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INTRODUCTION

The purpose of this note s to clarily some financlal aspects of contract

managment and thus help to improve understanding between contract
staff and financial staff.

The note covers contract budgeting, cash [low l[orecasting and the use
of company funds. Each aspect is discussed briefly. Fuller treatment
will be found in [inancial text books. d X

THE MEANING OF "FINANCE"

Most businesses have to pay for the things they need for producing goods
or services before thelr customers pay them. The money needed Lo bridge
this gap is known as "finance".

Financial control aims to ensure, f{irstly, that adequate supplies of cash
will be available at all times so that the company will remain solvent
and, secondly, that financlal resources are used economically and in
the most profitable way. - ”

el el

The key to this lies in knowing:

L the time lag between earning an e¢ntitlement to be paid
for work done, and actually recciving the money due, and

2. the time lag between being commilied to make a payment
and actually paying.

Financlal control is achieved with the aid of budgets and cash [low [ore-
casts, and since in contracting a large part ol @ company's expenditure

and wvirtually all its Income passes through ils contracts, contrel at contract

level Is very important.

BUDGETING FROM THE PROIECT PLAN

A Budget Is a conversion of the project plan into money. If the size of ;
the project Justifies It, a budget may be prepared‘al the tender stage and

latér modilied to suit changes as they occur at award and during execution.
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Only planned expenditure cornnitmants and income entitlements are
shown, perlod by perlod, in the budget, and not ca sh payments or recelpts.

4. COMMITMENTS AND ENTITLEMENTS

The work planned to be done in each period calls for resources

of labour, stalf, subcontractors, materials, plant and equipment

to be available at specified times. These lead, Inturn, toa
commitment to pay for them, the amount and timing of the commitment
depending.on the conditions of employment or purchase. Commitment
often coincides with arrival on site but under certain conditions

may be some other date, such as that of placing the order.

Similarly, work that is planned to be completed each period,
materials on site or goods in manufacturers' stores, give rise to
entitlements to receive payment under the terms of the contract.

Appendix 1 shows part of a typical project budget.

B. CONTRIBUTION

An important purpose of the budget is to enable management to
foresee the commitments and entitlements which will arise if the
work goes according to plan.

As a result the net income, that is the dilference between
entitlement and commitment, can be forecast period by period,

This net income 1s the “contribution®, which the project is expected
to make towards central expenditure and prolit and is 8 measure

of project profitability .

C. CHANGES AND VARIATIONS

Budgets should help management to see the financial effects of i
change and give an up-to-date picture of the final outcome of the
project. This is particularly necessary in censtruction, where
changes in timing, method, quantity or price are the rule rather
than the exception.

It Is important therefore to structure budgels so that selective
modification can be readlly made. Thlis should be done, for
example, by separating items of expenditure (or Income) according
te the pattern they follow, such as:

- "once only™ ftems (eg. setting up site offices)

- Lime-related items (eg. slte gupervision)
- quantily-related items (eg. materials)

et " Y — '__“__',J
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To assist In cash flow [orecasting, as described later, It 15 also
helplul to keep separate such llems as labour or materlals where
the time lag between commitment and payment differs.

The easier the process of updating and altering budgets, the more
Iikely they are to be kept up-to-date.

CONTROL

The accuracy and sufficiency of budgets should be the responsibility
of the line managers carrying out the work and should therefore be
prepared so as to correspond with areas of management responsibility
and authority. They thus become a basis for holding managers to

account.

When a company has up-to-date budgets the overall financial
position of the business Is {oreseeable and can be monitored and
managed. At the same time the performance of each project and
department can be measured separately against its own budget.

FORECASTING CASH FLOW

A Cash Flow Forecast is an estimate of cash payments and receipts flowing
out of and into the project. It is derived directly from the project budget.

A.

TIMING OF PAYMENTS AND RECEIPTS

The time lag between a commitment to spend and the actual
payment will vary according to the nature of the expense, For
example, the time lag is one to two weeks on labour, upto a
month on salaries and six weeks or more on materials.

To forecast the time when money is expected to flow out as
cash payments, each type of expenditure must be considered
separately. Calculating and totalling these amounts shows the
cash golng out period by period,

Similarly, it is possible to forecast the cash Income which should
be received in each period, [n each case the eflccts of speclal
advances, discounts or retentions must be allowed for.

