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-The purpose of this note is to clarify some financial aspects of contract 
managment and thus help to improve understanding between contract 
staff and financia-l ~taff. 

The note covers contrcJct budgeting, cash flow forecasting and the use 
of company funds. Each aspect is discussed briefly. fuller treatment 
will be found in financial text. books. 

II. THE MEANING OF 'TlNANCE" 

Ill. 

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

Financial control aims to ensure, firstly , that adequate supplies of ca!:.h 
will be available· at all times so that the company will remain solvent 

1 

and, secondly, that financial resources are used economically and in 
the most profitable way. -

The key to this lies in knowing: 

1. the time lag between earning an entitlement to be paid 
for work done, and actually receiving the money due, and 

2. the time lag between being commit~cd to ·make a payment 
and actually paying. 

Financial control is achieved with the aid of budgets and cash flow fore- · 
casts, and since in contracting a large pmt of a compan,-'s expenditure 
and virtually all its income pusses through its contracts, control at contract 
level is very important. 

. . 
I3UDGCTING FROM THC PROJECT PIJ\N 

A Oudget is a conversion of the project pl,,n into money. If the size of• 
the ,project Justifies it, a budget rnoy be pre~\Hed"ul the tender stage and 
later modified to suit changes as they occur .'.lt uwurd und durjng execution, 
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Only planned expenditure co1 ,1:11itmonts .111d Income entitlements i.He 
shown, period by period, in the budget, and not cash payments or receipts. 

A. . COMMITMENTS AND ENTITLEMENTS 

The work planned to be done in each period calls for resources 
of labour, staff, subcontractors, materials, plant and equipment 
to be available at specified times. These lead, in turn, to a 
commitment to pay for them, the amount and timing of the commitment 
depending _Qn the .conditions of employment or purchase. Commitment 
nf t f:> n c-ninr:- irles with arrival on site but under certain conditions 
may be some other date, such as thut of placing the order. 

Similarly, work that is planned to be completed each period, 
materials on site or goO<:is in manufacturers' sto(eS, give rise to 
entitlements to receive payment under the terms of the contract. 

Appendix I shows part of a typical project budget. 

8 . 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 difference between 
entitlement and commitment, c.:in be forecast period by period. 
This net income is the "contribution", which the project is expected 
to make towards cent ral expenditure and profit and is a measure 
of project profitability. 

C. CHANGES AND VARIATIONS 

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

It Is important the ref ore to structure budgets so that selective 
modlflcation can be readily made. This should be done, for 
cx,,mple, by separating items of expenditure (or income) according 
to the pattern they follow, such as: 

- "once only" Items 
- timc-relutcd Items 
- quantily-rel.:itcd items 

(eg. setting up site offices) 
(eg. site supervision) 
(eg. materi.:ils) 
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To .-,sslst In cash flow forcc,1stlng, ns described l,1ter, It is ulso 
helpful lo keep scp,1r,1lc such Hems ,l!l l,1bour or m,1tcrJ11ls where. 
the time lag between commitment and payment differs. 

The easier the process of up::iating and altering budgets, the more 
likely they are to be kept up-to-date. 

D. 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-dute budgets the overall financial 
position of the business is foreseeable and can be monitored and 
managed. At the same time the performance of each project and 
department ~an 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 1s 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 ls one to two weeks on labour, up to a 
month on salaries nnd 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 going out period by period. 

Similarly, it is possible to forecast the cash Income which should 
be received in each period. In euch cuse the effects of spcciu l 
advances, discounts or retentions must be allowed for. 

A forecast o! cash flow is thus the result of tabulating the answers 
to two questions, applied to each trpe of expenditure or income, 
namely: 

"When will c.1sh flow out?" 
and "When will c-~sh flow In?" 
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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. 

2. It enables project and company management to foresee the 
effect_on the cash position of changes during the execution 
of the. contract, thus lPe1ding to better direct control on the 
contract and better company cash management. 

3 . It is a means of building experience of cash flow patterns 
for future use in pre-tender estimating. 

FINANCE EMPLOYED ON A PROTECT 

The amount of finance "tied-up" in a project will vary f_rom period to 
period. 

At any point in time, a contractor is interested 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 is known as the "net 
financial lock-up". This is indicated in Appendix II by the 
vertical line SC. · 

2. The "Gross" Financial Lock-uo 

At any such point, there may be commitments to pay for 
materials, labour and services which have not yet figured 
in the cash outflow. 

These constitute additional finance provided by suppliers and 
other creditors which, together with the contractor's own 
finance make up the "gross financial lock-up". 

This is indicated in Appendix II by the vertical line AC. 
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The steps in calculating net financial lock-up at any time are as follows: 

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

2. Deduct the total cash received to date. This gives the gross 
financial lock-up. 

3. Deduct the total amount due but unpaid to employees, outside 
suppliers and subcontractors. This gives the net amount of the 
contractor's own finance tied up in the project. 

