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he profit abuilder

earns on each house

he sells is dependent
on two factors —the price
that he is able to charge, and
the costs he incurs in producing that
house. The first factor is set by the market.
It isafunction of what potential buyers
arewilling to pay, and their ability to meet
those payments. A builder may want to
charge more, but unless someonein the
market iswilling to pay that price, hewon't
receiveit.

The second factor (costs) is more
under the control of the builder. Whileit's
true that the builder has to pay the going
rate for labor and materials, he should be
able to determine what those costs are to a
fairly certain degree, and to plan for those
costs accordingly.

There are two aspects of control- -
ling construction costs: T
pre-construction planning r—— -l

and construction
management. The
pre-construction
process includes

all the steps
leading up to the -
day you break S

ground for the new
house. It includes
the definition of
the product
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Every month, review every job for excessive or
unexpected costs. Use the variances to eliminate
future costs. The time to find out you' re over
budget is not at the end of the job.

(plans and specifications), the establish-
ment of the price (estimate and contract),
and the creation of agood builder/client
relationship. These items are among the
most important contributorsto profit.
During a period of escalating housing
prices, builders have a tendency to get
sloppy about controlling costs. After all, if
the house costs more to build, the builder
feels he can simply raise the price to cover
those costs. But this leads to two un-
wanted consequences. The first is that any
unnecessary
costs directly
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detracts from the potential
profit. Theremay still be
adequate profits due to price
escalation, but they are less
than they might have been.

The second unintended
conseguence is a loss of
competitiveness. When the
market turnsdown (whichit inevitably will)
the builder who can provide the best
product for the best price will be the one
with competitive advantage. In addition, a
reputation for high prices can be difficult
to overcome. Thetimeto give your cost
control systems atuneup is now, when
you have the time and resources, not when
the market turns down and you're hurting
for business.

Most custom builderswork on afixed-
cost contract. They give the client aprice
for building their home, based on antici-
pated costs (their estimate or bid). If the
bid doesn't cover al the builder's costs,
every dollar over that budgeted amount
comesdirectly from the builder’ sprofits.

Fromaprofit point of view, if youfail in
the pre-construction process you
aredoomed tofailureevenif
you do a perfect job of
H“H construction. Great
™ craftsmanship and a
. beautiful house are
of littlevalueto the
builderifit'sa
money-losing
project.

continued on page 2



Back to Basics
Continued from Page 1

Review and improve existing
pre-construction systems

Before you can improve your cost control
systems, you need to understand their
weaknesses and failures. One of the best
ways to do this to to compare past
estimates with actual construction costs
from several recently completed projects.
Identify those areas where the greatest
variations occurred. |s there any pattern to
those variations? For example, you may
find that your masonry or excavating
estimates are consistently low. Try to
understand why. Can you change your
estimating proceduresto eliminate this
repetitiveerror?

If you are aportfolio builder, you want
to evaluate the design of your spec
homes. Are they value oriented, providing
lost of features and amenities for the price
charged? Arethey up-to-date in their
design, with lots of curb appeal and
interior pizazz? Simply by updating your
design you may make asignificant
contribution to your perceived value.

Evaluation of non hard-cost factors
An estimating system needs to take into
account more than simply the hard costs
of materialsand labor. The clientsthem-
selves can have amajor impact of profit-
ability. The hard part of estimating isthe
subjective evaluation of the client, thejob
and your need towin the bid. Here are
some things to consider:

B Client personality and price

CONSCi OUSNESS.

B |ocation of site. Isit closeto

other jobs?

W Job complexity —are you getting in over
your head? Do you have the expertise to
do the job?

B Y our availability/necessity for work,
other workload, other potential contracts,
general business environment.

If you determine that a particular
client may be difficult to build for, you
may decide not to build for that client, or
you might want to add a factor into the
estimate to compensate for the aggrava
tion.

Estimating system design

Once you've evaluated your procedures,
you might decide you want to change
your entire estimating system. There are

many different estimating systems. They
range from simple“ Cost per square foot”
methods to computer assisted estimating
models. No matter which system is used,
the same tasks need to be performed.
They are ameasurement of quantities,
calculation of costs by categories,
summation of hard costs, addition of
overhead and profit and summation of
total costs. The actual system you useis
less important than the fact that they are
accurate and compl ete.

Upgrade estimating system

If you identified problem areasthat affect
your estimating accuracy, you need to fix
them in away that keepsthem from
cropping up again. While acomputerized
estimating program can be purchased for
aslittle as $500, the major expenseisthe

time and energy it takesto learn the
system and adapt it to the way you do
business. But if you catch just one major
error, it paysfor itself many timesover.

