BUSINeSS

BY MELANIE HODGDON

The Pitfalls of Hybrid Estimating

I recently had a conversation with a client who
had noticed that he usually failed to sell jobs that were
labor-heavy, but had no idea why this was happening.
When I asked him how he put his estimates together,
he described three main steps:

m Multiply hours of labor by charge-out rate

m Price materials and add a 25% markup

m Add a 10% markup to subcontractor costs

There are two problems with this method. First, it’s
a “hybrid”: Some components of the sale price are based
on costs (materials and subs); some are not (labor). Sec-
ond, the markup varies, and the labor charge-out rate
was a black box.

To figure out what was causing his problem, we first
determined what markup was underlying his charge-
out rate. After working through my Labor Burden Cal-
culator, we found that an employee being paid $25 per
hour was costing the company $37.50 per hour. The

Job A - Equal Costs
Hrs Cost/Hr Cost Markup* Sale Price
Labor | 480 375 $18,000  60% $28,800
Mat'l $18,000  25% $22,500  Gross Overall
Subs $18,000  10% $19,800  Profit  Markup Margin
Totals  $54,000 $71,500  $17,100 31.7%  24.1%
Job B - Labor Heavy
Hrs  Cost/Hr Cost Markup* Sale Price
Labor | 1300 375  $48,750  60% $78,000
Mat’l $2,625  25% $3.281  Gross Overall
Subs $2,625  10% $2,888  Profit  Markup Margin
Totals  $54,000 $84,169  $30,169 55.9% 35.8%
Job C - Sub Heavy
Hrs Cost/Hr Cost Markup* Sale Price
Labor | 200 37.5 $7,500  60% $12,000
Mat’l $11,500  25% $14,375  Gross Overall
Subs $35,000  10% $38,500 Profit  Markup Margin
Totals  $54,000 $64,875  $10,875 20.1%  16.8%

*Markup is a percentage of cost.

charge-out rate was $60, so the markup on labor was
60% ($22.50 + $37.50).

THREE SCENARIOS

Let’s look at three estimates with varying proportions
of labor, materials, and subcontractors. Remember, in
all three the cost to the company is identical ($54,000).

Job A: Equal costs. The company will spend equal
amounts on labor, materials, and subs. After a 60%
markup is applied to labor, 25% to materials, and 10% to
subs, the job would be sold at $71,100, for an overall
markup of almost 32% and a margin of about 24% (see
tables, left).

Job B: Labor heavy. Here, most costs are for labor.
With the same markups as Job A, the selling price would
be $84,169. Overall markup is almost 60%—nearly twice
that of Job A—and margin is also higher—almost 36%.

Job C: Sub heavy. Job C relies heavily on subs, with
only 200 hours of labor. If I again apply the same mark-
ups, Job C would be sold at $64,875, making the overall
markup just over 20% and the margin just under 17%.

ONE MARKUP FOR ALL COSTS

When you look at the numbers, it’s easy to see why
my client was having a hard time selling labor-heavy
work. His high markup on labor inflated his sales price
well above that of his competitors. Our exercise also
taught him something else: He was underpricing jobs
on which most of the work was done by subs.

It is certainly possible to apply multiple markups,
but the overall markup must meet your company’s re-
quirements. The lesson here is that once you've deter-
mined the markup your company requires to cover
annual overhead and achieve your target profit, apply-
ing that markup across all costs will produce the same
selling price no matter what the mix of cost categories.
Thisis the simplest way to arrive at a price you can trust
to meet your targets.

Melanie Hodgdon is the owner of Business Systems Man-
agement (melaniehodgdon.com) and a co-author (with Leslie
Shiner) of the book A Simple Guide to Turning a Profit as
a Contractor. Download herLabor Burden Calculator spread-
sheet from the online version of this article.
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/HR/

Probationary Period for New Hires

BY DOUGLAS DELP

WHAT HAPPENED

Good Guys Construction Co. wants to make sure it
hires the right person for any open position with the
company. After making a hire, Good Guys explains
to the new employee that the first 90 days is a pro-
bationary period during which the company and the
employee can determine whether the employee is the
right fit for the job and the company.

WHY IT’S A PROBLEM

Probationary or introductory periods may jeopardize
Good Guys’ at-will employment policy. At-will employ-
ment means that the employer and the employee can
terminate the employment relationship for any reason
or no reason, except for certain exceptions prohibited
by law. In a number of court decisions, probationary
or introductory periods were ruled to have created an
implied employment contract that gave the employee
extra job security once the initial period was complet-
ed. In other words, these cases suggest that once a new

employee successfully completes the initial 90-day
probationary period, the burden is on the employer to
show a valid reason to terminate that employee.

WHAT YOU SHOULD DO

There are no advantages to having a defined proba-
tionary or introductory period. A better practice for
employers is to develop a formal performance review
process in which all employees are evaluated 90 days
after their hire date, and at least annually thereafter.
This performance review program should include a
statement that an employee’s performance can also
be informally evaluated at any time throughout the
year. This practice achieves the same outcome for the
employer as a probationary period, without implying
extra job security for the employee after the initial
employment period is completed.

Douglas Delp is founder of The Delp Group (delpgroup.com),
which provides human resources services to small businesses.
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No Written Change Order?

BY ALEXANDER BARTHET

Throughout the course of a project, your client re-
quests and pays for several change orders, although
you never get around to putting anything in writing.
In one final request, you're asked to build a tiki hut in
the backyard. On the basis of the client’s agreement to
your price, also undocumented, you do the work. But
when you present the client with your final invoice,
you find out that he didn’t clear construction of the
tiki hut with his wife and she’s refusing to pay any-
thing extra. Worse, she’s a lawyer and has read your
contract, which clearly states that all change orders
must be in writing to be valid. Can you still get paid?
Depending on the jurisdiction you’re in, the answer
may be yes. Courts have found that, even where con-
tracts specifically state the written-change-order re-
quirement could not be waived, parties can waive the
provision by prior course of conduct such as these cli-
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ents displayed—requesting and then paying for several
undocumented change orders during the project.

Additionally, some courts have found that written
change orders are not needed when change-order work
on a private project is required for proper functioning of
the project. (When the owner is a public entity, however,
the law is not as forgiving and the court generally finds
undocumented change orders invalid.)

Best practice is to put change orders in writing and
to get them signed by the owner. But if for some reason
you don’t, the waiver agreement may apply.

Alexander Barthet (alex@barthet.com) is a principal of The
Barthet Firm, a 12-lawyer commercial law practice focusing on
construction-related matters. This article is for informational
purposes only. It is not intended as legal advice. Consult an at-
torney before taking any action.