THE ROLE or PROTECT STAFF 

Project and contract staff have an important role in the overall management 
of the company's financial resources: 

Improving the use of fina nee 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 it. Two key tasks in project management are maximisi 
contribution and minimising the net finance tied 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 ways of reducing the net finance tied up in a project are 
given in Appendix III. 

2. The Need for Teamwork 

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

Normally, the financial calculations and procedures are the 
responsibility of the accountants but the decisions which 
affrct the flow of cash and the use of funds are made by 
technical, commercial and operating staff. It ls essentiul 
that both sides work together on problems, each learning und 
understanding the others' objectives and needs. 
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tXAMPLES FROM A PPorr:cr BUDGET . 
Totals 1977 

Items £000 ·-
Aug Sept Oct Nov 

' 
Code Number of weeks in period 104 4 4 5 4 

EXPENDITURE 

A . 12 Erect site offices 
Labour --· 20 10 10 
Materials-=-- 25 12 10 3 
Plant 5 3. 2 

A.18 Site P.Stablishment 
Engineering and Supervisory staff - 85 2 3 4 4 
Adm in s ta If · 70 2 2 3 3 
General labour 45 1 1 1 1 
Heating and lighting 8 - - 1 - . 
Office e x penses 25 10 1 1 1 

S . 5 Construc t Tank 8 
Formwork. materials ·- 30 - - 15 3 -
La oour 105 - 10 12 
Ready mixed concrete 85 - - 10 15 .. 
Reinforcement 

. 25 - - 10 15 -
Plant hire : .· 12 - 2 2 2 . . -Steelwork subcontractor ' 80 - - - 40 
Painting subcontra.ctor 7 - - - -

1....-"V"-- ~L... - - - - --- -
I/V'\/"V ~ fv-'V\r ~ ~ 

Total Committed Expenditure £ 194 0 45 83 158 232 

INCOME 
' 

Preliminaries 
Clear and set up site 80 20 30 30 -
Offices for Resident Engineer 30 5 25 - -
Recurring items 275 12 12 - -

Tank B 

Foundations and walls 300 - 15 35 40 
Steelwork 100 - - - 50 
Painting 1 0 - - - -

Retentions - deductions (218) (4) (7) (15) (21) 

- repayments 218 - - - -
· ...... - -- ~ -'-'- ,.... - ·---"" 

I/'-"''-·' t"V"'-"-
,_ -

- .. --."' .... 
Total Income t ntillement £ 2183 ·33 60 140 200 

. 
•. ( • • 1 \ " ... 
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CHART SHOWING PE!'HOD BY rrnroo THE EXP[NDffURr. AND INCOME 

BUDGETS, CASH fLOW J\ND FINANCE TIED UP ON A CONTRi\CT 

AC - Gross finance tied up , 
AB - finance provided by outside suppliers and subcontractors 
BC - Net (own) flnance tied up 

- - - - _/: -1~ ~ I 

r --,--
Expenditure Commitment I • °"1 ntribut Ion 

...- - - +-~- -- . I i I __ ___j -

1 

I I . 

Cash Paid Out 

. I 
I 

I 
I 

I 
I 

Income Ent111t lement 

I 
I 

/ 

>/\_ i 
/ " I · / Cash Recelvetr 

/ I 

,,,,,, I 
I 
I 

1 
• Contract Period 

I 

I Re tent ion 
Period 

TIME 

I 

:rot 
I 

Contract 
Price 

!Contract 
Cost 

~,~e:~ M .,_, --.J 

'Z 
0 . 
$:;! . 

·c=:,,,-------------------------------------------------------------------11!'11~11!!1"--~ 
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On the Income side 

1. Securing advance payments from-customer. 
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2. Shortening intervals between interim payments for work done. 

3. Optimising project durntion in relation to fin.ince employed. 

4. Loading more contribution on work to be done e~rly in the contract. 

5. Completing work items quickly so as to qualify for payment. 

6. Measuring the work fully up to regular payment dates. 

7. Prompt invoicing of valuations for payment. 

8. Prompt invoicing of retention releases. 

9. Expediting agreement on claims. · 

10. Collecting· promptly all amounts outstanding from customers. 

On the Exoenditure side 

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

2. Not calling forward materials, etc, too early. 

3. Disposing promptly of surplus plant and materials. 

4. . Using subcontractors and hired plant. 

5. Holding retentions on subcontractors. 

. ' 
I 

•• A .. _,::::us 

[ 

[ 

l 
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CONTRACT CASH fLOW 

I. INTRODUCTION 

II. 

When a contract is making the expected contribution to company overheads 
. and profit it can still be costing more than necessary. Avoidable costs 
· might be incurred on the work done, or in financing the contract. The 
latter can arise when tho time lag in receiving entitlements from the 
client is greater. than was planned. 

When the expected contribution ·is not made the cash position will be ev¢n 
worse. 

