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principal is production oriented and manages
operations that may include the financial
function.

Financial management, as a key
component of general business management,
goes beyond accounting and bookkeeping.
Modern financial management includes all
functions that bear on the financial health of
a firm: understanding financial statement,
acquiring capital equipment, forecasting cash
requirements, negotiating for a line-of-credit,
seeking and acting upon legal and tax advice,
and planning for future growth.

THE ELEMENTS OF FINANCIAL MANAGEMENT
The key to financial management is recog-
nizing the early warning signals that indicate
a firm is headed for financial trouble. Financial
statements show what happened in the past,
and this historical information can provide
clues about what is likely to happen in the
future. It is important for architects to know
how to look for these clues and how to read
the signs early enough to take corrective
action.

If early warning signals are ignored,
a firm may reach the point where it is too
late to take corrective action. In such cases,
architects are still responsible for finishing the
job. Despite the financial losses incurred, they
can learn from the experience and should be
able to recognize the signals the next time
they appear.

This book reviews the main elements
of financial management with a focus on what
architects must know about each of them.

These elements include:

m Financial planning
establishing goals and objectives,
budgeting operations, and profit planning

m Accounting
maintaining records of financial transactions
for management and tax purposes

m Project management
maintaining records on individual
projects and tasks within projects

Financial statements
show what happened

in the past, and this
historical information
can provide clues about
what is likely to happen
in the future.



m Cash management
billing, collecting, and disbursing cash

m Asset management

identifying capital equipment needs

and determining the most effective way of
obtaining or disposing of equipment

= Financing operations
obtaining the correct balance of debt and
equity to finance the firm’ s operations

m Compensation

establishing compensation levels for
principals and staff, including salary,
benefits, and discretionary distributions

m Vaiuation
determining firm value for internal transfer
of ownership or sale to an outside entity.

Architects who take an interest in and learn
more about financial management will know
when to hire accountants and other consul-
tants to handle the technical aspects and will
be able to better manage this vital part of
their business. Although architects do not
need to be accountants, they should have a
basic understanding of accounting concepts.
For example, they do not have to know how
to prepare a financial statement, but they
should be able to read financial statements
and glean important information quickly.

THE PROCESS OF FINANCIAL MANAGEMENT
Management is a dynamic and continuous
process. Its basic activities include organi-
zing, planning, and controlling the opera-
tions of a firm. These activities—equally
applicable to financial management as they
are to general and project management—
provide a framework for addressing matters

of finance for firms of any size.

Organizing

Organizing consists of establishing the staff
needed to perform the financial function.
‘When a firm is small, one of the principals is
usually responsible for all financial matters.
As a firm grows, however, decisions have to
be made about how the financial function
will be structured and handled. At a certain
point in the growth of a firm, a separate posi-
tion is likely to be required, and the respon-
sibilities and duties of that position need to
be defined before the firm assigns existing
staff or recruits new staff for the position.

Planning

The planning component of financial
management requires a firm to establish
goals that are appropriate, realistic, and
achievable. Goals must be defined, commu-
nicated, translated into an action plan, and
periodically updated. The action plan outl-
ines when and how specific actions will be
taken to accomplish the goals.
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able to grow into the business manager’s
position. _

A small firm can also acquire financial
management capability by hiring an architect
with some business administration training
and an interest in the business management
aspects of the firm. If this individual wishes

to pursue administrative activities along with

design it may be possible to split these duties.

This arrangement works when a bookkeeper
or knowledgeable accountant handles the
detailed duties in accounting.

THE FINANCIAL MANAGER’S |
PLACE IN THE FIRM The financial manager
The person in charge of financial matters in must keep project

an architecture firm is in a unique position. managers informed of
From a financial perspective, he or she prob- the status of their

ably knows more about what is going on in a projects and answer
firm than anyone else. Although the financial their questions.

manager may know little about design and
technical issues, others in the firm usually
lack a perspective on money matters and do
not have firsthand knowledge of the financial
status of projects.

Sharing this perspective with staff mem-
bers in management positions is an important
part of the financial manager’s job. In partic-
ular, the financial manager must keep project
managers informed of the status of their
projects and answer their questions. Every-
thing from time charges to the smallest detail
of expenses falls into the purview of the staff
member responsible for managing finances.

Because a financial manager’s
background and training are different from
that of an architect, there may be a communi-
cation gap with technical staff. It is up to the
financial manager to make the changes
needed to span this gap. He or she must
become a skilled communicator, eliminating
technical jargon in discussions with the staff
and introducing new ways of thinking about
financial and accounting matters.

A financial manager in an architecture
firm must be able to produce reports impor-
tant to architects. Design professionals often
need information quickly, particularly about

projects. Project managers frequently want the















Experience in a service organization
rather than one dealing with products is
also generally preferable. Financial man-
agers usually report to the chief executive
officer or managing principal of a firm.

If the financial manager’s position also
includes such duties as supervision of the
support staff and purchasing, the firm
needs to make this clear before hiring.

Salary level for this position is
sometimes difficult to determine. However,
salary surveys, employment agencies, and
executive recruiters can all be helpful
(see exhibit 2-3 for a sample salary survey).
In a large firm, the position of a financial
manager is generally on a level with other
principals, and the firm should offer the
usual perquisites to the financial manager.

Management’s view of the role of the
financial manager will determine the kind of
person hired and influence the attitude of
the individual after settling into the job.
Principals should inform staff about the pur-
pose of the position and make it clear that
the firm has created the position to help
achieve its financial goals and to improve its

management capabilities.

HIRING THE BEST PERSON

Firms may sometimes find it advantageous The hiring process

can take considerable
time, but it is worth
hiring the right person
the first time.

to create a more attractive position to obtain
the best person available. One way of doing
this is to make a portion of the time for the
financial position billable. For example, a
firm working for government agencies may
need someone with experience in regula-
tions and permits. By training the financial
manager in this work, a firm can free up a
technical person for other responsibilities.
In effect, the position can be more helpful
to the firm and more interesting for the
individual.

When a candidate applies for the posi-
tion of financial manager, he or she should
submit a résumé showing his or her educa-
tion and work experience. The firm should
thoroughly check all references. When
interviewing candidates, it is important to
determine whether they can work un-
supervised. A financial manager in an
architecture firm generally has no one to
turn to about technical financial questions.
Therefore, an individual who has worked
independently in smaller firms is likely to be
more comfortable in this position.

The hiring process can take
considerable time, but it is worth hiring the
right person the first time. In this process,
the firm needs to ensure that the individual
has the proper credentials, has experience
relevant to the firm, is prepared to listen
and understand the particular needs of the
firm, and is someone with whom principals

and managers feel comfortable working.
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m Fixed assets are recorded at their purchase
cost, and accounting records usually do not
normally reflect subsequent changes in the
market value of these assets. This principle is
used because there can be no argument about
the original cost of an asset, whereas its value
at any later time is a matter of judgment.
Depreciation reduces the cost of an asset

to reflect its decline in value over time.

m A firm is an entity separate from the
owners, and owners should never include
personal transactions in the firm’s business
records. This concept applies to a firm of any
size and of any form including a proprie-
torship, partnership, or corporation. Although
corporations are separate entities for tax and
legal matters and proprietorships and partner-
ships have aspects which are not, the records
of all three types of organizations should
reflect only transactions of the business.

m Accounting procedures assume a firm will
continue indefinitely into the future. This
assumption permits certain items to be set up
as fixed assets and depreciated over their
useful lives. Writing off the cost of an asset
over several years assumes the firm will
continue in business for an indefinite time.,

m Revenues should be matched as closely as
possible with their related expenses. The
practice of architecture involves acquiring
resources (labor, space, equipment) that are
costs to the firm. These resources are then
used to produce professional services. As
services are performed, the resources are
consumed and revenues are generated from
clients. The revenues flowing into the firm
replenish the resources previously consumed,
and the firm is again ready to perform new
services. The purpose of matching revenues
with expenses is to avoid overstating or
understating profits or losses.

If this matching process is not per- »»
formed, management can be misled about the
generation of profits or losses. For example,
consider the case of a structural engineer who
is performing services for an architect as a
consultant. The project is contracted on a
lump-sum basis, and the architect calculates
his percentage of completion on the project
based on the work he and the engineer have
performed to date. However, because the
engineer is late sending his invoice to the
architect, the architect overlooks the engi-
neer’s costs when adding up the costs of the
project to date. Consequently, the project
looks profitable and the architect thinks he
can spend more time on it than had originally
been budgeted. When the engineer’s invoice
arrives the following month, the project costs
could exceed the budget.

“Everything should
be made as simple
as possible, but not
simpler.”

Albert Einstein



m Reports are prepared on a conservative
basis. When values are not easily deter-
mined, accounting generally favors a
conservative approach to estimating them.
For example, when an architect believes an
account receivable will not be collected, a
reserve should be established against it.
Later, if the account is collected, the reserve
can be removed or applied against another

" doubtful account.

m Full disclosure is required. Accounting
reports should reflect all facts bearing on
transactions. Accounting practices should
not result in a financial picture made to look
either better or worse than it actually is.
Accounting requires that estimates be made
based on judgment, such as determining
the useful life of equipment, but these

estimates must be as realistic as possible.

m Consistency in preparing financial
reports is important in order to achieve a
reliable basis for comparison from year to
year. Analysis of trends gives an indication
of what is likely to occur in the future.
Statements prepared on a consistent basis
allow valid conclusions to be drawn from

them.

METHODS OF ACCOUNTING _

Two methods of accounting are commonly
used—the cash basis and the accrual basis.
A third method, a combination of the two
called the hybrid method, is sometimes
employed.

In accounting on a cash basis, revenue
is recognized when cash is received and
expenses are recognized when cash is paid.
Cash-basis financial statements are easy to
put together, which makes it possible for
people with little training in accounting to
prepare them. Essentially, cash-basis
statements give the status of the firm’s cash
position, similar to a checkbook balance.

Many architecture firms that never .
need to borrow money rely on cash-basis
financial statements because that is how the
tax returns are prepared. Since these
statements do not have to be shared with
people outside the firm, such as bankers,
they can be prepared in any way that
management prefers. Firm managers are '
mainly interested in using these statements
to monitor the firm’s cash position for tax
purposes.

However, financial statements prepared
on a cash basis do not give an accurate view
of a firm’s financial status. Cash-basis
statements do not reflect revenues the firm
has actually earned but simply the invoice
amounts clients have paid. Likewise,
expenses in cash accounting show only
costs that have been paid. For example, if an
insurance premium for the year is paid in

advance, cash-basis accounting would
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reflect the entire expense in the month in
which it is paid. At the same time, the state-
ment would not reflect a consultant expense
the firm had incurred but not yet paid.

