Business

Tracking Changes With Variance Purchase Orders
by Joe Stoddard

This month I want to talk about one of the most impor-
tant aspects of a purchasing system: the ability to
accurately capture, manage, and minimize unwanted job-
cost variances. We'll also discuss a related topic — using
your purchasing system to better manage change orders
and allowances.

A “variance” is anything that varies from what you had
originally planned. A time variance occurs when a task
takes longer or shorter than you had scheduled, and a cost
variance happens when something costs more than you
had estimated in your project budget. Since we've been
talking about direct job costs, we'll tackle cost variances in
this column.

If you work mostly on fixed-price contracts, uncaptured
variances can quickly put you upside-down on what should
have been a profitable job. They can do a lot of damage to
cost-plus jobs, too, because variances that come in after
you've done your final billing can wind up coming out of
your pocket — or out of your reputation as a good project
manager.

Variance Codes

Tracking variances not only helps you protect the profit on
your current job — it also gives you a way to measure the
performance of your entire business so you can improve its
operation over time. The first step is to develop a consis-
tent set of variance codes. The set of codes I recommend
appears in the variance purchase order (VPO) form shown
in Figure 1 (next page).

Just the act of assigning a code to a variance is help-
ful, because it forces you to really think about the source
of a problem. For instance, let’s say you end up needing
more concrete than you'd planned. To assign this vari-
ance a code, you need to decide whether it was the result
of an unexpected patch of bad soil you had to remove
(#41-Unanticipated subsurface), or a screw-up that hap-
pened while shooting grade (#42-Elevation varies from
standard).

Butit’s over the long haul that this system really shows its
value. After you've been using the codes for a few months,
you'll start noticing patterns — problems that crop up again
and again. These red flags can help you pinpoint exactly

where your business’s weak areas are, so you can figure out
the most effective solutions. For instance, let’s say you've
been coming up short on lumber lately. If you review your
code history and see a whole string of #13-Takeoff errors,
you'll know that you should spend some time honing your
estimating procedures. But if the code that pops up most
frequently is #63-Theft, it might be wiser to simply arrange
for better physical security on your job sites.

Or — another example — let’s say you need to reframe the
floor system on a couple of jobs after your plumber incor-
rectly hacks an I-joist. Depending on what your variance
codes tell you, you might need a new plumber (#51-Error/
damage by trade) or you may just need better information
onyour plans so the toilet flanges are headered off properly
to begin with (#02-Unclear detail). In short, properly cod-
ing and tracking variances over time will reveal the recur-
ring problems that are draining money from your business.
Having this record should take much of the guesswork out
of analyzing cost overruns.

Variance Procedures

Variance procedures need to be part of the blanket trade
agreement you put in place with all of your subs and sup-
pliers (see “Putting Your Purchasing System to Work,”
9/11). Each supplier and subcontractor should be put on
notice that unless a request for goods or services (over and
above the original purchase order) is accompanied by a
VPO thatis prepriced, precoded, and signed by you or your
project manager, you will not be responsible for it. This
might cause some job-site delays at first, but you have to
hang tough.

A good way to keep things rolling on the job yet still get
the VPOs you need is to allow your lead carpenter, proj-
ect manager, or office staff to hand-write and approve cost
overruns up to some small amount — maybe $50 to $150 for
aremodel and up to $250 on a new home. Anything above
that cutoff must be pre-approved by you (or other senior
management), with the VPO issued before the service is ren-
dered or the materials are delivered. The idea is to address
variances caused by external forces (theft, bad estimating,
hidden conditions) immediately while avoiding variances
caused by unwanted price increases altogether. Let your
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123 Anywhere St, Somewhere US 12345 Phone:321-322-2111 Fax: 321-322-3212  eMail: anybuilder@builder.us www.builder.us

VAR/ANCE PURCHASE ORDER < Clearly labeled as VPO

Check vendor portal for updated informaton! PROJECT#: 08122011 BARNEY JONES ADDITION Many elements from the
TRADE : RO-123 ELECTRICAL Rough-in - Turnkey (TK) PO form are re-used
THIS VPO # RO-123.003 —1 OB ADDRESS -nformation
TRADE PARTNER Client M. anamrs:

Company ‘Acme Elecrical Installers Address 100 Silver Lakes Blvd. VPO number references the

Address 220 Hivolt Plaza Suite 110 City/St/Zip  River Oaks Heights, US, 54321 origina| PO number (RO_]ZB)
City/St/Zip | Somewhere [ us 12345 Job Phone  321-321-0011 (Doug Deitrich- Lead)

