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Improve Project-Level Cash Flow with
Training & Education

For those who have occupied the seat of CFO, controller, or
accountant, knowing the importance of cash flow is elemen-
tary. But, does that same level of financial aptitude flow
throughout your organization?

Many companies struggle with creating a culture that
stresses the importance of cash. The processes and metrics
that drive accountability to those responsible for its timely
collection are rarely in place. With the growth potential
coming out of the recent economic downturn, cash is more
important than ever. The risks associated with growth are
real, and your current cash position is a direct indicator of
how rapidly growth can occur. How can your company effec-
tively mitigate the risks of growth?

This article will review the basics of cash flow and ratios, as
well as the tools and techniques used to ensure proper cash
flow at the project level.

Cash Flow Basics
In simple terms, cash flow equals cash receipt minus cash
payments over a given period of time.

Cash flow problems do not simply appear without warning,
so regularly review the following baseline items:

e Working capital should be in the range of 7-12%
of revenue

e Current ratio at 1.5 x or greater

e QQuick ratio at 1 x or greater

e Overbilling at net 10%

e Projects cash positive at 25%

e Debt to equity 2.5 X or less

Despite the importance of a company’s cash position, few
take the time to produce a statement of cash flow each time
that the balance sheet and income statement are produced.
Fewer still produce cash flow projections based on their WIP

reports. Both of these should be produced and reviewed
regularly as key performance indicators (KPIs).
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While monitoring cash flow at the corporate level is certainly
a critical tool, a more proactive approach to managing cash
can be found at the project level. In order to accomplish this,
financial training must be provided to the employees who
can effect the greatest change — your project team. When
examining the types of fiscal responsibility that are bestowed
onto your PMs, you must also examine the tools that they
have been provided to most effectively do their job.

Schedule of Values

Do your PMs understand the impact that the schedule of
values has on their project cash flow and the cash flow of
the organization (whether negatively or positively)? In many
companies, little attention is paid to the schedule of values
that is generated by the PM, which creates an enormous
missed opportunity.

To ensure that the ability to be cash positive earlier in the
project exists, financially savvy companies should require the
use of a standardized process (including an executive review).
As with any process, it is critical that the PMs understand the
big picture and their role in it. It is typically their responsibility
to obtain approval of the schedule, so the road map must be
clearly set. The motivation should not be for them to throw it
together and get it off their desk quickly, but rather to define
a revenue recognition strategy that ensures a good cash posi-
tion for their projects.

Billing

Billing strategies can often be a challenge for many contrac-
tors. To ensure that billing occurs timely and accurately,
define your billings process as follows:

e Review the existing costs for labor, material, and
direct job items.

o [dentify additional costs to be incurred prior to
month’s end.

e Evaluate the percent complete of the billing item.

e Mark up each corresponding billing item with a pre-
defined minimum percent (usually around 20%).



accounting & REPORTING

e Verify that the total billing amount meets or exceeds the
following equation:

(percent complete x contract amount) + 20% of cost

e Meet with the client to ensure that he or she understands
and agrees with the billing and amount. This prevents a
tremendous amount of rework and confusion when bill-
ings are rejected and must be recalculated.

e Ensure that all required documentation has been submit-
ted as required by the contract.

Collections

Collecting the billings is often perceived by PMs as the
responsibility of the accounting staff. However, best in class
contractors understand that PMs are critical to the collec-
tions process and should have a clearly defined role in the
collections strategy.

In the past year, how many of your company’s billings were
rejected? Of those rejected, do you know the reason? Many
times, the reason is simple and often caused by something
that was overlooked. A defined process would ensure that
items such as lien releases, preapproval of billing amounts,
required documentation, closeout documentation, and time-
ly submissions are routine. Each billing rejection adds an
additional cycle in between the time billing is submitted until
it is collected.

There is often a culture clash

let’s explore how the cash position is impacted by 30-, 60-,
and 90-day payment terms.

In this 30-day term example below, you can clearly see the
billing amounts in the top section, receipts and disburse-
ments in the center sections, and the cash flow analysis in
the lower section. Even with fairly aggressive billing in the
second and third months, this project does not become cash
positive until month seven — one month after work on the
project has been completed. This is only the case if your
project’s days sales outstanding (DSO) are 30 or less, which
is tremendously rare in today’s financial climate. It’s also
worth noting the maximum out of pocket amount of $82,845
in the fourth month of the project. Remember, this project’s

Job Budget and Cash Flow Analysis

Direct cost:
Labor $205,029
Material 187,085
Equipment 98,100
Subcontracts 73,600
Other direct costs 37,210
Total direct costs $601,024
Indirect and SG&A (15%) 90,154
Break even 691,178
Operating income at 10% 76,798
Total price 767,976