Accounting on an accrual basis recog-
nizes revenue when it is earned, whether or
not payment has been received. Similarly,
accrual accounting recognizes expenses when
they are incurred, regardless of whether the
firm has made payment.

Many expenses such as rent, utilities,
and telephone are paid monthly. Some expens-
es are incurred and recognized before they
are paid. The most common example of this
type of expense is the cost of a consultant.
After a consultant bills the architect, the
architect bills the client but may not pay the
consultant until the client pays. On the archi-
tect’s books the invoice to the client is
a receivable, and the consultant’s fee is a
payable. In accrual accounting, the revenue
is recognized and the related expenses are
matched even though there has been no
exchange of cash.

What happens if the client does not pay
after the architect has recognized the rev-
enue? In this case, which should be rare, the
invoice is written off as soon as it is deter-
mined to be uncollectible. The concept of
accrual accounting is still valid.

Although accrual accounting is more
useful than the cash method for management
purposes, it is important to have the ability to
produce cash-basis statements as well. Tax
regulations permit certain professional service
firms to use cash-basis reporting for tax
purposes even when the firm uses accrual-
basis reporting for management purposes.
This distinction is important, because it allows
the firm to pay taxes on money when it is
received. The tax laws give this benefit to
professional services firms that do not have
inventories on the theory that taxable income
will even out over time. In exchange, these
firms pay taxes at the highest level, currently
35 percent, rather than on a graduated basis.
The firm’s accountant will make the necessary
conversion from accrual to cash basis at year’s
end when tax returns are prepared.

Tax regulations permit
certain professional
service firms to use
cash-basis reporting for
tax purposes even when
the firm uses accrual-
basis reporting for
management purposes.






a list of projects that are exceeding their
budgets by 10 percent would appear in an
exception report, as illustrated in exhibit 3-3.

Exception reporting directs managers’
attention to areas currently experiencing
problems, but it does not give any indication
of impending difficulties. A careful analysis of
all the projects might give a better indication
of where managers should spend their time.
Projects that are about to exceed their budget
can often be corrected, whereas those already
over budget are usually difficult to bring back
into line.

Common-size reporting

Common-size reporting presents financial
information on a percentage basis in order

to examine the relationships between various
accounts. For example, on a balance sheet, the
total assets would be 100 percent, and each
account would be a percentage of the total.
Although this presentation makes it possible
to compare a firm with firms of different sizes,
the usefulness of the comparison is limited
because different firms have different charac-
teristics. Nonetheless, common-size state-
ments may give managers useful insight if the
firm shows widely different characteristics
than its peers. For example, a firm with a debt
load higher than comparable firms would indi-
cate that it is vulnerable in case of a downturn
in revenues. Exhibit 3-4 illustrates a common-
size financial statement,

TYPES OF FINANCIAL REPORTS

Balance sheets and income statements
represent the two basic types of financial
reports. The balance sheet is a status report
for a given point in time. The income state-
ment is an activity report for a specific period
of time summarizing financial activities that
have occurred since the last balance sheet
statement was issued. The income statement
shows revenues and expenses for its reporting
period along with the resulting profit or loss,
identifying financial activities that have given
rise to changes in the balance sheet. Each

of these reports is discussed below in
further detail.

Balance sheet

The balance sheet in exhibit 3-1, shown in
the format of a variance report, provides a
financial snapshot of a firm on a given date.
The structure of the report is best illustrated
by the following formula:

assets = liabilities + owners’ equity

Assets consist of what the firm owns, liabilities
are what the firm owes to creditors, and own- -
ers’ equity is what the owners have invested
in the firm.

Assets are traditionally shown on the
left side of the balance sheet and liabilities on
the right. Alternatively, when a vertical format
is used, assets are presented first, followed
by liabilities and owners’ equity. Assets are
categorized as current, fixed (long-term),
or “other.”

The balance sheet
provides a financial
snapshot of a firm on
a given date.



m Current assets are those likely to be con-
sumed within one year and include such
accounts as receivables, unbilled revenues,
and prepaid expenses. Receivables and
unbilled revenue represent the value of
services rendered by the firm and will, in
time, be converted into cash. Prepaid
expenses represent costs to the firm that
have not yet been used in producing

services.

m Fixed assets (also called furniture,
fixtures, and equipment) include long-term
assets that are subject to depreciation, such
as buildings, automobiles, furniture, com-
puters, and equipment. The value of these
assets diminishes over time as they wear
out. Computers, in particular, become
obsolete quickly and need to be replaced.
Depreciation is an accounting procedure
whereby a portion of the cost of these

assets is written off over their useful lives.

m Other assets may include the cash
surrender value of life insurance policies as
well as long-term investments or property
owned by the firm that is unrelated to its

business activities.

Liabilities reflect what the firm owes to
creditors, including bank debt. Liabilities
are subdivided into current and long-term
liabilities.

s Current liabilities include those that will
come due within a year, such as notes and
accounts payable, taxes, and interest
payable. Deferred taxes also fall into the
category of a current liability. Since de-
ferred taxes are often not well understood,
they are discussed briefly below.

Most firms pay taxes on the cash basis.
However, when financial information is
prepared on an accrual basis by an outside
accountant, deferred taxes usually appear.
They basically represent the difference
between what is owed in taxes on the
accrual versus the cash basis, although
there may be other items in the account as
well. Deferred taxes are taxes that eventu-

ally will have to be paid on accounts receiv-

3

able and work in progress. They represent a
liability that most firms will not have to pay
directly since new accounts receivable are
being generated as the old ones are collect-
ed, creating a kind of rolling liability. If a
firm were to go out of business, there would
be a tax liability as the receivables are
collected.

m Long-term liabilities include obligations
that will come due in more than a year, such
as portions of notes and mortgages that are
beyond the twelve-month cutoff.

The owners’ equity represents the
owners’ investment in a firm and is the
difference between assets and liabilities.
This equity is called stockholders’ or share-
holders’ equity in a corporation and
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Reimbursables are expenses that the
client has agreed to pay for over and above
payments for professional services. It is
important to remember that financing
reimbursables and administering consultant
contracts represent costs to the architec-
ture firm. If these financing and admin-
istrative costs are not covered by marking
up the pass-through expenses, then those
costs come out of the architect’s profit on a
project. That is why it is standard practice
to add a markup of at least 10 percent to
reimbursable expenses when they are billed
to a client.

Nonoperating revenues are derived
from sources other than projects and
include income from rental properties or
interest on investments. These revenues
usually constitute a minor portion of the
firm’s revenues, but they contribute to the
firm’s profit.

Future revenue that can be generated
on existing contracts but has not been
earned or billed is called backlog. Backlog
does not appear in financial statements.
However, the firm should keep track of the
value of new contracts and work remaining
on current projects.

Revenue that has been earned but not
yet billed is called unbilled revenue and is
carried on the balance sheet as an asset.
Unbilled revenue becomes a receivable
account when an invoice is sent to the
client. Unbilled revenue is also called

“work in progress” or unbilled services.

Revenue billed before it is earned T

should be reflected in the balance sheet as A goal of financial

management is to
match revenue with
expense, both

in type and timing.

a liability called deferred revenue or as
negative work in progress. The recognition
of this revenue is delayed until it has

actually been earned.

Expenses J
Expenses are categorized as nonoperating,
reimbursable, direct, or indirect. A goal of
financial management is to match revenue
with expense, both in type and timing.

Nonoperating expenses, which are
expenses not related to the primary mission
of the firm, should be matched with non-
operating revenue. Examples of nonoper- )
ating expenses include the costs for rental
property owned by the firm as well as
expenses associated with investments.
These expenses should be matched against
the corresponding revenues for these items
to determine profit or loss.

Reimbursable expenses should be

offset against reimbursable revenues.
Any markup on reimbursable expenses will
contribute to the firm'’s profit as long as
associated expenses, such as the interest
cost for carrying these expenses, are cov-
ered. Items usually agreed to as reim-
bursable expenses include transportation in
connection with projects; living expenses
in connection with overnight out-of-town
travel; long-distance communications; fees
paid for securing agency approvals; costs
for reproducing documents; and project-

related postage and shipping charges.

27
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An overhead rate is calculated by
dividing direct labor, meaning labor
charged to jobs, into total overhead con-
sisting of payroll burden and general and
adfninistrative expenses. Industry statistics
show that, on average, for every dollar of
direct labor, an additional $1.67 of overhead
must be covered before profit is earned
(see exhibit 3-5). The DPE ratio moves the
payroll burden from the numerator to the
denominator.

Since the results are significantly
different, it is important clearly to define the
terms for each when calculating the above
ratios. Some clients react more favorably to
overhead rate while others prefer the DPE
ratio. Therefore, it is important to under-
stand the client’s preferences and comply
with them.

Using industry-established norms, $1.00
in direct labor plus $1.67 in overhead means
that total cost is $2.67. If the firm achieves a
3.0 multiplier on its direct labor, the
difference—or 33 cents—represents profit,
which amounts to about 12 percent on costs
or 11 percent in revenues. With this infor-
mation, management can determine the
lowest multiplier to accept before profit is
eliminated. In this example, the break-even
multiplier would be 2.7.

INTERPRETING FINANCIAL STATEMENTS

The architect needs to know how to read
the financial statements to gather the
information that is important to the firm.
Significant changes in individual accounts
from month to month need to be investi-
gated and the reasons for the changes
determined. After a while, the architect will
gain an understanding of the financial char-
acteristics of the firm so that the changes
will be better understood. For example, a
percentage increase in the chargeable ratio
(to be discussed in chapter four along with
other indicators) can often translate into an
immediate effect on profit for that month.
A slippage in revenues can likewise be
expected to have a certain impact on profit.
For example, a 1 percent decline in
revenues might be expected to decrease
profit by 4 to 5 percent.

The architect needs to
know how to read the
financial statements to
gather the information
that is important to the
fim.

)
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m Ratios are calculated from accounting
statements and therefore are only as valid as
the accounting data. If the accounting data are
not accurate or up-to-date, the ratios may be

misleading.

m Ratio analysis requires comparison and is
most useful when current experience is
related to prior performance or to a budget.

Comparison with similar firms can also

provide insights.

m Ratio analyses are most helpful when trends
are established. They can then be studied
over several years, while attempts are made to
improve them.

m Ratio analyses are meaningful only if the
person using them understands the limitations
and characteristics of each ratio.

m Ratios do not provide clues to problems or
offer solutions, although they identify condi-
tions that may need further study. Improve-
ment of a ratio is not always possible because
changes necessary to improve one ratio may
produce unfavorable results in another.

