I M Risky Business

by Marla McIntyre

Many contrac-
“ tors rely on
surety underwriters
and professional surety
bond producers for their

vast experience and
valuable resources to

avoid extreme
risks and over-
come challenges.

WHY DO CONTRACTORS FAIL?

ost contractors are

well aware that a com-

bination of issues can

create problems on any

construction project.
There could be financial changes in
the economy, unforeseen changes in
jobsite conditions, a death or illness
of a key employee, rising interest
rates on a bank loan, oil and mate-
rials price increases, subcontractor
problems, inclement weather...The
list goes on and on.

So how can contractors position
themselves to handle those risks
that cannot be controlled and avoid
those risks that can? Many contrac-
tors rely on surety underwriters and
professional surety bond producers
for their vast experience and valu-
able resources to avoid extreme risks
and overcome challenges.

Risky Business
Because of the interdependent nature
of construction, construction compa-

Average Rate of Failure

-18.00

-17.00

16.00

N\

-14.00

- @~ Total: All Industries

—i— Construction

-13.00

-12.00

1100 | g - -@ = -

-10.00

-8.00 - . - -
1989- 1990- 1991- 1992- 1993- 1994-
1980 1991 1992 1993 1994 1895

1995- 1996- 1997- 1998- 1999- 2000- 2001-
1986 1987 1898 1999 2000 2001 2002

Source: U.S. Census: 1989-2002 Business Information Tracking Series

nies have a higher failure rate than
many other types of companies.
Looking at U.S. Census data from
1989 to 2002, the average rate of fail-
ure in the U.S. construction industry
is almost 14 percent, while the aver-
age rate of failure for all industries
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is under 12 percent (see the chart
above).

Contractor default is an unfortu-
nate and sometimes unavoidable cir-
cumstance. According to BizMiner,
an industry analysis provider, of the
850,029 non-single family building,
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heavy/highway, industrial building,

warehouses, hotel/motel, multifamily

housing and specialty trade contrac-

tors operating in 2004, only 649,602

were still in business in 2006—a 23.6

percent failure rate. Construction

companies that have been in business
less than one year had an even higher
failure rate of 36.8 percent.

Even companies that have been
in business for fifty years can fail.
History has proven that old compa-
nies can fail just like new ones, and
even good people can experience a
business failure.

According to the U.S. Census:

» Very small firms (one to four
employees) have the highest fail-
ure rate

» Firms with 20 to 499 employees
have the lowest failure rate

» Firms with 500 or more employ-
ees have a failure rate that falls
in between the very small and
medium firms

Cost of Failure

So who pays when a contractor fails?
On unbonded projects, the taxpayer,
construction project owner or lender
does. When a project is protected with
a performance and payment bond,
the surety industry pays for project
completion. The Surety & Fidelity
Association of America (SFAA) reports
that sureties have paid more than $10

Contractor Failure Rates

SIC 2002-04 | 2004-06
1700 Trade contractors 29.0% 24.4%
1600 Heavy Highway 27.4% 21.6%
1542 Nonresidential buildings 25.0% 17.5%
1541 Industrial 24.6% 14.6%

billion on contract bond claims since
1992,

Causes of Failure
There are many reasons for contrac-
tor failure, and they all boil down to
risk. Grant Thornton’s report “2005
Surety Credit Survey for Construction
Contractors: The Bond Producer’s
Perspective” cited low profit mar-
gins, followed by slow collections
and insufficient capital as the major
causes of financial difficulties among
contractors. Surety company execu-
tives also have named onerous con-
tracts, unreasonable owners, bad or
incomplete plans, tight completion
schedules, consequential damages,
delay damages and hold-harmless
obligations, higher materials prices,
and a shortage of qualified and skilled
workers as factors that add risk and
can ultimately lead to financial dif-
ficulties and default.