Retainage = 10%, Alternative investment return = 12%

between accounting and operations

Budget and Cash Flow Alternatives

30-Day Terms

when it comes to collections pro- Month1 Month2 Month3 Month4 Month5 Month6 Month7 Month8 Month9  Total
cesses. However, if the work steps Billings:
are defined and assigned to the Gross Billings $23039 | $115197 | $191,994 | $230393 | $115197 |  $92,157 $767,976
appropriate person, the potentially Retainage Held 2304) | _ (11,5200 | _ (19,199) | _ (23039 | _ (11,520) (9.216) (76,798)
adversarial relationship tends to dis- Fetanage iled S S
. . . . . Net Billing $20735 | $103677 | $172795 | $207353 | $103677 | $159,739 $767,976

sipate, leaving timelier collections
and better cash position. Receipts:

30-Day Terms ‘ ‘ $20735 ‘ $103,677 ‘ $172,795 ‘ $207,353 ‘ $103,677 ‘ $159,739 ‘ ‘ $767,976
Sample Cash Flow Analysis
& Alfernaﬁves Disbursements:

Labor (0) $6152 | $30,755 |  $51256 | 61,509 |  $30755 |  $24,603 $205,029
In order to add some context behind Material (30) 5613 28,063 46,771 56,126 28,063 22,450 187,085
the need for proper collection prac- Equipment (30) 2,943 14,715 24,525 29430 14715 1,772 98,100
tices, let’s explore a sample project Subcontracts (30) 2,208 11,040 18400 | 22,080 11,040 8832 73,600
budget with all of its direct job costs, Other (30) 1,116 5582 9,303 11,163 5,582 4,465 37,210
indirect and SG&A costs, and oper- Indirect & SG&A (0) 15,026 15,026 15,026 15,026 15,026 15,026 - 90,154
ating income. Total $21177 $57,660 | $125681 | $175534 | $164,579 $99,028 $47,519 $691,178
It is important to note that there 30-Day Terms Cash Flow:
is a 10% retainage requirement on Net $21,177) | $(36925) | $(22004) | $(2739) | $42.775 $4649 | $112220 $76,798
this project. Using this example, Cumulative $(21177) | $(58,102) | $(80,106) | $(82845) | $(40,071) | $(35422) |  $76,798
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Budget and Cash Flow Alternatives

60-Day Terms

Month1 Month2 Month3 Month4 Month5 Month6 Month7 Month8 Month9  Total
Billings:
Gross Billings $23,039 | $115197 | $191,994 | $230,393 | $115197 $92,157 $767,976
Retainage Held (2,304) (11,520) (19,199) (23,039) (11,520) (9,216) (76,798)
Retainage Billed 76,798 76,798
Net Billing $20,735 | $103,677 | $172,795 | $207,353 | $103677 | $159,739 $767,976
Receipts:
60-Day Terms ‘ ‘ ‘ $20,735 ‘ $103,677 ‘ $172,795 ‘ $207,353 ‘ $103,677 ‘ $159,739 ‘ ‘ $767,976
Disbursements:
Labor (0) $6,152 $30,755 $51,256 $61,509 $30,755 $24,603 $205,029
Material (30) 5613 28,063 46,771 56,126 28,063 22,450 187,085
Equipment (30) 2,943 14,715 24,525 29,430 14,715 1,772 98,100
Subcontracts (30) 2,208 11,040 18,400 22,080 11,040 8,832 73,600
Other (30) 1116 5,582 9,303 11,163 5,582 4,465 37,210
Indirect & SG&A (0) 15,026 15,026 15,026 15,026 15,026 15,026 - 90,154
Total $21,177 $57,660 | $125681 | $175534 | $164,579 $99,028 $47,519 $691,178
60-Day Terms Cash Flow:
Net $(1,177) | $(57,660) | $(104,946) | $(71,857) $8216 | $108,325 $56,158 |  $159,739 $76,798
Cumulative $(1,177) | $(78837) | $(183,783) | $(255,640) | $(247,424) | $(139,099) | $(82,941) $76,798
Budget and Cash Flow Alternatives
90-Day Terms
Month1 Month2 Month3 Month4 Month5 Month6 Month7 Month8 Month9 Total
Billings:
Gross Billings $23,039 | $115197 | $191,994 | $230,393 | $115197 $92,157 $767,976
Retainage Held (2,304) (11,520 (19,199) (23,039) (11,520 (9,216) (76,798)
Retainage Billed 76,798 76,798
Net Billing $20,735 | $103,677 | $172,795 | $207,353 | $103677 | $159,739 $767,976
Receipts:
90-Day Terms ‘ ‘ ‘ $20,735 ‘ $103,677 ‘ $172,795 ‘ $207,353 ‘ $103,677 ‘ $159,739 ‘ $767,976
Disbursements:
Labor (0) $6,152 $30,755 $51,256 $61,509 $30,755 $24,603 $205,029
Material (30) 5613 28,063 46,771 56,126 28,063 22,450 187,085
Equipment (30) 2,943 14,715 24,525 29,430 14,715 1,772 98,100
Subcontracts (30) 2,208 11,040 18,400 22,080 11,040 8,832 73,600
Other (30) 1116 5,582 9,303 11,163 5,582 4,465 37,210
Indirect & SG&A (0) 15,026 15,026 15,026 15,026 15,026 15,026 - 90,154
Total $21,177 $57,660 | $125681 | $175534 | $164,579 $99,028 $47,519 $691,178
90-Day Terms Cash Flow:
Net $(21,177) | $(57,660) | $(125681) | $(154799) | $(60,901) $73767 | $159,834 | $103,677 | $159,739 $76,798
Cumulative $(1,177) | $(78837) | $(204519) | $(359,317) | $(420219) | $(346,452) | $(186,618) | $(82,941) $76,798
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total revenue is only $767,976 with
operating income of $76,798.