Generally, it is necessary to look beyond a
ratio to find the cause of a problem and to
suggest solutions. When using ratios to gauge
the performance of a firm, architects should
attempt to maintain them in reasonable
ranges. By studying ratios over time, a firm
can better determine the range in which it
operates. The relevance of particular ratios
may change over time as a firm grows in size
and capabilities.

Many types of ratios can be developed,

so architects must determine which ones are In an architecture

most appropriate for their firms. For example, firm, the bottom line
in an architecture firm, net revenues are a is profit before taxes
more important measure of revenue than and distributions.

gross revenues.
This chapter discusses four categories
of ratios (see exhibit 4-1):

a profitability ratios, which measure the
overall effectiveness of a firm’s financial

operations

m productivity ratios, which measure the

overall efficiency of a firm'’s operations

m activity ratios, which measure how well
certain resources are being used

m liquidity ratios, which measure the extent to
which a firm is financed by debt and equity.

PROFITABILITY RATIOS

In an architecture firm, the bottom line is
profit before taxes and distributions. Distri-
butions include discretionary payments, such
as bonuses, profit-sharing contributions, and
employee stock ownership plan (ESOP)
contributions. The employer matching
contribution to a 401k plan may or may not be
considered discretionary.

Profit-sharing plans, ESOPs, and 401k
plans with matching funds are categorized as
defined contribution plans, and there are
limitations on how much can be contributed to
these plans each year. The amount is largely
determined by how much the firm earns and
can afford to contribute each year. The



eventual payout to the participant is based
on the amount of money in an individual’s
account at retirement. Pension plans, on the
other hand, are categorized as defined
benefit plans. The amount of benefit to the
participant at the time of retirement is
based on an individual’s most recent salary
or some other defined amount. Actuaries
determine the contribution needed each
year to provide the ultimate benefit.
Pension plans are not considered discre-
tionary because these payments must be
made each year.

Profitability ratios may be used to
compare profits with net revenues, gross
revenues, return on assets, and return on
net worth. The ratio for profits on net rev-
enue indicates the efficiency with which a
firm produces professional services. This
ratio is one of the better measures of finan-
cial performance and is the one most com-
monly used by architecture firms. An
important assumption underlying the use of
this ratio is that salaries have been paid for
all staff, including owners, commensurate
with their role as employees and that bonus-
es are identified as separate payments. The
ratio of profits on gross revenue takes into
account profits earned on pass-through
items as well. This ratio is not as meaning-
ful as the ratio measuring profits on net
revenue.

Profits calculated after discretionary
items and taxes are also less meaningful
because they are derived from managed
numbers. Therefore, ratios of return on

assets or return on net worth are expected ]
to be small because most firms distribute What target
profits as bonuses and minimize taxes paid should a firm have
by the firm. for profitability?

‘What target should a firm have for Budgeting for a
profitability? Budgeting for a 20 percent 20 percent profit is

profit is not unreasonable. Some well- not unreasonable.

managed firms that control their costs and
make sure they get paid for their work
consistently reach these or even higher
levels. Industry averages, however, show
that most firms do not come close to
achieving these results.

PRODUCTIVITY RATIOS
Productivity measures the degree to which
project efforts are able to generate earned
revenue. Productivity ratios include net
multipliers of direct labor expense, revenue
per “full-time equivalent” employee, payroll
utilization ratios, and chargeability ratios.
A net multiplier ratio indicates how
well a firm converts direct time into
revenue. This ratio is obtained by dividing
dollars of net revenue by dollars of direct
labor expense. Note that net revenues
eliminate all subcontractor and reim-
bursable expenses and represent only the
revenues generated in the direct labor
category. It is important to calculate net
multiplier ratios consistently from one time
to the next; otherwise, the comparisons will

not be meaningful.

36
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The net revenue per total staff ratio shows
the rate at which a firm is able to generate net
revenue per full-time equivalent staff member.
(Sometimes, this ratio is also calculated for
net revenue per technical staff member.) Use
of full-time equivalents is more representative
because variations in overtime and part-time
efforts are reduced to a common denominator.
Full-time equivalents are calculated by
dividing the total number of hours (direct plus
indirect) in a year by 2,080 hours (40 hours
per week x 52 weeks). The ratio then
becomes meaningful as a basis of comparison
among firms and for the same firm over time.

The salaries per total staff ratio indicates
the average salary for the firm. It is calculated
by dividing total salaries by the total number
of full-time equivalent staff.

The overhead rate and chargeable ratio
represent two types of utilization ratios.

The overhead rate is a measure of how
efficiently a firm is operating. It is determined
by dividing the payroll burden and general
and administrative expenses by the cost of
direct labor. A high overhead rate indicates
inefficiency and can often be traced to lack of
billable time on the part of principals.

The chargeable ratio is one of the most
useful ratios for an architecture firm. This
ratio indicates the proportion of total staff
time devoted to projects. Expressed as a pe-
rcentage, the calculation for this ratio divides
the direct labor hours by the total hours
available. The higher the percentage, the
better chance the firm has to be profitable,

assuming the chargeable hours can be billed. I

A chargeable ratio can also be calculated A high overhead

rate indicates ineffi-
ciency and can often
be traced to lack of
billable time on the
part of principals.

using direct labor expense divided by the total
payroll where payroll equals direct labor plus
indirect labor. This ratio (based on dollars)
will be lower than the chargeable ratio figure
(based on hours) because higher paid people
are generally less billable.

ACTIVITY RATIOS

Activity ratios show how effectively a firm is
using its resources. The activity ratios dis-
cussed here measure the average collection
period, unbilled fees against work in progress,
the net fee backlog against net revenue, and
net fee backlog as day’s revenue.

One of the most important activity ratios
is the average collection period ratio, which
indicates the number of days required to
collect accounts receivable. This ratio is
derived by dividing the dollar amount of the
average accounts receivable by the average
amount of gross revenue received per day.
The average collection period should be
maintained at a reasonably low level to mini-
mize bank financing. The industry average is
around 69 days; in other words, it takes 69
days from the time invoices are sent until a
check arrives. Careful management can
reduce the average collection time by
several days or even weeks.



A general indication of the costs or
savings involved in an average day’s collec-
tion can be found by multiplying one
average day’s revenue by the average cost
of capital, that is, the average rate paid for
bank loans or the desired rate of return on
owners’ equity. Thus, if an average day’s
revenue is $1,000, bank loans cost 10
percent, and 10 percent is also the minimum
return required by the owners, each day’s
average revenue of $1,000 requires an
average of $100 in financing cost for a year.
If the firm can reduce its average collection
period by 20 days through more aggressive
follow-up on past-due accounts, its financing
costs will be reduced by about $2,000 and
its financing requirements by $20,000 over a
year. The savings are even more dramatic
during periods of high interest rates.

The ratio of average unbilled work in
progress is figured by dividing the dollar
amount of average work in progress by the
average dollar amount of gross revenue per
day. The industry average is 29 days. With
monthly billing on all projects and a uniform
output per day, unbilled fees for work in
progress should average closer to 15 days.

Backlog ratios examine work under
contract that is not yet complete and are a
key indicator of where the firm will be in
three or four months. Examples of backlog
ratios include net fee backlog per net
revenue and net fee backlog per days of
revenue. The first is calculated by dividing
the amount of contracted backlog work by

the net revenue. The second is calculated

by dividing the net fee backlog by the daily
revenue. ,
The direction of backlog is more im-
portant than actual backlog figures them-
selves. If the backlog ratio is increasing, it
means the firm may have to start looking
for staff because it takes time to hire people.
If the ratio is decreasing, it means the firm
is running short of work, and principals
need to step up their marketing efforts.
Backlog is sometimes hard to define.
For example, it is difficult to calculate
backlog on indefinite quantity contracts
when a government agency gives out work
under a master contract on a work order
basis. It is also difficult to estimate backlog
on certain hourly contracts. In all cases,
however, the most important éonsideration

is to estimate backlog conservatively.

LIQUIDITY RATIOS

Liquidity ratios are intended to test the
firm’s ability to meet short-term obligations.
Liquidity is related directly to working
capital, and shortterm liquidity is best stud-
ied through cash flow forecasts, as
described in chapter 11.

The current ratio is often portrayed as a
measure of liquidity. It is defined as current
assets divided by current liabilities. Most
bankers like to see a current ratio of at least
2, meaning the firm has $2 of current assets
to cover $1 of current liabilities. The current
ratio says nothing of future activities that
will convert current assets to cash or match
the timing of current liability obligations

Backlog ratios...are a
key indicator of where
the firm will be in three
or four months.
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likely to be considered nonexempt if he

or she works under close supervision.

A problem could arise, for example if a dis-
gruntled employee triggered a Department
of Labor audit.

INDEPENDENT CONTRACTORS
Another personnel issue facing architects
is the status of independent contractors.
The IRS definition of an independent
contractor is tested by a series of questions
about conditions under which an individual
works. Unfortunately, the IRS definition of
what constitutes an independent contractor
and the method for determining this has
caused more confusion than it has resolved.
Nevertheless, many architecture firms
use independent contractors to keep
personnel costs under control in cyclical
periods. If in doubt about whether an
individual is an independent contractor, it
is best to classify him or her as an employee
and pay the taxes. It will be much less
expensive than facing an IRS challenge.
Further problems could arise if a person
were hurt on the job and filed a worker’s
compensation claim. Workers’ compensation
insurance is designed to shield employers
from claims by employees for injuries
suffered on the job. However, only bona fide
employees are covered by this insurance.
An individual could file a claim, and it could
later be determined that he or she should
have been covered as an employee but was
classified as an independent contractor to save
payroll taxes. Under these circumstances, the

insurance company could deny coverage and
the employer would be responsible. Back
payroll taxes as well as penalties could also
be assessed in this situation.

In cases involving exempt/nonexempt
employees and independent contractors, it is
best to follow the law to the letter. This is true
because, in case of a challenge, the burden of
proof is on the employer and the sympathy of
the court is usually with the employee.

SCHEDULING OF STAFF
Matching workload generated by projects
with staff available to perform the work is a

continuing challenge for principals in an

architecture firm. Forecasting total staff needs

and making project assignments are critical
parts of this process. Perfect alignment of

staff available with project demand is seldom

realized, as there is usually either too much or

too little work for the staff available. Staff

leveling is the process of smoothing project

demands to align more closely with the supply

of personnel time and talent.