A forecast of cash flow is thus the result of tabulating the answers
to two questions, applied to each type of expenditure or Income,
namely:

"When will cash flow out? ™
and “When will cash flow In?"
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B. USEsS O CASH FLOW FORECASTS
The main uses of a contract cash flow forecast are as {follows:

1. At the pre-tender stage It enables management to estimate
the finance required and decide whether this is acceptable. I

2. It enables project and company management to foresee the
effect on the cash position of changes during the execution I

of the contract, thus leading to better direct control on the
contract and better company cash management,

3 It is @ means of bullding experience of cash flow patterns
for future use in pre~tender estimating.

V. FINANCE EMPLOYED ON A PROTECT

The amount of finance "tied-up” in @ project will vary {from period to
period. I

At any point in time, a contractor {s {nterested In two separate amounts:

1. The "Net" Financial Lock-up

The difference between the total cash inflow and outflow up
to any point in the contract represents the amount of the
contractor's own finance tied up and ls known as the "net
financial lock-up". This Is indicated in Appendix II by the
vertical line EC, :

2 e “"Gross" Financi ock-up
At any such point, there may be commitments to pay for
materials, labour and services which have not yet figured
in the cash outllow.
These constitute additional finance provided by suppliers and
other creditors which, together with the contractor's own

flnance make up the "gross financial lock-up".

This Is indicated in Appendix Il by the vertical line AC,




VI.

The steps In calculating net financial lock=-up at any time are as follows:

1,

THE ROLE OF PROTECT STATF

Calculate the total cost of all labour, materlals, plant and
services chargeable to the project to date.

Deduct the total cash received to date, This gives the gross
financlal lock-up.

Deduct the total amount due but unpald to employees, outslide
suppllers and subcontractors. This gives the nat amount of the

contractor's own finance tied up in the project.

Project and contract staff have an Important role In the overall management
of the company's [inanclal resources;

1,

Improving the use of finance on the project

The profitability of a project, just as of a company, depends
on the relationship between profit and the finance used in
producing 1t., Two key tasks in project management are maximisirp
contribution and minimising the net finance tled up and, apart
from any direct saving in interest charges, there may be as
much scope for improving profitability by using less finance as
by increasing the contribution.

Some waye of reducing the net finance tled up in & project are
given in Appendix III.

The Need [or Teamwork

Iinanclal control must be flexible and not rigid, so that when
individual managers see opportunities or threats, the financial
implications and their possible eflect on other company activities
can be quickly assessed.

Normally, the [inancial calculations and procedures are the
reaponsibility of the accountants but the declsions which
affrct the flow of cash and the use of funds are made by
technical, commerclal and operating stafl, It is essentlal
that both sides work together on problems, each learning and
understanding the others' objectives and needs.
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LXAMPLES FROM A PROJLCT BUDGET
- Totals 1977
ms
£000 Aug |Sept |Oct | Nov
Code Number of weeks In period 104 4 4 5 4
EXPENDITURE
A.l12 Erect site offices
labour 20 10 10
Materials =~ 25 12 10 3
Flant o 3 2
A.lB Site establishment
Engineering and Supervisory staff _ 8S 2 3 4 4
Admin stalf - 70 2 2 3 -
General labour 45 | 1 1 1
Heating and lighting 8 - - 1 -,
Office expenses 25 10 1 1 1
5D Construct Tank E
Formwork materials 30 - - 18 3
labour 1Us - 10 12
Ready mixed concrete = BS - - 10 15
Reinforcement o 25 = 10 15 -
Flant hire -3 12 - 2 2 2
Steelwork subcontractor E0 - - - 40
Fainting subcontractor 7 - - - -
B R B T B | B I T W
P eVt s T Wy W Vel --'Wf\/‘\r'\]
Tota]l Committed Expendlture £(1840 45 83 |15B (232
INCOME
Preliminarles
Clear and set up site 80 20 30 30 -
Offlces [or Resident Engineer . 30 S 25 - -
Recurring items 275 12 12 - -
Tank B
Foundations and walls 300 - 15 35 40
Steelwork 100 - - - 50
Painting 10 - - - -
Retentions - deductions (218) [(4) |(7) [(5) [(21)
- repayments 218 - - - -
AT VN L T g S LN B TN g
e e o Wi ¥ M S W N L b ¥y b W SN
Total Incoine Entitlement £]12183 33 60 |140 |200
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CHART SHOWING PERIOD BY PERIOD THE EXPENDITURE AND INCOME
BUDGETS, CASH TLOW AND FINANCE TIED UP ON A CONTRACT