Contact Tom Graundloop 777-555-1212

i m . IMPORTANT REMINDERS: ( more at hitp:
eval lcd-co ~Parking is in lot at end of street. Unload and move your vehicle ASAP 11
URL hitp: //www.acme-electric.cob - Absolutely NO SMOKING on the site, and NO LOUD MUSIC {earbuds OK)
- The jobsite i from 7 AM until 5 pm.
EEDIEY 2212345670 WO ovodszzz You may NOT approoch the Owners. Deal ONLY with lead carpenter
. - Wear shoe profection - no toolboxes on carpet or other finishes
PORTAL: HTTP://ANYBUILD.SPOINT.COB - Leave your site broom-clean DAILY - use the dumpster in back for debris
Proj. # Orig PO # Orig. Desc. Original $
8122011 RO-123 Electrical Rough-in - Turnkey (TK)  Per plans/specs $ 6,099.00
VARIANCE CODE Quan. ITEM / Description UNIT PRICE LINE TOTAL
47 -Code Official 1 Had Yo. vlnove mefer base to RH siclle of building - TK $ 275.00 | $ 275.00 Dollar totals for this VPO and for
\ 60 LF additional entrance cable / TK installed $ 2.25 z 135.00 all VPOs to date for this vendor,
- and total due (original PO plus
— | TOTAL THIS VARIANCE (Do NOT combine VPOs)[ $  410.00 variances) 0 p
This field documents the SUM OF ALL PREVIOUS VPOs fo this Vendor | $ 20130
variance code for the VPO NEW TOTAL DUE VENDOR [ $  6,710.30

Six-Thousand-Seven-Hundred-Nine and

30/100 dollars US

VARIANCE CODES: Each line item MUST be properly coded

Plans: 00

01 - Dimensioning Error
02 - Unclear detail

03 - Code violation

Estimating: 10

11 - Omitted from estimate
12 - Data entry error (typo]
13 - Take-off error

14 - Missed in EPO review

Purchasing: 20
21 - Price change
22 - Vendor change

Running record of the

Weather: 30

Trade Contractor/ Vendor: 50 .
31 - Wet weather 51— Error/damage by trade VPO # or Date VoS VPOs for this trade
32 - Freezing conditions 52 — Incorrect use of material
33 - Wind/storm damage 53 — Failure to profect work RO-123.001 $ 67.00
34 - Weather precaution 54 - Replace inferior work RO-123.002 $ 134.30

Site Conditions: 40

41 - Unanticipated sub-surface
42 - Elevation varies from std.
43 _ Special sites cleaning

44 - Sireets not in

45 _ Dirt needed for grade

46 - Dirt removal needed

47 - Code Official Mandated

Field Supervision: 60

61 - Superintendent error
62 ~Management concession
63 - Theft

64 — Vandalism

65 - Transfer materials

Variance History

//////'J Complete list of variance codes

T "available on VPO form

23 ~ Omitted in SOW

24 — Shortshipped

25 - Wrong material shipped
26 - Poor quality of material
27 - Tax-rate difference

Sales & Marketing: 70

71 = Sales concession
72 - Customer change order

73 - Allowance change order

~ Signature/acceptance boxes with dates

Signatures below constitute a legal agreement and authorization to secure material-begin work (per the schedule)

FOR TRADE PARTNER:

FOR ANYBUILDER:

Print Name: Tom Graundioop
Title: Owner Acme Elecrical Installers,
DATE: 08/12/11

suppliers know that if they are unable to
honor their original agreement (the signed
PO), that’s their choice — but then you are
not obligated to use them on your proj-
ect. Some contractors set a limit for price
increases — 1 percent to 2 percent, per-
haps — and automatically re-bid the PO
if that limit is exceeded. Again, all of this
should be outlined in the vendor agree-
ment so that there are no surprises when
these issues come up.

Logistics. You don’t need a high-tech
system to issue the field or office VPOs; pre-
printed three-part paper NCR forms are
fine. One copy goes to the vendor, one goes
to the field, and the third is for the office.
The number on the VPO should reference

Print Mome:  Brod Leedaogh
Title:__President - AnyBuilder

DATE ACCEPTED 08/14/11

the original PO so it can be tracked (which
is another reason to always send at least a
list of the open POs to the field with your
project manager).

Once a week you'll review all of the
VPOs for the week, update the job costs,
and see if there’s anything you can do to
avoid more variances. Your goal is to nip
little cost overruns in the bud before they
become big cost overruns.

Variance Reporting

There are a ton of ways you can slice and
dice your variance codes in order to gain
useful insights into your business. Here
are a few:

e The total number of VPOs per project (or

Figure 1. Variance purchase
orders capture changes in bud-
geted job costs as they hap-
pen, allowing you to manage
those changes while there is still
time to protect your profit mar-
gin. The VPO form shown here
is available for download in the
Business Technology forum at
jlconline.com.

per project manager, per salesperson, per
type of job)
e The total dollar value of variances per
job (or total variance dollars per trade)
e The total number of variances per spe-
cific trade/operation (for example, fram-
inglumber)
e Total variances as a percentage of the
original total project budget

Of all the variance reports you can do,
that last item — total variances as a per-
centage of the original project budget —
is the most important over the long term.
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The magic number you're shooting for is
1 percent or less of the original estimated
cost budget. For example, if you originally
estimated that a job’s labor and materials
would come to $15,000, your target would
be to keep the total of all variances for the
job below $150. Don'’t be surprised if you
start out in the 5 percent range or even
higher — the idea is to get on a positive
trend line as you tighten your estimat-
ing and purchasing procedures, and work
toward that magic 1 percent over time.