Perfect alignment of
staff available with
project demand is
seldom realized, as
there is usually either
too much or too little
work for the staff
available.



The matching process has three dimen-
sions—people, projects, and time. Leveling
requires forecasting project personnel re-
quirements, forecasting personnel available
to satisfy these requirements, and matching
the two forecasts for periods in the future.
The task is not always easy given the
variability of project services and schedules
on the one hand and the variability of effi-
ciency, talents, and staff availability on the
other.

Assigning staff to projects is at least
a weekly, if not daily, task of project
managers. The financial impact should be
clear: If project work is not productive, the
firm will not reach its profit goals. The
discussion here focuses only on the larger
problems of matching total staff needs with
total staff available. The process described
can be implemented at the firm level or at
more detailed levels, such as studios,
departments, or employee classifications.
The size and nature of the projects will
determine the level of detail employed.
Suggested steps are outlined here:

m Forecast the hours required to complete
each project (by whatever detail of phase or
service the project warrants).

m Distribute those hours across the
planning period. A week is the usual time
frame considered and three to six months is
as long a planning period as is useful in
most firms. The project managers decide
the number of hours needed for each

project in each of several upcoming weeks.
This forecast gives a demand profile.

m Forecast the number of direct labor
hours available based on the available staff
and the expected chargeable ratio or
percent of total time expected to be
chargeable to projects.

a Distribute these hours over the weeks
of the planning period used in the demand
profile. Consider additions to and sub-
tractions from staff occasioned by newly

hired and terminated employees. If the total

number of personnel is small, vacations,
illnesses, leaves of absence, and other
reductions in available staff time can cause
significant fluctuations in available direct
time. This forecast provides a profile of

available time.

m Subtract one forecast from the other to

yield the number of hours per week that is .

either excess demand (too much work) or

excess capacity (too little).

Assigning staff to
projects is at least

a weekly, if not daily,
task of project man-
agers. The financial
impact should be clear:
If project work is not
productive, the firm will
not reach its profit
goals.
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results with the desired results in the plan.
Business plans are also useful for highlighting
unplanned events and making corrections.
They must be reviewed and refined contin-
ually so a firm’s financial planners can assess
where the firm is headed and what progress

it is making toward the defined goals.

Long-range planning (that is, 12 months
or longer) is difficult because management
often cannot see beyond three or four months.
However, because it takes time to hire people,
open and close offices, and enter new mar-
kets, it is important to undertake it.

Managers must be responsible for
making planned events happen. The financial
manager must monitor a firm’s progress
toward its goals and communicate significant
variances to the principals and others involved
in the planning process. Variances from the
plan are identified and analyzed. When pos-
sible, corrective actions are taken to bring
operations into line with the plan or the plan is
revised to more nearly reflect reality.

Analysis of performance against the plan
can identify trouble. When are direct expenses
excessive for revenues generated? When
should indirect expenses be altered? When
does new revenue need to be acquired to
maintain a reasonable workload and to
achieve expected levels of operations? When
should profit goals be reduced? Analysis can
also recognize success in meeting a plan’s
goals. '

ESTABLISHING FINANCIAL GOALS ]
Profit provides a return on investment and Profit sustains the
rewards the owner for risks involved. Profit firm in periods of
sustains the firm in periods of recession and recession and

provides a vehicle
for growth.

provides a vehicle for growth.

It is important for an architecture firm to
establish an annual profit goal. Each firm has
its own reasons for doing this. For example,
the principals may want to increase personal
compensation, add more to their profit-sharing
plan, or retain earnings for future growth or .
downturns. Although these are legitimate
reasons for setting profit goals, the targets
must be realistic and obtainable. Many factors
such as the level and quality of services
rendered, productivity of employees, and
investment in technology with long-term
payoffs, help to determine whether a partic-
ular profit goal can be achieved. Unrealistic
profit goals can be harmful if they force a firm
into unwise business practices that could
tarnish its reputation, impair performance of
personnel, or threaten financial stability.

The profit goal is the level at which
reasonable goals of the firm can be met to
satisfy short-term uses of profits without
sacrificing the long-term health of the firm.
For example, high profits often can be
achieved in the short term, but such profit
levels may only be attainable if the firm fails
to keep up with state-of-the-art technology,
which will require greater future expen-
ditures. Likewise, paying personnel below
market levels can result in loss of staff, and
cutting back marketing efforts may lead to a

future decline in revenues. Determining the



proper balance between short- and long-
term profitability is a difficult management
task that is unique to each firm.

ANNUAL BUSINESS PLAN

The business plan is a form of a budgeted
income statement—a statement showing
what the firm wants the performance to
look like for the planning period. Assuming
the firm’s goals have been established and a
marketing plan (discussed below) and
financial goals have been defined, the next
steps are to develop a budgeted income
statement. First, the firm sets the target
revenues for the period based on a
marketing plan, which has its roots in the
stated goals of the firm. Second, the firm
estimates the direct labor and reimbursable
expenses required to generate those rev-
enues. Third, indirect expenses are estima-
ted to support the firm at the budgeted
level. Fourth, the budgeted income state-
ment is assembled. The bottom line is

planned profit.

MARKETING PLAN

The marketing plan identifies the volume

“There are

of revenue for a firm to acquire during a three principles in

planning period. It also identifies broad architecture: get the
strategies and specific actions for marketing ~ work, get the work
that will produce the target revenues. and get the work.”

For budgeting purposes, this information is Louis Hellman

summarized into the amount of revenue the
firm can expect to acquire from various
sources. (See exhibit 6-1 for a sample
marketing plan.)

Sources of revenue can be forecast
based on a market analysis. For example,
potential market segments might be 50
percent residential, 40 percent commercial,
and 10 percent religious. This split is based
on past patterns of the firm’s work as
modified to estimate new projects expected
in the planning period. Other factors can
also be used in the analysis of potential
markets. For example, they could be stud-
ied by project type, client type, geographié
location, or the form of professional
services.

Projects can be classified as residential,
religious, health-related, industrial, educa-
tional, and so forth. Clients can be catego-
rized as government (federal, state, and
municipal), individual, corporate, and
institutional. Geographic location, which
could be a detailed level of the project and
client segments, is useful for firms with
multiple offices or a specialized practice
covering a broad geographic base. The type
of service to be rendered—planning,
feasibility studies, full architectural services,
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DIRECT LABOR ESTIMATE

When project revenues to be earned in the
planning period have been targeted, the cost
of the efforts to produce those revenues
must be estimated. This is shown in the
direct labor estimate (see exhibit 6-2).

A direct labor estimate determines the
projected capacity of a firm during a plan-
ning period. Capacity means the potential to
produce project revenues, given a forecast
of staff, salaries, and chargeable ratio. An
estimate of the anticipated number and mix
of staff leads to an estimate of the revenue
volume that could be generated. The differ-
ence between the target revenues and
anticipated capacity of a firm is a measure of
whether it is staffed adequately. If the target
revenues are greater than the anticipated
capacity, additional personnel or higher
productivity will be required. If the target
revenues are less than the anticipated
capacity, either the target can be increased
if the market potential exists or the firm will
need to reduce its staff. There are four steps
in estimating the capacity of a firm to

generate revenue:

m Establish compensation for all staff
(employees and principals).

m Estimate targets for time utilization
for all staff.

m Distribute time and salaries
to direct and indirect activities.

m Estimate probable revenues to be

generated from direct labor expense.

To implement these steps, begin by
establishing and forecasting salaries for all
staff (employees and principals). Then
distribute time and salaries by means of the
chargeable ratio. In distributing time, the
standard number of hours for the planning
year must be decided, significant indirect
activities must be identified, and chargeable
ratios must be established for both
employees and principals.

For hours available in the standard or
base year, most firms use 2,080 hours
(52 weeks times 40 hours per week).
Whatever number is chosen should be used
consistently in all budgets. Typically, higher
percentages of the time of design and
production staff will be directed toward
project work, and lower percentages of the
time of personnel involved in marketing and
general office activities will be devoted to
projects.

In establishing the distribution of salary,
list each employee together with estimated
annual salary and percentage distribution of
time to direct and indirect activities. Also list
by function anticipated positions that will be
added to the staff during the year. For
these, show the estimated salary prorated
for the portion of the planning period they
will be employed. The chargeable ratio can
then be applied to salaries to distribute the
costs to direct and indirect labor.

The difference between
the targeted revenues
and anticipated capacity
of a firm is a measure of
whether it is staffed
adequately.
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As a check on this method of estimating
the capacity of a firm, estimate probable
revenue. This can be accomplished by apply-
ing a multiplier to the direct labor expense.
This multiplier indicates the dollars of revenue
generated per dollar of direct labor expense
and should be the same multiplier used in the
profit plan (discussed later in this chapter).
The expected revenue figure derived in this
way indicates the approximate capacity of the
firm under its anticipated staffing plan for the
planning period. This estimate should then be
compared with the revenue generated in the
marketing plan.

Consultant fees may constitute a
significant portion of project expense if a firm
does not have these capabilities in-house.
Firms specializing in one or more project
types may need to consider subcontracting to
specialists in such areas as programming,
lighting, acoustics, and food service. Experi-
ence in past relationships and anticipated
" requirements for specific projects during the
planning period will help firms estimate these
expenses.

Other direct expenses for projects can be
incurred for such items as out-of-town travel,
long distance communication, copying and
reproduction of documents, and shipping and
handling. These expenditures must be
charged as direct expenses if they will not be
reimbursed by the client.

OVERHEAD EXPENSE BUDGET

Indirect expenses, also called overhead, are
expenses that are necessary for the conduct of
business but cannot be charged to a project.
Indirect expenses are aggregated and each
project is charged with a part of the total
indirect expenses. The allocation is usually
based on the portion of the total direct labor
expense a project bears for the period.
Indirect expenses consist of two broad
categories that include indirect labor and
nonlabor expenses.

Indirect labor expense covers all efforts
that are a necessary part of the practice but
do not directly generate revenue: marketing,
business management, secretarial, accounting,
general administration, paid time off (holiday,
vacation, sick), and continuing education.
Since these activities do not directly generate
revenue, their cost must be borne by revenue
generated by direct labor expense. All
personnel time, including that of employees
and principals, must be charged either to
projects as direct time or to an overhead
activity as indirect time.

Indirect labor expense is usually
estimated as a percentage of total payroll.
Total payroll equals direct and indirect labor
expense. A firm may first estimate the total
payroll necessary to produce the planned
revenues and then estimate an appropriate
chargeable ratio to determine direct labor.
The balance is then assigned to indirect
activities.

