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Four Common Delusions

In my daily meetings with contractors, I encounter
plenty of self-delusion. It comes in many forms, but I
see these four types most often.

1. My labor costs are covered. This affects all jobs,
whether they are T&M or contract price. With T&M, the
labor component is sold at an hourly rate. Too often this
is based not on actual labor costs, but on what the con-
tractor thinks will match or undercut the competition
and be acceptable to his customers.

With a contract price, labor is included among the
estimated costs for the job. But if the labor costs are in-
correct, then when a markup is applied, it will be inad-
equate to generate the desired gross profit.

This delusion stems from not understanding that the
hourly rate you charge for an employee is much higher
than what you pay the employee. The added cost comes
from payroll taxes, benefits, and other employee-related

Disaster Potential

Length Number of No. of . Similarity .
of job employees subs Pro.dl..|ct|on to usual Dlsas.ter
(months) on the job on job efficiency work* potential™*

1 2 3 90% 5 1.33
1 2 3 60% 5 2.00
1 2 3 20% 5 6.00
10 6 5 90% 3 1M11.11
10 6 5 60% 3 166.67
10 6 5 20% 3 500.00
15 6 7 90% 1 700.00
15 6 7 60% 1 1,050.00
15 6 7 20% 1 3,150.00

*1-5 where 5 is exact match
**lower is better

Risk goes up the more a job differs from a typical project. To calculate
disaster potential, multiply the first three columns, then divide by the last
two in succession.
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expenses commonly lumped together into what is
called “labor burden” (see “Calculating Labor Cost,”
Feb/02). The difference can be jaw-dropping. I remember
briefing both the owner and the bookkeeper of a remod-
eling company about how to use a labor-burden calcula-
tor I created in Microsoft Excel (there are many available
free of charge online). On our next call, the usually quiet
owner nearly blew my eardrum out by shouting, “Do you
know what it costs me for an hour of labor? I have to
start charging more!” Mission accomplished.

2. Atleast I broke even. I've lost track of how many
times a contractor has said to me, “Yeah, that job was a
mess, but at least I didn’t lose money on it.” What they
mean is that their costs for material, labor, and subcon-
tractors were covered by what the customer paid for the
job. But if overhead wasn’t covered, money is being lost.

For example, imagine that a job lasts for six weeks,
and payments from the homeowner cover job-cost ex-
penses but not overhead. Assuming $1,000 per week in
overhead (most construction or remodeling companies
have at least $52,000 in annual overhead), the contractor
will lose $6,000, to say nothing of the profit that the job
should have contributed.

3. One big job will fix everything. One of my cli-
ents once claimed that the profit on a big job would be so
enormous that he could afford to price it at a lower mar-
gin and that it would also make up for shortfalls in the
smaller jobs he had completed to date. There are a couple
of problems with this thinking.

First, a small jobis short enough that any production
inefficiencies—such as scheduling issues, material de-
lays, or poor field-office communication—don’t have
time to lead to catastrophe. But remodelers who do very
well with jobs in the $50,000-to-$80,000 range may find
that a $1.1 million “windfall” job changes all the rules.

My rule of thumb is that a company’s inefficiencies
and poor practices will be magnified according to a job’s
size and how different it is from a typical job (see table,
left). I measure job size by its duration and the number
of employees and subs involved. How similar a job is to
other work is a subjective assessment of how much the
job will stretch you and your crew beyond what you're
comfortable doing on a regular basis. For example, if you
specialize in remodeling 5x8 bathrooms, building a new
5,000-square-foot home would be a big difference.
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Second, a larger job introduces a learning
curve. For example, it can involve learning
how to coordinate a larger crew, or how to
collect money over a longer period of time to
keep cash flowing into the business.

4.I'll make it up on the next job. Many
contractors and remodelers are embarrassed
by profit. Yes, they want it, but they’re more
driven by a desire to create beautiful, quality
work and to have a delighted customer who
feels like a good friend. To this end they’ll
give away what should be charged as change
orders and “make right” every customer dis-
appointment no matter what the cost. Too
often this kind of behavior promotes a com-
panywide culture that takes “the customer
is always right” to nonsensical—and unprof-
itable—lengths. The rationalization is that
the next job will somehow run perfectly (it
rarely does), be sold at a high enough price to
make up for past less-profitable jobs (it prob-
ably won’t), and produce sufficient profit to
cover what the earlier jobs failed to yield (it
almost never will).

Making Up for a Shortfall

First 4 Jobs
Average Total Job5 Total AlL 5 Jobs
Income $100,000 $400,000 $130,000 $530,000
Costs $74,000 $296,000 $74,000 $370,000
Gross profit $26,000 $104,000 $56,000 $160,000
Gross margin 26.0% 26.0% 43.1% 30.2%

To make up for a shortfall in four similar jobs that failed to meet a 30% gross profit
target, a fifth job would have to be sold and produced at 43% gross margin.

Let’slook at the numbers (see table, above).
To keep things simple, let’s assume that you
sell four jobs for $100,000 each. Your produc-
tion costs average $74,000. When you're done
with the four jobs, you have $400,000 in sales
and have an achieved gross margin of 26%
(104 + 400). You've read or heard that your
margin should be more like 30%, so that’s
your target. Now you need to “make up for”

the lost margin in your next job. Assuming
thatit’sa similarjob with similar costs, you'd
have to sell it for $130,000, nearly a third more
than the price you're used to selling. What
are the chances you can actually do that?

Melanie Hodgdon is owner of Business Systems
Management (melaniehodgdon.com) and a fre-
quent presenter at JLC Live.
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TWICE AS FAST TO INSTALL - versus conventional lag bolts without any pre-drilling.

W-Cut thread design reduce torque and bite instantly for effortless fastening.
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Innovative washer head, with cutting teeth along with

NO STRIPPING, NO SPLITTING, NO HEAD POPS - no wasted time on the job site. That's what makes GRK screws UBERGRADE! High
tensile, torque and shear strength alow for immense drawing power out performing most other competitive fasteners.

BUILDING CODE APPROVED - for structural use in treated lumber. RSS™ screws have been evaluated for structural and AC257 corrosion
resistance to be in compliance -- #ESR-2442. That's why all our fasteners come with a limited lifetime warranty, so you can rest assured

your installations will withstand the test of time.
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Visit our website & watch the video.
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