Let’s look at this project with the
same billing amounts and disburse-
ments, but with a 60-day payment
term (which is much closer to real-
ity for many contractors).

It should raise some significant alarm
that the project does not become
cash positive until two months after
the work is completed. The maxi-
mum out of pocket expense is now
$255,640 (i.e., you need to have
this available in order to finance the
project). Remember, the total rev-
enue of the project is only $767,976
with operating income at $76,798.

Finally, let’s run this same scenario
with a 90-day payment term. Ninety-
day terms are a reality for many
contractors. In this scenario, the
project does not become cash posi-
tive until three months after comple-
tion of the work. And, the maximum
out of pocket to finance this project
is $420,219 - almost 55% of the
total contract amount and five times
the amount of the project’s operat-
ing income. Unfortunately, a DSO
of 75-80 days is not uncommon for
many companies, yet it has a tremen-
dous impact on the cash flow within
the organization.

While all of this information is trou-
bling, there is one additional con-
sideration: What does this cost your
company? If we assume a weighted
average cost of capital of 12% due to
the higher than average risk associ-
ated with construction, we can place
some values on these scenarios.
Looking at the 30-, 60-, and 90-day
payment terms, the costs associated
with performing these projects can
be shown at the top of the next page.
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Alternative Costs to Finance at
12% Annual Interest

Month2 Month3 Month4 Month5 Monthé Month7

Cost to Finance on 30-Day Terms
Monthly cost of money $(212) $(581) $(801) $(828) $(401) $(354)

Cumulative cost of money $(212) $(793) $(1,594) $(2,422) $(2,823)

Month 8

$(3,177)

Another common area that requires more
financial aptitude and training for the project
team is the timing of lien rights in order to
prevent the loss of rights by late filing.

Month 9

Another effective process is to charge the

Cost to Finance on 60-Day Terms

PMs interest on projects with a negative cash
o position. Allow projects with positive cash

Monthly cost of money $(212) $(788) $(1,838) $(2,556) $(2,474) $(1,391)

Cumulative cost of money $212) | 51,0000 | $2838) | $(5394) | $(7,869) |  $(9260) | $(10,089) position to collect interest. The DSO for each
PM can also be used as a performance met-

Costto Finance on 90-Day Terms ric, further solidifying the importance of col-

Monthly cost of money $(212) $(788) $(2,045) $(3,593) $(4,202) $(3,465) $(1,886) $(829) . . .

Cumulative cost of money $(212) $(1,000) $(3,045) $(6,638) $(10,841) $(14,305) $(16,171) | $(17,001) lectmg m a tmely manner. AS anyone WhO

Aged Receivables Report

Job Job Name Div Balance Current PC31-33

PM34-40 A/RRep41-55 DM/VP>56

has been in a claim or litigation can attest,
the percent recovery of past due receivables
decreases with time.

Retainage

The project with the 30-day terms costs a total of $3,177;
60-day terms cost $10,089; and 90-day terms cost $17,001.
Would the current market support these projected costs in
your bid? In most regions of the country, that answer would
be no. So, we must focus on those items that we do have
control over, such as the schedule of values, billing, and
collections.

Educate Your PMs

A strong collections strategy is the gateway to collecting
your cash more efficiently. Most companies publish an aging
report. But what do your PMs do with the aging report?

An internal escalation process guided by an aging report
can help define the roles of who handles the collection of an
account at what time during the aging process. This allows for
the proper level of authority to be addressing the issue at the
right time, thus driving a quicker turnaround on receivables.

An example of an aging report header is shown above. Notice
that there is a responsible party associated with the collec-
tion activity at each defined break point in the aging report.
In this example, at the 31-33 day mark, the project coordina-
tor is responsible for the account. From 34-40 days, the PM
should be calling and requesting the status of payment. From
41-55 days, the A/R representative takes over, and on the
56th day, the division manager or vice president takes over
collection activity.

While this report may look different in your company, having
defined roles and timing for escalation will aid tremendously
in the effort to collect your receivables.

Conclusion

Poor cash management practices will have a
direct impact on your company’s ability to grow during the
current upswing. It is well worth the effort to ensure that
the cash position is strong in order to drive down the cost of
doing business and allow for this welcomed growth to occur.
To accomplish this, financial training at all operational levels
will allow your employees to understand the big picture and
the important role that they play.

Structured processes around the schedule of values, bill-
ing practices, and collections protocols will allow for better
predictability in revenue recognition and the help produce
the ultimate goal of improved cash flow in your company. H
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