Implement computer job-cost

control system

Once you have a system you’ re comfort-
ablewith, and an estimating program that
gives you accurate and timely numbers,
the next step isto integrate thisinto a
computer job cost control system.

Evenif your pre-construction plan-
ning is perfectly executed, it’' s till possible
to lose your shirt during actual construc-
tion. Most builders have ajob-cost review
process where ongoing costs are recorded
and then compared on a monthly basis
with the budgeted costs.

1. EVALUATION

DEFINITION
MEET MEETING
Stop Client Questionnaire
Look Piece by Piece ] -
Question > Evaluation 7| Specifications
Listen Education
Decision
Wants
Needs
4
Plan
Can they — NO
afford it? (Bad Client)
DESIGN
Discuss and create
VES Have plan or close — list of changes/
to it differences for
¢ Estimate
Are th Ideas, but no plan | Process — Create
: re fl’(y e?t;}:’ — YES Preliminary Plan
O work with: (Good Client)
NO
Haven't a clue — Process — Show
wb Sample Plans
Are they really No (Slightly
difficultto —Ugly Client — 5>
work with? Charge
Premium)

YES (Really Ugly

Client -- send to
competition)

2. PRODUCT

Managing the
Potential Client —
Flow Chart
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Here the trade-off isalways function-
ality vs. complexity. Large scaleintegrated
programsmay betoo difficult toimple-
ment, and actually lead to productivity
decreases. If you use a simple accounting
program, implementing the job cost control
program ismore straightforward, but
doesn’'t add construction management
functions such as scheduling. A job cost
control system allows you to integrate pre-
construction with construction manage-
ment, get meaningful construction
budgets, and identify cost overruns early
in the process.

Managing construction costs

Once you' ve trimmed as much cost as
possible through the pre-construction
process, you need to begin managing the

ongoing construction costs. Most builders
use a computerized job cost accounting
program to keep track of costs by cat-
egory. Thecritical point isto ensure that
all costsare entered in atimely manner.

It's also important that all change
orders be charged when ordered. Some
builders require that the changes be paid
for when ordered, others accumulate them
and seek reimbursement at the timethe
construction draws are paid. The advan-
tage of the second system is that there are
fewer payments, the disadvantage is that
some change orders may dlip through the
cracks.

If you're building production or spec
houses the chief danger is that of creeping
incremental expenses. A slightly nicer
grade of cabinet, or better appliances for

3. ESTIMATE
PREPARATION

ESTIMATING SYSTEM
« Evaluate plan
* Measure and Input

« Category Calculations
* Math Operations
* Adjustments

* Miscellaneous

* Overhead

* Profit
> e Other
4. ESTIMATE
PRESENTATION

MEETING

« Written breakout by category

* Review specs

Inclusions -- Exclusions

* Review Assumptions,
Recommendations

» Discuss Price in Total Con-

text

» Stress Other Benefits of your
Company

* Describe Sample Documents

N2

Ask for Sale
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5. CONTRACT
DOCUMENTS

CUSTOM DOCUMENTS
Prepare Contract

Prepare Specs

Prepare Allowance Schedule
Prepare Draw Schedule

Yy

STANDARD DOCUMENTS
Meeting Schedule

Selection Schedule

Process — Overview Handouts

Sign Contract and
Receive Deposit

¥

6. CONSTRUCTION

v

7. SERVICE

The pre-construction processis
critical for controlling costs. You
need to obtain early on all the
information you need to price the

Be Prepared for
Price Objections

house, and at the same time estab-
lish a relationship of trust and
reasonable expectations.

example may only add afew hundred
dollars here and there, but with the
hundreds of selection decisions involved
in building a house, the end result may be
ahomethat is priced beyond the means of
the targeted buyer. It requires constant
vigilanceto maintain thefinancial disci-
pline necessary to bring the house in
under budget.

Review costs monthly

At least once a month you need to analyze
your costs and income in each category.

L ook at not only the dollar amounts, but at
theratios. Inexamining your Job Cost
Report, determineif your expensesarein
line with your estimated budget, and arein
sync with your percentage of completion.
If anitemisout of line, find out why. Was
there a change in specifications? Can you
recover part of the cost through a change
order? Were subcontractor billsinline
with their estimates?

Go through each project category by
category and line by line. If thereisa
discrepancy between estimates and actual
costs the time to find out about it is early
in the construction, when some compen-
sating savings can be found, rather than
at the end of the project.