Other indirect expenses are for nonlabor
items. They are based on the size and mix of

Indirect expenses...

are necessary for the
conduct of business but
cannot be charged to a
project.



staff, project types, services provided,
market area covered, and plans for growth.

Indirect expenses may be estimated by
general categories, using percentages of
revenue, direct labor expense, or total
payroll. Sometimes the indirect expense is
committed for a specific period, such as
expenses for leased space or automobiles.
The major categories of indirect expenses

are

m Payroll benefits (FICA, unemployment
insurance, workers’ compensation

insurance)

m Other benefits (employee group life and
health insurance, continuing education
assistance)

m Office expenses (rent, utilities, postage)

m Legal and financial expenses
(accounting, professional liability insurance)

m Automobile and travel expense
(automobile gas and oil, insurance,
and mileage)

m Depreciation and amortization
(furniture and equipment, vehicles,
leasehold improvements)

m Marketing/public relations/business
development (brochures, conventions,
business entertainment).

The proper number of indirect expense L
items will be different for each firm. The Reducing marketing
need for information should be established expense may jeopardize
first, and then the number and detail within the ability to acquire

the indirect expense accounts can be tai- new work in the future.
lored to those needs. This part of the over-

head expense budget should be as detailed

as appropriate to facilitate the budgeting

process and later analysis of performance.

Exhibit 6-3 illustrates an overhead expense

budget.

In developing budgets for indirect
expenses, principals should consider

the following:

m Last year’s actual amount should not be
accepted automatically as a guideline for this
year. Consider changes in project mix, per-
sonnel, technology, and the general econ-
omy to justify any increase or decrease

in expense.

m Focus attention on accounts the firm can
best control. Some indirect expenses such
as‘FICA and workers’ compensation can be
controlled only through the number of
employees hired. Expenses more easily
controlled by the firm include those for
business development, training, and
management perquisites.

m Short-term economies can be misleading.
For example, reducing marketing expense
may jeopardize the ability to acquire new
work in the future. Similarly, reducing
certain kinds of insurance may be unwise.
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s Increased productivity can generate more
revenue per dollar of direct labor expense.
Spending for technology rather than
personnel typically shifts some costs from
variable labor expense to fixed nonlabor
expense. However, it is important to keep
office technology current to avoid the neces-
sity of spending large amounts in a short

time to catch up.

PROFIT PLAN

Once figures for labor and overhead
expenses have been generated, the firm
should develop a profit plan. A profit plan
establishes the targeted profit a firm hopes
to achieve and it can be used as the basis for
pricing projects, which will be discussed in
the next chapter.

The profit plan, as shown in exhibit 6-4,
recognizes that the principals are entitled to
a return on their investment and that staff
members may share in the operating profit
generated by the firm. The return on
investment is usually combined with the
principals’ bonuses into one figure called
the principals’ bonus. This is because return
on investment is actually a dividend that
would be double-taxed, at both the firm and
the individual level.

Although it is a goal, the profit plan
recognizes that all projects cannot be
accomplished at the 3.2 multiplier shown in
Exhibit 6-4. There can be other business
reasons and considerations why the
principals may decide to take a project for a
lower multiplier.

ASSEMBLING A BUDGETED

INCOME STATEMENT

The goal of estimating revenues and
expenses is to project how a firm’s income
statement might look at the end of a
planning period. To study the results of
these decisions, the figures are assembled
as an income statement (see exhibit 6-5).
When the plan is assembled, it can be
analyzed by asking questions, examining its
profitability, calculating financial ratios,
comparing it to the firm’s capacity to
generate revenue, and having managers
assess its probability of success. A few ques-
tions to be asked are listed below. Answers
to these and similar questions can help

assess the reality of the plan.

m Does the firm have the ability to
acquire projects in size and number that
will produce the revenue needed to support

the plan?

m Can the revenue be produced with
the direct labor budgeted? - -

m Does the level of revenue provide enough
growth or too much growth for the health
of the firm? : ' S

P
Bl e

m Can outside consulting services be

obtained at the expected cost in the time

period estimated?

m s the chargeable ratio and distribution of
total labor expense to direct and indirect

categories reasonable?

A profit plan establishes
the targeted profit a firm
hopes to achieve.
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Effective project management

is essential for the successful
architecture firm. Even before a
project starts, e;rchitects can affect
profitability when they price and
negotiate contracts for design
services. The basic steps involyed
in this process are developing
thought-out project plans and
budgets, addressing factors that
affect profitability, evaluating and
selecting appropriate compensation
methods, and developing well-

defined agreements.

Financial success in terms of profit begins
with negotiating adequate payment for the
services to be rendered on a project. In this
case “adequate” means sufficient to cover -
all costs, plus a reasonable profit, for the
firm’s efforts. The agreement with the client
establishes the amount of compensation,
timing, and method of payment. Firms
should negotiate agreements carefully and
amend them as needed during the project to
reflect changes in the scope of services.
Verbal agreements between the client and
the firm need to be immediately docu-
mented so there are no questions at the

time of billing.

PROJECT SUMMARY REPORTS

One of the most valuable resources for
pricing projects is the summary report that
project managers prepare at the end of a job
(see exhibit 7-1). These reports may be in
the form of a memo to the file describing
the project and pointing out its strengths
and weaknesses. The project manager
reviews what was difficult about either the
client or the job that created problems.

If the job experiences cost overruns, the
project summary gives the reasons for this.
It is useful if the project summary
contains various comparisons such as labor
costs as a percentage of construction costs,
labor costs per square foot, and labor hours
per drawing. These comparisons serve as a
cross-check on a budget prepared by hours

and dollars. Further comparisons of these
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unique design, he or she has performed a however, brings up another problem. Many —
valuable service. In such cases, being firms work for government agencies that Architects should take
compensated for more than the value of the  have what they call an overhead cap. The into account escalating
hours expended is fair. agency will pay no more than a certain rates when pricing

Some clients view architectural services  amount, say 130 percent of direct labor, for projects. Escalated rates
as a commodity to be given to the lowest overhead. Most firms will not be able to provide for charging
bidder. If an architect specializes in this cover their costs if they include computer rates that are in effect
type of work, it is wise to have efficient and  costs within these caps. Therefore, a firm while the work is being

accomplished.

repetitive systems in place to deliver ser- must decide whether to work for these

vices quickly at the lowest cost.

PRICING COMPUTER SERVICES

Computer time can be charged either
directly or indirectly. It is rarely charged as
a direct expense in the private sector, but
certain public clients expect it. To derive an
hourly rate for computer services, annual
computer costs are divided by an estimate
of total hours per year. Every project that
uses the computer is then charged the
hourly rate and none of these costs are
included in the overhead rate. The hourly
rate for computer charges does not include
the cost of operators, nor does it include
any profit.

Direct costing of computer time was
used more extensively in the past. Today,
clients expect architects to use computers
on all projects, which means computers are
becoming more like other overhead
expenses. The idea of direct costing seemed
fair in the past because it meant only jobs
that required computers were charged. Now
that virtually all projects require computers,
direct charging is being done away with and
all costs go into overhead. This approach,

agencies and accept a lower profit.

ESCALATION FACTORS
Architects should take into account
escalating rates when pricing projects.
Escalated rates provide for charging rates
that are in effect while the work is being
accomplished. As an example, consider a
project awarded in January, with work
beginning in June and finishing in
December. Historically, the firm has given
6 percent wage increases each year. It is
therefore necessary to escalate the salaries
in the proposal to the midpoint of the proj-
ect, which is September. January salaries
need to be escalated by three-fourths
of 6 percent, or 4.5 percent. That way,
compensation reflects the salaries in effect
while the job is in progress. Along with this,
the firm should keep vendor prices current
so the firm does not experience a loss on
these items when it submits reimbursable
expenses.

When projects extend over more than
one year, it is important to discuss the
escalation factor early in negotiations with

the client, especially certain government



clients. Government agencies apply
escalation extensively on large defense
contracts. Architects should not hesitate to
remind government negotiators that the
same principles should apply to smaller
architectural projects.

COMPENSATION METHODS

There are several methods for compen-
sating architectural services. They can be
based on a percentage of construction cost,
on an agreed-upon fixed amount (lump
sum), on the costs incurred by the architect
(costs plus fixed fee), and on the numbér of
units of construction. These methods can be
used independently or in combination.

Regardless of the compensation
method, it is important to carefully plan for
reimbursable and direct expenses, what
indirect expenses will be allocated, and what
profit is expected. It is important also to be
certain that the agreement for services
permits proper and timely billings. Using
the standard AIA contract documents will
ensure an architect has negotiated the best
terms and has not overlooked any important
clauses.

Several methods of contracting for
services are described below. Exhibit 7-2
also contains further examples of these
methods.
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Lump sum ] 2
The amount of compensation may be fixed It is important to ogs
at the outset of a project or as soon as the carefully plan for reim- ]
scope and schedule of the project are clear bursable and direct §
enough for the architect to forecast ser- expenses, what indirect é
vices, tasks, and costs accurately. The client expenses will be "é
and architect may then agree on alump sum  allocated, and what %
for compensation. To avoid misunder- profit is expected. §
standing, services to be provided should be g

clearly listed and described in the agree-
ment. An alternative method is to combine a
stipulated sum for design services with an
hourly arrangement for all other services,
such as construction inspection.

Accepting a contract for a lump sum is
effective for projects with a well-defined
scope of services that specifies what the
architect must do for that sum. As a firm
becomes more efficient at performing this
kind of work, the profit margin for lump
sum contracts will begin to grow.

The risk of a lump sum job is substan-
tial if unforeseen problems are encountered
or if there are misunderstandings with the
client. In these situations, the architect may
have to devote additional work to the project

without getting paid.

Percentage of construction cost

This method of contracting is not based
directly on the architect’s cost for providing
services but on an assumed correlation
between construction costs and the archi-
tect’s efforts. Compensation is determined
by multiplying the budgeted estimate of final
construction costs by a percentage rate. The
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In choosing the multiplier, it is important
to analyze all elements that contribute to
expense and profit to ensure the multiplier is
adequate. Reimbursable expenses are ac-
counted for and itemized separately at the time
of billing. Note that consultant services are
considered reimbursables under this method
of compensation.

A drawback to using multipliers is that
anyone who happens to see an invoice can
learn the salaries of any staff members working
on the project. One way to overcome
this is to send the client a schedule of rates
for individuals who will work on the project.
Invoices would show only the individual names,
hours, and total amount due. The client can
then check the arithmetic before paying the
invoice.