Because you need absolute consistency
in how you report variances, they should
always be reported against the origi-
nal estimated direct cost budget — not
against the selling price!

Change Orders

A change order is a change to the contract
scope-of-work that occurs after the con-
struction agreement is signed. (Changes
that occur before final agreement are
contract addenda, not change orders).
Change orders are a special kind of vari-
ance. Because you're trying to develop a
consistent variance trend line that you
can track over time — and change orders
are a complicating factor — you'll want
to track them separately from your reg-
ular job variances. If the change orders
are extensive on a particular job, you
should treat them as a completely sepa-
rate project at the same address when you
make outyour variance reports. Here’s an
example:

Jones Room Addition

Variance as percentage of original proj-

ectbudget: 2.25%

Jones Room Addition Change Orders

Variance as percentage of original proj-

ect budget: 3.15%

Change-order VPOs. Change orders are
supported by change-order VPOs. Once
you have a signed change-order agree-
ment, you'll release a VPO to each vendor
involved, coded to #72-CO. Like any VPO,
a VPO for a change order should reference
the original purchase order (Figure 2).

VARIANCE PURCHASE ORDER

US 12345 Phoner3213222111 Fax: 321-322:9212 sl anybuider@buldar vt v buider s

Y IONES ADDITON

froxcrs. oerzeo
gaDe 2123

54321

3219210011 (Doug Deiich Laod)

s
§  60%00

N FRICE TRE TOTAL

B 5500 4000

B 2000 16000

TOTAL THIS VARIANCE {Do NOT combi

600.00
'SUM OF ALL PREVIOUS VPO K

or § 61130
NEW TOTAL DUE R[$ 731030

SevenThousand-Three-Hundred-Ten and 30/100 dollars US |

VPO number t ‘
references RO-123.004 .
original PO RO-123.004
Toase 110
\__[sue 110 = e
N 12345 ‘
555 ey Juce] ot
PORTAL: HTTP://ANYBUILD.SPOINT.COB
3
2
yarry Orig PO # N
8122011 0123 Elecrri}\ VARUANGECODES: ol o MUST b ey coded
VARIANCE CODE Quan. ITEM / D%
72-CO 8 Addition]
| 8 Additig/

Voriance Hist
VPO # or Dot wro's

0123001 | § 67.00
RO123002 | 13430

0123003 | § 41000

Sols & Morketng: 70
7

72-c
7524

Variance code #72-CO
indicates change order

FOR TRADE PARTNER

T Foamre: Tom G

iakbagin work [per the schedule]
FOR ANYBUILDER:

Rt Xm::yﬁ'

Lowauugl

“Hom  ERauNouoo):

ioon
Owner Acme Elecical Instalers
08/18/11

nyBui

Tifle:_President - AnyBuilder.
DATE ACCEPTED 08/19/11

Figure 2. Code #72-CO indicates that this is a customer change order. Like
any variance PO, a change-order VPO references the original purchase order,
trade, and project. From the number RO-123.004, we know this is the fourth
variance PO (.004) issued against the electrical rough-in (RO) for project 123.

How About Allowances?

After change orders, allowances are the
most common source of misunderstand-
ing between builders and their customers.
To address them properly I'd really need
an entire column — but for now I'll sim-
ply explain the easiest method I've found,
which is pay-as-you-go.

This approach requires a good ven-
dor agreement before the job and con-
sistent communication between you and
your supplier during construction. At the
beginning of the project, you release a PO
to each affected vendor for the full amount
of the allowance. Your customers then visit
the showroom with their shopping list and
select their items. Anything they spend
over and above the allowance is between
them and the supplier — and your custom-
ers should write the supplier a check out-
of-pocketfor the balance of their selections
(including any up-charges for installation
labor) before theyleave the store. What you
do not want is an invoice from the supplier
that is not supported by a PO or VPO; this

method eliminates that possibility.

In the unlikely event that your custom-
ers don’t spend all the money available,
you would issue a VPO to the supplier
for the amount of the underage (lower-
ing your obligation to that vendor) and
cut a check back to the customers for the
amount they didn’t spend (satisfying your
agreement with them). The wrong way to
handle an allowance credit is to wait for
the vendor to send you a refund check —
or worse, let the vendor keep the balance
for you as “store credit.”

This pay-as-you-go method is clean
and eliminates complicated reconciliation
with your customer at the end of the proj-
ect. Forcing customers to pay for allow-
ance overruns at the time of purchase also
helps keep them grounded in reality and
greatly reduces the likelihood of “cham-
pagne tastes on a beer budget.”

JLC contributing editor Joe Stoddard mod-
erates the Business Technology forum at
Jjlconline.com.
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