This is the concept of Management by
Exception. Focus your energy on those
areas that need attention, rather than
getting lost in the details. Controlling the
ratios allows you to grow without losing
control, and allows you to see the big
picture of where you are, and where you
need to go.

Summation

The major benefit of pre-constructionisin
reducing expensive construction mistakes
before they happen. Money lost in the
pre-construction stage can rarely be made
up on the construction stage. Y our client
contact process should establish realistic
expectations for quality and schedule, and
communicate client responsibilitiesinthe
construction process. Y our estimating
system should be compl ete, organized,
accurate, and timely. Scheduling systems
should berealistic and clearly establish
milestonesfor client decisions. Your job
cost accounting system should provide
you early warning of any cost overruns or
unbudgeted expenditures. Only by
constant diligence can abuilder maintain
profit margins and enhance competitive-
ness throughout construction.



ASk Al by Al Trellis

Fixed Price vs.
Cost-Plus

: With the escalation of |abor
and materials cost in my area,
I’ ve been thinking about
using*® cost plus contract rather than
the fixed-priced contracts I’ ve used in
the past. What are the advantages and
disadvantages of this approach?
— Confusedin Cleveland

: Inour market, customers

A prefer fixed-price contracts.
Such contracts make

customers more comfortable since they
know how much they are going to pay.
The most obvious drawback of fixed-
price contractsis price increases. If
lumber prices go through the roof in
the middle of ajob, they can destroy
your profits and more. The way around
thisisto include an escalator clausein
your contract or negotiate deals with
your suppliers.

The problem with the cost-plus
contract is the myth that it creates a
better relationship between the client
and the builder. In reality, clients often
use a cost-plus contract because they
want to run the job without assuming
the commensurate responsihility.
Takes these cases:

A client asks you to get three bids
and then dictates that you use the
lowest priced subcontractor. Y ou
would have preferred one of the
others, who is more reliable and does
higher quality work. The clients picks
the subcontractor, but keeps you
responsiblefor timeliness and quality.

Clientsvisit the job site and see a
trash pile with alot of scrap lumber.
They immediately want to know why
their money is being “wasted” and
how much other material they’ve paid
for has been “trashed.”

There is more than one way to
successfully contract for work. The
secret is not so much how you choose
to write the contract, but to be very
good at whatever you do, with good
paperwork, proper systems, and
excellent on-site management.

A I’allel’ll lallglla!lﬂ by Paul Sharp
Farmhouse Kitchen

Chri stopher Alexander wrote

A Pattern Language,

outlining over 250 rules of thumb
that affect home design. In this

series of articles, we've highlighted

some of our favorite patterns.

tioned so they have immediate access to
the dining and family areas. They should
belively, active and sunny rooms.

139. Farmhouse Kitchen

“The isolated kitchen, separate HEARTH
fromthe family... isa hangover ROOM
fromthe days of servants. There- 12-00 x 12-0
fore: Make the kitchen bigger

than usual, big enough to include
the “ family room” space, and
place it near the center of the
commons, not so far back in the
house as an ordinary kitchen.
Make it large enough to hold a
good hig table and chairs, some
soft and some hard, with counters
and stove and sink around the
edge of the room; and makeit a
bright and comfortable room.”

A "Farmhouse Kitchen"
doesn't mean arustic appearance,
but rather the incorporation of
social and activity space within the
kitchenitself. A large active
kitchen is one of the most impor-
tant sales features. With our
informal lifestyle peopletend to eat
in the kitchen rather than the dining
room. At the sametimethey serveasa
social center. Kitchens should be posi-

MORNING ROOM
17-6 x 12-6

In the house above, the kitchen opens
to the morning room and hearth room.
House plan by David Court.
I
On the L evel isdistributed monthly by
your local lumber dealer or supplier. Quote of the Month
Visit our web siteat www.HBNnet.com « People are very open-

minded about new things -
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aslong asthey’re exactly
likethe old ones.”

—CharlesF. Kettering.
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Al Trellishas 25 years experience as a
builder and is a speaker, consultant, and
columnist for CustomHomemagazine.

IN NEXT MONTH'S ISSUE

Back toBasics: Speed the Schedule

The faster the turnover (lesstimeto
build, less time between houses) the
greater the profits. Part of thisincreaseis
due to increased volume, and part due to
lower overhead per house.

Paul Shar p ismarketing director of Home
BuildersNetwork.

Bill Watkins has 25 years experienceasa
custom builder. He's noted for his expertise
on building management.