Multiple of direct personnel expense

This method of compensation is similar to that
employing a multiple of direct labor expense.
Direct personnel expense is defined as the
direct labor of all personnel engaged on the
project plus the cost of their benefits, such as
employment taxes and insurance.

The direct personnel expense base is
higher than direct labor expense, and the
multiplier will therefore be lower to achieve the
same revenue. For example, if direct personnel
expense equals 140 percent of direct labor
expense, a multiplier for direct personnel
expense of 2.3 provides the same revenue as a
multiplier of 3.2 for direct labor expense.

(1.4 DPE x 2.3 multiplier = 3.2).

Both methods are attractive to clients,
who pay only for time as it is applied to a pro-
ject. The methods are attractive to the architect
because indirect expenses and profit are
provided for each hour of professional time

charged to the project.

Hourly or daily billing rates

This method of compensation, not unlike the
multiple of direct labor expense or multiple of
direct personnel expense methods, is suitable
when time required to solve a problem is
difficult to predict. Hourly or daily rates are
established by category of personnel or for
specific personnel who will be assigned to the
project. These rates include allowances for
direct labor expense, a pro rata share of indi-
rect expenses, and profit. Qutside services
such as engineering are treated as reimbur-
sables. Billings for these services are usually
marked up to recognize the architects’ coordi-
nation on the project, accounting for expenses
and the risk involved in working with
consultants.

The client may find this method more
attractive than the multiple of direct labor
expense or direct personnel expense because
the rates do not identify proportions of salary,
indirect expense, and profit. The client sees
only one rate for a class of employees. The
professional may find billings simpler as well.
A variant of the hourly method is the use of
daily billing rates.

Some government agencies put caps on
principals’ billing rate. When these caps are en-
countered, principal time must be kept to a
minimum.

Hourly or daily billing
rates...are suitable
when time required to
solve a problem is
difficult to predict.
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Care should be exercised when
working under an hourly billing basis since
the rates become outdated very quickly as
individuals move up in the various salary
categories. If this method of contracting is
used, the architect should review average
rates at least quarterly so they can be
updated on new contracts. An example of

this pricing method is shown in exhibit 7-3.

Cost per unit

Firms involved in repetitive projects can
sometimes acquire sufficient experience to
enable them to prepare a project estimate
using factors other than direct labor and ex-
penses. Two methods are “unit area”

and “unit cost.”

Compensation according to unit area is
computed by multiplying an area or portion
of a building by compensation per unit area
or cost per square foot. The unit compen-
sation factor may be applied to gross areas
for large, simple projects, such as ware-
houses, or to net areas when used for layout
of tenant spaces in shopping centers and
office buildings. Under this method a factor
is applied to the cost of each unit.

The unit cost method of compensation
is similar to that for the unit area, except the
units to which the factors are applied are
generally larger. For instance, the unit com-
pensation values can be applied to the cost
per hotel room or per apartment. As with
the unit area method, considerable experi-
ence is required to make accurate estimates.

A problem with using this method is the

difficulty in recognizing differences in the

complexity of nonrepetitive projects.

Retainer

Working on retainer is an arrangement in
which architects agree to make a certain
amount of time available to the client,
usually the time of a principal. The client
may want the architect to be on call and
available for a given period but does not
know how much time will be necessary.

An approximation is made of the number of
hours the client anticipates will be needed,
and the architect bills for this amount each
month. If more time is spent, it is paid for on
an hourly basis, but if less time is spent, the
architect is still paid the retainer for being
on call. These arrangements are usually
renegotiated on a quarterly basis to keep

them fair to both parties.

Combined methods

Complex projects and repetitive work often
require several methods of compensation. -
Projects considered to be complex are
usually those with multiple owners, several
user groups, different building types, vari-
ous sites, or phased construction. After
dividing projects into smaller components,
appropriate methods of compensation can
be applied to each. For example, early
phases may be paid on an hourly basis.
Later phases, when the scope of the project

and required services are better defined,

A~

Complex projects and
repetitive work often
require several methods
of compensation.
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important to use legal assistance. If clients
provide their own contracts, the firm’s
attorney and professional liability insurance
representative may need to review the
contract terms. Insurance clauses should be
reviewed to ensure that the firm’s coverage is
adequate.

Some contracts are in the form of a pur-
chase order, which are designed to purchase
goods, not services. Architects should read
purchase orders carefully because most of
them are written to provide for payment after
the goods or services are delivered. In some
cases a purchase order may need to be
revised so the architect will be paid as the
work progresses.

Retainage is another important contract
consideration. Many clients, particularly gov-
ernment agencies, insist on retaining a por-
tion of monthly billings to ensure compliance
with the contract. The retainage is released
after the contract is completed. Financing the
retainage comes out of the architect’s profit,
so it is important to keep the withheld
amounts to a minimum. One solution is to
negotiate a reduction in retainage, say from 10
percent to 5 percent, when a project reaches a
certain milestone or percentage of completion.
‘What constitutes project completion also
needs to be carefully defined. For example, if
a project will not be considered complete until
a closeout audit has been performed, an
architect may have to wait years to receive
the retainage.

Architects need to review contracts from

a financial as well as a technical viewpoint.

. . |
Certain contract terms—such as what consti-

tutes an acceptable invoice, interest provisions Whether to bill for the
for late payment, and what documents (such change or absorb the
as a progress report) are required to accom- costs is a management
pany an invoice—should be understood in decision to be made by

advance so that payments are not delayed. __ the principal and not by

A policy should be in place for the project manager.
negotiating additional revenue for additional
services before completing the work. Waiting
until after a change or addition has been com-
pleted reduces the likelihood of getting paid
for extra work. Project managers should be
trained in the importance of discussing
additional services with a principal before
undertaking any additional work. Whether to
bill for the change or absorb the costs is a
management decision to be made by the

principal and not by the project manager.

FORMS OF AGREEMENT
Good financial management begins with
agreements for services that are well-defined
and executed in a timely manner. Architectural
and engineering societies have produced
various standard forms of agreement to make
the legal aspects of contracting for services as
straightforward and error-free as possible.
The forms can be used in conjunction with
other documents developed by these societies,
such as agreements between owner and
contractor, agreements between architect and
engineer, and the general conditions of the
contract for construction.

These documents are products of the
combined efforts of the professional societies,

government organizations, client and contrac-
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tor representatives, and legal and insurance
counsel. The documents are updated
periodically as new conditions arise. The
forms of agreement allow the architect to
enter into the compensation arrangements
described earlier in this chapter.
When entering into owner-architect
agreements other than those provided in

AIA contract documents, the architect

should exercise the following cautions:

m Be certain the scope of the project and
the services to be performed are well-
defined. If the scope of the project is
misunderstood, compensation may not be
adequate or the proper clauses for adjusting

compensation may not be included.

m Provide procedures to accommodate
additional services if the project expands in
scope beyond what was originally defined.
Project managers, eager to demonstrate
competence in many areas, often undertake
additional services too easily (called “scope
creep”) without the principal’s knowledge.
Make sure the client understands the extent
of services and the required compensation
for those services before providing them.
Services in connection with interior design
or graphics, for example, should be
identified as soon as the need arises and
arrangements made to accommodate them
if they are beyond the scope of the original
agreement.

m Review the agreemenf to make sure it
covers the basis for compensation, terms of
payment (timing and amount), and settle-

;/4

ment in case the project is altered, post- L
poned, or abandoned. The agreement Good financial

should also define expenses that are to be management begins
reimbursable or paid directly by the client with agreements for
and expenses that are the firm’s services that are well-
responsibility. defined and executed

in a timely manner.
m Check the contract for provisions that

may void all or part of professional liability
insurance coverage. It is advisable to have
all nonstandard contracts reviewed by the

firm’s liability insurance representative.

m Make certain the client’s responsibilities
to provide information, make decisions,
participate in meetings, and make timely
payments are spelled out and understood.
Clients should understand their responsi-
bilities for the successful completion of

the project.

m Identify the consultants required for the
project, including who they are, who hires

them, and how they will be paid.

m Examine the conditions under which the
coordination of agreements with other

professionals is accomplished.

STEPS IN THE NEGOTIATING PROCESS
Following is a summary of the steps to be

followed in the negotiating process:

m Determine with the client the scope of
services and the responsibilities of the
client and architect in carrying out those
services.
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With a carefully crafted contract
/
in place, the quest for profitability

i (1‘

continues with project management
activities that include planning,
budgeting, monitoring, evaluating,
and taking corrective actions as
needed. To make financial matters
an integral part of this process,

the firm must clearly communicate
financial goals, for both the

firm and the project, to those
responsible for project

management decisions.

E
The first step in effective project
management is to develop a project plan.
A project plan is the strategy by which the
project will be accomplished—that is, the
total delivery of services contracted. The
plan considers applications of all available

resources:

m People (specific individuals or types of
talents needed depending on the size and
nature of the project, including timing, cost,

and availability of outside resources)

m Time (schedule of milestones, hours

required by service and phase)

m Money (distribution of revenue to cover
professional service reimbursables, direct
expenses, indirect expenses, contingencies,

and profit by phases)
m Facilities (working environment)

m Technology (computer equipment
and other)

The project plan should be formalized
and communicated to everyone involved in
the project. The plan identifies specific goals
for the performance of the project, and it is
vital that everyone on the team be aware of
these goals. The plan document is essential.
For a small, brief study the plan might be
documented on one page; a larger project
might require several pages. It is important
to document the plan because the process
requires the manager to think through the

project and requires coordinating with other ~

project schedules. It also provides criteria
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project. Accounting personnel use this
information for billing purposes. Upon com-
pletion of the project, the final project
accounting report is attached to the project
summary to give a complete history of the

job for future reference.

RECORDING PROJECT REVENUE AND COSTS
Revenue is recorded on hourly projects
based on the amount of time expended.

It should be recorded on lump-sum jobs
based on a percent complete. The percent
complete is not based on how much of a
budget has been spent to date, but rather it
is a design or technical estimate of the
percent complete. That is, if the architect
has spent 50 percent of the project revenue
but has only accomplished 40 percent of the
work, then the project is only 40 percent
complete and is recording a loss. It is much
better to know this early in the project when
corrective action can be taken rather than at
the end when nothing can be done. This is
illustrated in exhibit 8-5.

To record the full costs of a project, the
overhead rate is established at the begin-
ning of the year. Generally this is a provi-
sional overhead rate for the new year and
remains in effect unless circumstances
require a change during the year.