Additional contractor failure risks
include:

Signs of Unrealistic Growth

them)

» Backlogs—An increase in the backlog of work and estima-
tors facing a shorter lead time to prepare bids

» Unfamiliar market—Taking work the contractor doesn't
completely understand, whether it’s not knowing the labor
pool, the owner or A/E or subcontractors (and not bonding

» Rapid expansion—Taking too much work relative to orga-
nizational capability and inexperienced project managers
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» Not bonding subcontractors, where
the general contractor assumes he
or she can pre-qualify subs and
forgo the protection of the bond

» Intangible or uncontrollable work
environment issues such asinclem-
ent weather, unidentified poor site
conditions, inflation, material and
equipment shortages, and unex-
pected economic events such as
the Gulf Coast disaster
Overexpansion, whether a change

in the type or size of work performed
or a move into a new geographic area,
is another leading cause of contrac-
tor failure. Problems with account-
ing, management, personnel and per-
formance can all turn “good growth”
into unrealistic growth. Accounting
and financial management problems
include:

» Inadequate cost tracking systems,
debt burden, poor cash manage-
ment, undercapitalization

» Estimating or procurement prob-
lems

» A lack of adequate insurance

» Improper accounting practices
(not adhering to the American
Institute of CPAs” Audit Guide for
Construction Contractors)

The loss of loyal customers is
another sign the contractor may be
in trouble. When loyal customers look
elsewhere, it is a sign of a decreasing
reputation for the company’s abil-
ity to perform contracts on time and
within budget.

When it comes to thriving in



There are many
reasons for con-

tractor failure,

and they all boil
today’s booming construction

down to risk.

market, it pays to have a good rela-
tionship with a professional surety
bond producer and surety under-
writer. These surety professionals
are well-positioned to analyze and
manage construction risks because
of their close relationship with con-
tractors. These surety professionals
can be a contractor’s best ally when
problems loom. The most important
thing a contractor can do is keep the
surety informed when problems arise.
Communicate good and bad news to
the professional surety bond producer
and surety underwriter if or when
problems begin. Many surety compa-
nies will work with the contractor to
help him or her through the problem
if possible.

A final word of advice:
» Understand the surety’s rights and

responsibilities.

» Stay within capabilities.

» Manage growth and control
overhead.

» Learn the causes and warning
signs of contractor failure. M

Marla McIntyre is executive direc-
tor for the Surety Information Office
(SI0) in Washington, DC. SIO is the
information source on contract surety
bonds in public and private construc-
tion. A nonprofit organization, SIO
is supported by The Surety & Fidelity
Association of America (SFAA) and
National Association of Surety Bond
Producers (NASBP). McIntyre can be
reached by phone at 202.686.7463, by
e-mail at mmcintyre@sio.org or visit
WWW.S10.0714.

Warning Signs

Ineffective Financial Management Systems

» Tight cash flow or inability to forecast cash flow

» Receivables are turning over too slowly

» Vendors are demanding cash on delivery for supplies and
materials

» Bills are past due

» Profit fade

Bank Lines of Credit Constantly Borrowed to Their Limits
» All credit fully secured
» Credit lines not being renewed

Poor Estimating and Job Cost Reporting

» Revenue and profit margins decrease over time
» Continued operating losses

» Loss or reduction of bonding capacity

» Bidding jobs too low

Poor Project Management

» Inadequate project supervision

» Inability to administer and collect change orders

» Projects not completed on time

» One or more projects have a claim

» Company is constantly involved in litigation

» Increase in backlog without adequate project management
resources

» Lead time to prepare bids too short

» Safety violations on a job site (A safe site is a well-man-
aged site. If there is a superintendent on the job who
is making sure people are behaving in a safe manner,
chances are he is looking at the quality of the work as
well.)

No Comprehensive Business Plan
» No contingency plans

» No “road map”

» No goals

» No objectives

Communication Problems
» Disputes between contractor and owner
» Poor communication from field to management
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