AC - Gross finance tied up
AB - Flnance provided by outside suppllers and subcontractors
BC - Net (own) [Inance tled up

| |
1 -
Per ey =
' tributio
Expenditure Commitment | G‘lun i
ALY, -3 l
—1- i et = it [
Cash Pald Out A7 '
yr ol l
/ '. : Contract
/! 1 ' Price
/ : '
} "
[ ‘Tot.
Income Ent:itlement 'Eﬂ:r:tlract
I Cost
: :
Cash Receivel:l \
' I
- l i
\ L ]
| E *
i
Contract Perlod __i__ Retentlon -i "?3 E % =
Perlod tz" =1l
TIME 5
=

188
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SOME WAYS OF REDUCING FINANCE TIED UP IN A PROJECT

On the Income side

b

O W M ~ th ot B W R e

Securing advance payments from customer.

Shortening intervals between interim payments for work done.
Optimising project duration in relation to filnance employed.
Loading moré contribution on work to be done early In the contract.
Completing work Items quickly so as to qualify {or payment.
Measuring the work fully up to regular payment dates.

Frompt Involeing of valuations for payment,

Prompt invoicing of retention releases.

Expediting agreement on claims, -

Collecting promptly all amounts outstanding from customers.

On the Exvenditure side

1.

e B M

Negotiating longer credit terms with suppliers (but considering
possible loss of discounts),

Not calling forward materials, etc, too early.
Disposing promptly of surplus plant and materials.
Using subcontractors and hired plant. -

Holding retentions on subcontractors.
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ON A PROIECT AND ITS ETFTCCT ON FH(_:“-'TIT

s FDHEC.'".ST‘ FOSITION

This brief example of the cost of extra funds and its elfect on prolit
! is based on the following forecasts for a contract:

) ' 1. *“That the value of work will-generally be around"
£50,000 per month. =

23 That the gross [unds tled up will equal 2% months'

A work, i.e., 2} x £50,000 = £125,000, -

3. That subcontractors and suppliers will linance 50%
and hence the net amount tied up - representing the
main contractor's funds - will be 50% of £125,000,
namely £62,500.

I1. DEFARTURE FROM FORCCAST
Supposc, hnwever., that the project does not go accerding to plan, and
that either or both of the following situations arise: :

1. Gross [unds tied up represent three moaths' work,

- % or £150,000, and the contractor [inances 50%, as
belore.

2. Gross funds tied up are £125,000, 5;5 [orecast,
but the contractor has to linance 60% of Lthis,
narnely'E?E_l.ﬂDD_. The ellezcls are shown below;

Contractor's Funds Tied Ug

Forecast Actual Lyces)
£ £ £
1f gross tie-up is £150,000
the effect is 62,500 75,000 12,508
1l the contractor has to finance -
- 60% ol £125,000 the ellect is ... 062,500 75,000 12,50

Il both events happen the
clecliS wasanas g 62,500 ap, 000 47,50

-




IV

INFERENCES
1, In the first two situations tabulated abovr, the excess
funds tied up are €£12,500 in cacii case; but when both
occur together, the excess is £27,500 - nat £25,000.
This Is because the coniractor has to provide 9% of
£150,000, which is £27,500.
2. The cost of provlding the additional £27,500 at % p.a.
[or one meath |s €103, or £2,200 p.a,
3. The cost of £183 prr month is very small In relation
to monthly revenue - only 0.367%. Nevertheless,
it absorbs a signilicant part of the profit margin -
which Is lees than 42% before tax on at least half of
the work done by the construction Industry in the U.K,
CONCLiUSION

Edditional funds are rarcly easy to find and always cost money.

It is

therefore lmportant, when managing a contract or 8 company, to avoid
tving up more funds than are reasonably necessary, and to use those
evailable both economiczlly and intensivaly,
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