
' : .:,_. _rﬂ o &u 2 oM~ Mu_ Lw 7. Nw M W.W mw .3 x —.m,w "W .ﬁﬁ
A lJz,. .:S VT?OHZS_:,@,@ P D OO e A - T-
Y 7 : : Ry IR 8
. %z - . s e e - - . \ .
. b .
o . [
AT 0
| uy o
<4 o .
i 1 AV
M I-
ERECPNE =
. ) [ [ ’ [} -0 ] U [ 1 ] ]

__ﬁ.b,o .c;DSOI

— €Y - Ve -~
7__:3%..1051 ShY D/J_b: o

e vy AR 5 o A

B SRR R SR Wor oy @l 0 e oy CF g fe 1o R I IS

oY Y ey [\ N A s | "y ., (s ARFEAN W -.I f& [ .S‘VN
AR AN o w1 5 0w b o 9 O rfoy- a Ly 2y o

L ”.afa__.,_,_:,_w LA NN
0 = O 0 .6,720»,0 € O o o
HE 1aeWwarh o3R8 <N 6T G D R .wa @ D o~
P TR I S (S Sl sl O g s B2 G
BN W ) Q- [N S\ | B SRR S S PTIANFAY QT T
i [ R O L N TR S ey ,nw [N .% NN R e =~ > T oN :
[ . b e b ans s 2y |

(page 2- example 1)

.r..?.,.‘,..__._,.-q

A AT ) B WY A S W ey .:

b m IR AN YR TEYE Yy -
s

H [} ¥
. [ASEY AN STIRY Y
e Lo AW W oy g
P GO, AR 1) BEN S SER P

r B R N A I B R 0 M L S B i Ne
-r - « rdoC £ ay Yot iy L — - "
q - vt - by g o w ot mw, :w ,D N ”:,“: o ﬂ.ﬂ sk 0 N 0y
TR . k - B R A VT M A RUI o
, : A
- ﬂw i [ S [ v r
s .~‘ s .1 Z _m O .9H X .?ﬂ: b
LR - oy iy = ¥ H i .
! V4 o .0 A RSN U S I S L T B A
;axd:_ WZI.IT:ZZZ,E.DZ/@ _ _* _ :?% - .
7 ..vr . . [ .. e L | . KM
£ « 3 - .
S ! : :
. N _ . G e 2 d ; i
CE >- : oy Ve vy 't ]
: 4 DR ¢ S IR RO ~ O 1~ o o R~ Ny
AN & A T R [TATNS S S ¢ PSSR TYN N % ﬁv. ? 2
R N R N Tl o T 1 N IR A TN S LR TSt [ BN
! o UI0 <0 X o 'y W o~ e Uy Gy -y [ 3 i SENTEE S PN
L P T N NN oW d L <O ) _2 2 MY L () “y 2 -
| ! - ”
Smtae pnm ; R i . Diondn s g ;
i [ ]

T e




#



4 [ T T S B SO TR TR S ) Y _
‘ ;la,,ml.a,:?SBS
: 0 = Q€ oy w0y oy
: o 0 a.w‘ M, u) Lol oy
T ey \ o~ N )
! - O ol = -8 & ~ % ol

; Fan i ol - - O
. :
(R tiiafalan ] I
. '
' —
o
e ws marmrm s e e [ s s ema e oo —— L

! R eI USRS P U v an o -
“ [ mb Vo + P | [ s
o L AR -
_ pREYme e aan
i . LA {* - ¢ -4
. ! Y a .MJ Duv Q- QJ/ ﬁ.- 9. .mD o - -
; — © Q) O e
. XS IR L
. i < 7v ot .
!
3 _ i »..l_ i [
‘4?%_.;.. O R T N _
. ' A O ) O gy ] ’ 1 5 Q . o
o N R N T SR VI e @ ..wm..mw% w%_s fD9 T
: L0 o .,..v:cw R N L O o i WU LI 3 s SRR L 2 B S A S sl VI @
T o el e Tl T e T T T T G e ey el T e T
_ T S U K SRR O IS Rt . R = : :
N S N . ; el R R BEEE DS EEE R . . :
i i e asan . e me Brom mameeme, :riimices s o : L . N
: S et T T R ) S T S A D PSS S C~ M, 5, o g7 o
x RSO V B T ol 1) B SO o M2 ,_.ﬂ. 1 @ N & b ® ..u
: I i I W AR - I A I S0 e M B B A Vs g -
. : R P - S SRS U\ (P S 73 BN STIN Qs S ST BTYR PAE L S oY ST Y Y -
[ RS A . PR LSS S = .
' :
i
.O .w [y \ [y v [¥ . 1 .
_ , QO 7 O O O = ol
Pl L TR CEE S T :w.w ~ »«w me /«40, )} -
. ) nl..lh Q- ek O -
' R A R St S SR SO B B HY S o)
. IS I .R« (33 3% SN  SEPEE VI S B ...x = O ol
9 LSRN A TTE NS s S T LT T V2 SCS P T T R g s - | .

. ity

1

: . | : ST, 3 S O — gy 2) b1 9
Y AR S UL R AL R SR I DRSNS 1
P 1 s ’ :

L . B

1Y
Vi

A
" F-E‘:,M‘

£

' - ' v! !
t: o v ; :
3
. N bl . y ! '
- : ’ (- UUE -
' T [OSRPP ) sral B0 e H ‘. . L
: ; i 2
. ' ! )
1 " §
'
' . Wi e e lesi s amae ol - .- - |
. ‘
. -




w



(page“2— eXamp1e 2)

ormE LY

ToTAL

LECHTiION

™
s

iNTEe, 4 %

- 1 -
1

e . e ———

e et mem e

- N ..
T
1
e J—

i ' \- '

OGN N
Wy -

[ T e N LR L . N A ¥

t 1

o e

3

oy -0

[ 2

g

€

223385~