' The exercise is designed to provide practice in calculating the planned 
and actual cash flow for a given programme of wo.rk. Even more important 
is the ·evaluation of the effects of departures from programme on _ the 
cash flow, and on· the cost of financing the contract. 

RELEVANT FACTS 

A. BUDGETED INCOMC AND EXPENDITURE 

. . 

The following table is derived from the planned programme of work. 
The values in the table are £000. Income represents the contractor's 
entitlement to receive money - at some tuture time - from the client. 
Expenditure represents commitments by the contractor to make 
payments at some future time. 

The mat~rials values have been adjusted to match the planned 
delivery pattern and assume cash discounts· are taken. 

1- M.onth ~ 

Gross certifica 

Expenditure: . 

te income 

Labour payme 
· Materials - n 

Plant charges 
Nominated su 
Own subcontr 
Sae overhead 

nts 
et , . 

- own 
bcontractors 
actors 
s 

l 2 

10 50 
. 

3 12· 
5 30 
l 4 

- 2 
- 1 
l 2 

3 4 5 6 

55 so 55 48 

8 10 10 15 
22 15 10 8 

6 10 12 14 
2 7 10 5 
8 2 6 -
2 2 2 2 

(D Thcsa notes are copyright. No part of them may be reproduced in any fnrm 
without pormission in writing from Urwick Orr & Partners Limitod. 19 7 8 

RHH/pak/B 
, 
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B TERMS AND CONDITIONS FOR PAYMENTS AND m::CEIPTS 

l. 

2. 

3. 

4. 

,5. 

7. 

8. 

Cortificntion of work IJudyctcd !or month I must l;c oyrced 
in the first week of month 2 to ensure that payment is 
recci ved in month 3. 

Retentions at this stage are !OX. of valuution and 10% on 
own subcontr.:ictors, but not on nominnted subcontractors. 

Labour is p.iid weekly. 

Materials are normally delivered half in month of use and ha!f 
in previous month. Payment is normally mode by the end of the 
month following delivery to obtain 2½% cash discount: section 
A includes these assumptions: 

Plant charges are deemed to be paid monthly to the plant 
department. Dcprecia tion accounts for half the charges, but 
this is adjusted in the plant deportment cash forecast!.. 

Nominated subcontractors have to be puid within u few days 
of receiving payment" for the client: it is ussumed that they 
always do wh.:it ls required of them. 

Own subcontri"lctors arc long suffering and are normo lly paid 
nino weeks after tho end of the month concerned. 

Site overheads are mainly salaries and indirect wages paid 
during the month concerned. l11e remaining items may be 
regarded as p.:iid likewise, being mainly prepayments or 
cash purchases with very little on cre.dit. 

C ACTVAL fROGIU:ss AND OTHER FACTORS AFI'ECTING PAYMENT - . 
Month 1 

Month 2 

Month 3 

, 
. } 

Progress equals the plan. But the Q.S. fails to get 
the valuation certified in time for puyment in month 3. 
Poor chap had two final accounts to complete. 

Valuation cannot be strcJched beyond £47,000, but 
claims for an extra £5,000 are being prepared and 
ultimately are likely to be accepted. 

Due to bad soil conditions and unfavourable weather -
for neither of which can any claim succeed - progress 
is only 60% of thal planned. Commitments remain as 
foreca::;t h~couse no c.ction wcs t:.1J.:cn to defar :::atcriul 
deli verics. 

, 
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Month S 

Month 6 

YOUR WORK 
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[1y this slc'.l<JC 111c.H1ey ls s11ort anc.1 curly pc:iyments t0 

materic:il suppliers ure not made, consequently the 2~ o/., 
cash discount is Jost on the matcrinJ invoices origino lly 
planned lo lJe paid at the end of month 4 and onwards. 

The heavy use of own subcontractors, plus an 
a dditlona 1 £2, 000 on own labour, c11a blcs a va Juution 
of £60, 00 to be certified. But the subcontractors 
have tax arrears and insist on being pc:iid in month 5 

for work done in months 3 and 4 - and likewise in 
month 6 for work in month 5, aud so on. 

labour and materials used are each £2,000 in excess 
of budget. Due to favourable weather and revision 
of the incentive scheme, the certificate is submitted 
for £58,000. However, the client's representative 
queries the qunJity of some work included therein at 
£12,000, payment of which is witheld. 

You are.' required to calculate and record: 

1. the ca sh outflow c:i nd ca sh inflow, month L>y month - planned 
and actual, 

2. the net ca sh flow month by month, and also cumulu ti vely -
plannod and acluc:il, 

3. the interest payable month by month, and in total for the six 
months - planned and actual - 12% a ycur ll % per month). 

· Ignore the Urning of cash movements beyond the six months. A suitable form 
is available as Purt 2 of this caso study. 

! 

The columns headed 'plan' or 'P' should all be filled in before calculating 
and inserting 'actual' or 'A' figures. Work to one decimal place except 
for interest charges, where two decimal places should be used. 

[ 

l 

, ' 