Sometimes the situation arises when a
project is overrun and the project manager
wishes to come in on weekends to complete
it, but he or she does not want to record the
time since it is personal time. If the time is

not charged, then management will not

know the real costs to finish that job. This is
important information when pricing future
projects.

In this case, the project manager is con-
fusing project administration with perfor-
mance reviews. These are two different
subjects. It is necessary for the project
manager to record all time on the job for
control purposes. The fact that the project
manager is willing to devote personal
time to finish the job should be reflected
in his or her performance reviews.
Principals need to recognize these situa-
tions and reward the project manager
appropriately for the extra effort.

One point that many clients do not
understand is the markup oh consultants
and reimbursable expenses. These markups
are not profit on profit. The firm has
responsibilities in managing consultants and
financing receivables. In addition, profes-
sional liability insurance premiums usually
are based on gross fees that include consul-
tants. If these costs are not recovered
through the markup on consultants and
reimbursable expenses, then they will come

out of the architect’s profit on the project.

If the architect has
spent 50 percent of the
project revenue but has
only accomplished

40 percent of the work,
then the project is only
40 percent complete and
is recording a loss.
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INDIRECT LABOR

Indirect labor is usually the largest and
most controllable expense in overhead.
Thus, it is important to be able to record
different kinds of indirect labor such as
marketing, administration, professional
development, and training time. If a firm is
training a CADD operator, for example, and
all time charges are assigned to the project
being worked on, the job is likely to exceed
its budget. Perhaps it would be better to
charge half the time to the project and the
other half to training, depending on the
skill level of the individual.

It is important to have billable goals for
each category of staff in the firm. Generally,
the lower categories are more billable than
the senior categories because the principals
are also involved with marketing and
administration. The range of billable time
for principals varies with the organization.
For example, firms that do little marketing
for new clients, relying instead on repeat
work from existing clients, would expect
their principals to have more billable time

and therefore a higher chargeable ratio.

INSURANCE

Another significant overhead item is insur-
ance, which can be classified into general
liability and professional liability insurance.

Costs for general liability insurance can
be controlled because this type of insurance
is very competitive. Better rates are usually
offered for integrated insurance programs
that combine liability, automobile, fire, and
theft coverage into a single package. Obtain
quotations from several carriers in order to
secure the best value.

Architecture firms differ from many
other businesses in their need for valuable-
papers insurance, and this coverage should
not be overlooked. Determine a firm’s max-
imum exposure with the help of an insur-
ance broker to be sure coverage is
adequate.

The cost of professional liability
insurance is more difficult to control. Some
companies, like Schinnerer/CNA and DPIC,
offer discounts for attending loss-prevention
seminars and participating in peer reviews.
These insurance companies also recognize
that if architects can include limitation-of-
liability clauses in their client contracts they
should be rewarded with discounts as well.
These discounts can be significant. Because
the insurance market is cyclical, it is impor-
tant to find a professional liability insurance
carrier that has a history of serving archi-
tects over many years. Some insurance
carriers come into the professional liability
market when times are good and there are
profits to be made but depart in difficult

Because the insurance
market is cyclical,

it is important to find a
professional liability
insurance carrier that
has a history of serving
architects over

many years.
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Staff development
and training is a
necessary overhead
expense that should
not be ignored—
even in slack times

LEGAL AND ACCOUNTING SERVICES

Legal and accounting services also need to
be controlled. Accept only itemized invoices
from attorneys so their work product and
time spent on each activity can be reviewed.
If the principals are satisfied with their attor-
ney and accountant, they should remain
with them. As these advisors become famil-
iar with the firm, their counsel becomes
more valuable.

When hiring accountants, remember
there are three levels of service an accoun-
tant can perform annually in addition to tax
preparation service: a compilation, a review,
and an audit.

The compilation consists of an accoun-
tant assembling all the firm’s information
into a financial statement with no further
examination of the information. This is a
mechanized task the accountant uses
software to perform.

In performing a review, an accountant
undertakes some limited analysis of the
information presented. For example,
he or she will look at the reasonableness of
the information and do some ratio analysis.
Because the reviewed statements are
still a limited service, the accountant will
not express an opinion about them.

In many cases banks will accept reviewed
statements, but they would prefer an audit,
depending on their degree of risk and
comfort level with the principals of

the firm.

An audit is a complete service in which
the auditor performs a rigorous examination
in order to express an opinion on the
statements.

There is a significant difference in the
price of these three services. Audits cost
several times more than a compilation and
significantly more than a review. Some
savings can be accomplished if an architec-
ture firm’s accounting personnel can
prepare some of the supporting schedules.
Several accounting firms should be inter-
viewed and proposals obtained from at least
three before deciding which one to accept.

STAFF TRAINING

Staff development and training is a neces-
sary overhead expense that should not be
ignored—even in slack times. However,
staff training costs need to be controlled.

In larger firms, holding in-house seminars is
often more cost-efficient than sending
several people out of town. Another good
device is to have brown-bag lunches in
which employees who have received outside
training present what they have learned to
other staff members.

MARKETING COSTS

Business development is a difficult cost
to control. A balance needs to be struck
between the efforts needed to obtain new
business and the costs incurred. Scatter-

shot marketing efforts are largely wasted,



but it is often necessary to spend consid-
erable sums to obtain a large project.

A marketing budget should be estab-
lished at the beginning of the year and both
time and expenses tracked against this
budget. The marketing budget consists of a
series of activities that need to be performed
with time and expense estimates attached.
For example, the principals may decide to
visit all previous clients that the firm worked
for over the last three years. They may also
decide to print a new brochure and hold an

open house to celebrate an anniversary.

. Budgets are established for all of these activ-

ities and, if necessary, certain ones are
eliminated or postponed to fit the marketing
budget. The budget is then monitored by
. the principal in charge of marketing to
' ensure that the planned activities are
carried out.

For a particular project, the principals
must decide whether to prepare a proposal
. after weighing the nature of the competition
and the likelihood of success. In this pro-
cess, it is helpful to review historical mar-
keting data on previous work for the client
and whether the projects were profitable.

BENEFITS

Employee benefits can also be reviewed

for cost control. As health care costs have
risen sharply over the years, many firms
have had to increase the deductible or
require employees to cover a larger portion
of these benefits.

Savings through managed care pro-
grams, such as health maintenance organi-
zations and preferred provider organizations,
have been successful in bringing health care
costs under control. Principals should ask
their insurance brokers for assistance in this
area. If the architect has not signed an agent
of record letter with the broker, or if the
letter has been rescinded, it may be helpful
to seek bids from other brokers.

MONITORING OVERHEAD

Larger firms often establish committees to
examine overhead costs on a regular basis.
Working in conjunction with the business or
financial manager, the committee usually
reviews a few overhead costs at a time in
order to identify areas for improvement.
After the first group of expenses has been
reviewed and recommendations submitted
to the managing principals, another group
is selected for review until all overhead
items have been examined. By this time,
the committee is ready to begin the
process again.

While overhead costs must be constantly
monitored, much of the control comes in
exercising good business judgment. In many
cases the efficiency and effectiveness of a
firm will increase through better control of
these costs.
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However, the accounting department must
carry out three major functions at the end of
each month: prepare invoices, pay the staff,
and close the books in order to prepare
financial statements. All of these activities
are important.

With computerization, accounting
processes are speeded up and the firm has the
ability to create draft invoices as soon as the
time sheets are processed. This means that all
time sheets must be in on time. If the princi-
pals set an example there is usually no prob-
lem with the rest of the staff.

Another delay can occur during the review
and approval of an invoice by the project man-
ager. The project manager reviews the invoice
in advance to make certain it is correct; how-
ever, the process should not be delayed if the
project manager is out of town or otherwise
unavailable. Rather, there should be a proce-
dure in place for approvals to be accomplished
within 24 hours. If a project manager is
unavailable, a deputy or one of the principals
should have the authority to approve the
invoice. The invoicing process can also be
expedited by using standardized invoice for-
mats whenever possible. Standard formats are
those available within the accounting system
the firm has selected. They eliminate the
need to prepare individual invoices on a word
processor, which can delay the process
significantly.

Supporting an invoice with documentation
such as time sheets and expense reports is an
added cost that also should be considered.

Most clients do not want or need copies of

time sheets and expense reports, but for those
who do, the cost for this extra service must be
built into the project estimate or it will reduce
the architect’s profit on the job.

OBTAINING CREDIT REFERENCES
Credit references should be obtained on new
clients who come to the firm unsolicited or
whom the architect does not know well. The
architect should ask a client for the name of
his or her banker. Since bankers prefer talk-
ing with each other, ask your banker to call
the client’s banker for a reference. Your
banker will learn the size of the client’s out-
standing credit line, the client’s loan payment
record, and the client’s average balance.
This information will help determine the
amount of credit to extend.

Dun & Bradstreet and other credit
reporting agencies are another source of
information, but your own banker is likely

to provide more current information.

bl



COLLECTION PROCESS

The next step is to speed up the collection
process. Unless they offer a discount for
quicker payment, architects expect to be
paid in 30 days, and it is common practice -
to note this on the invoice. However, since
the average collection of receivables takes
longer than 30 days, steps must be taken

to expedite the process.

The status of accounts receivable can
be tracked through an aging schedule
(see exhibit 10-1). The schedule, showing
all work in progress, lists current accounts
receivable, and those over 30, 60, and 90
days. This basic tool for managing receiv-
ables should be distributed to all project
managers to ensure that all overdue
accounts are followed up.

It is important to have a collection
procedure in place so that an invoice does
not become past due before the project
manager realizes it. The procedure should
provide for certain types of follow-up
by the project manager—or principal, if
necessary— after 30, 45, or 60 days.

A sample collection procedure is described
in exhibit 10-2. The project manager should
be responsible for collections and should
not be relieved of this responsibility until
the last invoice has been paid.

Interest on late payments can be
collected only if the contract contains such a
provision. When billing, the interest amount
should be listed separately on invoices,
showing how it was calculated and

referencing the pertinent contract clause.

Otherwise, a difficult client has one more I
opportunity to question the invoice. The Interest on late

interest payment can become a negotiating payments can be

tool. For example, offering to forego the collected only if the

interest if the client pays within three days contract contains

is one approach that may be taken with a such a provision.
slow-paying client.

Some clients question the details on
every invoice, and for them it may be wise
to invoice for labor and expenses separately.
Labor costs are rarely questioned because
they are supported by time sheets, but
expenses may require further explanation.
If the invoice for labor is paid on time, the
architect can more easily afford to wait for
payment of expenses until all questions
have been resolved.

Another idea that has worked well with
government agencies and larger clients is
for the architect to become acquainted with
someone in the agency’s accounts payable
section. It should be standard operating
procedure for architects’ billing people to be
introduced to the client’s payable people no
later than project initiation. If possible, it is
better to meet in person, rather than
communicating by telephone. That person -
can be helpful in guiding the firm’s invoices
through the right channels for payment.

If a project is started late in a month,
architects will often save the charges until
more time and expenses are accumulated
rather than sending out an invoice for a
small amount. When working with large
organizations, such as a government

agency, it is better to send the initial invoice
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for the small amount. By doing this, the
invoice enters the agency’s billing process and
makes it easier for subsequent invoices to be
paid on time. It is also important to know the
agency’s payment cycle. If payment is made
on the tenth of the month for all invoices
received by the seventh, the firm and its
consultants should make sure that invoices
are submitted by the cutoff date.

Nonpayment of an invoice is often a signal
that the client is not pleased with the work.

If that is the case, a principal needs to get
involved to resolve the problem. However,
there may be a time in the collection process
when the client relationship has ended and
the firm’s only interest is in getting paid.

At that point it may be necessary to hire a
collection agency or an attorney. A collection
letter from the firm’s attorney will sometimes
trigger payment.

Questions may arise as to when it is appro-
priate to stop work on an uncompleted project
or place a lien on the property. These are
questions for an attorney to answer. In some
cases if the architect decides to stop work, he
or she could be in violation of the contract and
be countersued. Whether a lien on the prop-
erty, or some other action, is appropriate also
needs to be discussed with an attorney.
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Cash management is one of

the most important aspects of
sound business management.
Effective management of cash
cycles can help firms avoid
financial disaster during economic
downturns and take advantage

of financial strength in good times.
Cash management includes
creating cash flow projections by
identifying future revenues and
expenses and forecasting billings
and collections. It also requires
an understanding of the ins and
outs of procuring loans or lines of

credit to finance cash deficits.

Cash flow is simply the movement of cash
into and out of the firm, and cash manage-
ment provides a systematic procedure for
forecasting and controlling these flows.
The objectives of cash management are to
ensure that there is always adequate cash
on hand and to invest any surplus funds
wisely.

Cash flow has a direct relationship to
the need for credit lines or loans. When
cash deficits are expected, the need for bor-
rowing capacity increases. To the extent
that cash flow revenue can be improved,
the need for borrowing capacity diminishes.
However, it is always important for a firm
to maintain a credit line in case of
unanticipated needs.

Careful cash management is one of the
most important aspects of managing a firm.
During economic downturns effective cash
management can help avoid financial disas-
ter, and in good times it can provide
financial strength for growth. Although a
firm may be profitable on an accrual-based
income statement, it may not have adequate
cash to sustain its operations. This situation
can occur when the collection period
becomes so long that the firm does not have
sufficient cash flowing in to meet current

obligations.

PROJECTING AND MANAGING CASH FLOW
Cash flow projections can be simple or
complex depending on the nature and size
of the firm, but their purpose is always the
same—to determine when cash receipts can
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be expected and when cash disbursements
must be made. Projections should also indi-
cate the need for short-term borrowing as
well as surpluses available for investment.
Cash flow projections are usually made for
time spans of three to six months, although
longer periods can be used. Normally, a
month is the basic time interval used in these
projections. Intervals longer than a month
may not disclose potential problems in meet-
ing required disbursements such as biweekly

or semimonthly payrolls. An example of a

cash flow projection is included in exhibit 11-1.

The basic steps in developing a cash flow
projection include the following:

m Forecast collections based on
estimates of billings and collections.

m Estimate other cash receipts.
m Forecast cash disbursements.

w Subtract the outflows from the
inflows to determine the net cash flow.

Forecasting billings and collections
The first step in preparing a cash flow
projection—forecasting cash receipts—
requires two further estimates: a forecast of
billings, and a forecast of the amounts and
timing of cash receipts from these billings.
The project manager can best identify the
amount and timing of billing for projects.
Once the billings have been forecast, the
timing of collections can be estimated in three
ways: by individual invoice, by percentage
distribution of a month’s billings, or by
average collection period.

The month in which each invoice will be
collected can be estimated by knowing when
the invoice will be submitted and how long it
usuélly takes for a client to pay. This method
can be laborious if a firm has a large number
of invoices each month, but it can be useful
for larger billings. In the absence of experi-
ence with new clients, a best guess is made.

The second method estimates percentages
for the month’s billings that will be collected
in 30, 60, 90, and 120 days. This method,
however, does not identify which invoices will
be collected. The firm can analyze its collec-
tion experience by examining billings from
several months and tracking when they were
collected. Percentages can be developed from
that analysis and used to project collections.

Forecasting by average collection period
requires that the collection period ratio be
applied to the amount of outstanding invoices
each month to arrive at an estimated payment
schedule. The ratio is updated periodically
based on actual collection experience.

Forecasting other cash receipts

Cash received from sources other than project
revenues also needs to be forecast. Sources of
nonproject revenues include interest from
investments, income from rental properties,
and sale of corporate stock.
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Forecasting cash dishursements
Cash disbursements include payroll costs,
direct costs, indirect costs, reimbursable
costs, and capital expenditures. Disburse-
ments for consultants’ services may be
estimated as a percentage of billings each
month because these services are generally
proportional to revenues. An analysis of the
amount and timing of the larger disburse-
ments for consultants’ services will improve
the projection process. Indirect costs are esti-
mated based on the timing of these disburse-
ments. For example, the timing of major
expenses such as payroll and rent can be built
into the projection. ,
Expenditures for acquiring fixed assets,
such as computer equipment, must be built
into the cash flow projection as well. These
expenditures may be made in full or on an
installment plan, in which case the payments
can be projected. Another example of a pay-
ment that is not an expense includes repur-
chase of stock from a departing stockholder.
The cash projection can be illustrated by
the payment for an insurance policy covering
one year. The payment is a cash disbursement
in the month paid in the cash projection. How-
ever, the value of the insurance is consumed
over twelve months and therefore can be
expensed on the accrual income statement at
the rate of one-twelfth per month. Defining
cash disbursements is important in cash pro-
jections to determine solvency, while identi-
fying accrual expenses is important in the
income statement to determine profitability.

Compiling cash flow projections

After receipts and disbursements have been
estimated, the schedules can be combined
into the cash flow projection and the net cash
gain or loss can be calculated. The monthly
gain or loss combined with the beginning cash
balance gives the cash position at the end of
each month. The ending cash balance of one
month is the beginning cash balance for the
succeeding month.

Cash flow projections guidelines
The following thoughts should be considered

when preparing a cash flow projection:

m Itis wise to approach forecasting
conservatively.

m Consider including a cash reserve
(minimum cash balance). The reserve should
be large enough to provide a buffer for unfore-
seen circumstances; however, a cash reserve
that is too large can be an unproductive asset.
The proper size of the cash reserve for a
particular firm will be determined through
experience.

m  The first cash flow projection is the most
difficult to prepare. Judging the volume and
timing of collections is especially difficult
because of uncertainty about when clients are
expected to pay. Those judgments will become
easier, however, after the process is repeated.
At first, projections should be simple, and then
these will be tested against performance.
Subsequent projections can provide more
detail as needed. Using computerized

spreadsheets can speed up the process

The proper size of the
cash reserve for a
particular firm will be
determined through
experience.



considerably and allow managers to test
various assumptions or establish a range of

alternatives.

m The projection period is a function of
experience. As a minimum, a three-month
cash forecast can be made and later extend-

ed to six months or a year.

m Projections are guides to planning and
controlling. Unlike accrual-based budgets,
which should be revised only when there is
a significant change in operations, cash
flow projections should be revised frequent-
ly in light of collections experience, major
changes in billings forecasts or capital

expenditures, or unexpected disbursements.

IMPROVING CASH MANAGEMENT

Some ways to improve cash management
are to monitor billings, sustain backlog, bill
promptly, monitor cash receipts and pursue
the timely collection of invoices, control
dishursements, and prepare cash flow

projections on a regular basis.

Monitoring billings

Billings are monitored by comparing actual
billings to projected billings. Variances of
actual from projected billings should be
explained. Reasons may include delays in
production, client problems, changes in
contract terms, or reduced ability on the
part of the firm to provide services. Cash
flow projections need to be revised as pro-
ject schedules change, scopes of services
are modified, and new projects are awarded.

All of these affect the estimates of future I

billings. Agreements should
provide for monthly billing

Sustaining backlog whenever possible.

Backlog is the value of revenue from work (
that has been contracted but not yet earned.
The level of backlog and variations in back-
log from month to month provide good indi-
cators of a firm’s ability to sustain business.
In calculating backlog, most firms include
revenue only on work under contract. As the
work is performed and backlog consumed,
new contracts are necessary to replenish
the backlog. Declining backlog is a sign that
principals should step up their marketing
efforts, while increasing backlog is an
indication the firm may need to hire
additional staff.

Billing in a timely manner

Every project should be billed on the basis
of costs incurred or percentage complete,
depending on the terms of the contract.
Agreements should provide for monthly
billing whenever possible. Occasionally
contracts are written to provide for billing
when certain milestones are completed or
phases accomplished. These terms should
be avoided if possible since they tend to
delay billing and increase pressure on a
firm’s cash flow. Monthly billing is

preferable for the following reasons:

m  Monthly billing produces regular cash
flow, minimizing the need for bank loans to
finance receivables.
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= Monthly billing provides a way to keep the
client informed of the progress on projects,
although billing is not intended to replace
progress reports, meetings, or other methods
of keeping the client informed.

m Monthly billing places a value on the

professional services rendered.

Controlling disbursements

Careful timing of disbursements can be an
effective way to control cash outflow. The firm
should analyze cash disbursements that are
above or below projections. Vendor invoices
should be paid on time, but not earlier, in
order to keep a good credit rating. If any ven-
dor offers discounts for prompt payment they
should be taken. Generally consultants are
paid when the architect is paid. It is important
to pay consultants promptly in accordance
with the terms of their contracts to keep good
relations and receive good service.

FUNDING CASH NEEDS
If cash projections predict short-term deficits

of cash, a firm may consider taking these
actions:

m  Speed up the rate at which work is
produced and clients are billed if the contract
permits and decrease the time required to
produce invoices.

m Reduce the collection period through
prompt follow-up on past due accounts.

m  Obtain a bank loan secured by accounts
receivable.

If cash projections indicate a continuing
deficit, Jonger-term financing may be needed.
In that case, the following are considerations

involved in obtaining long-term financing:
m Lease rather than buy equipment.
m Add new capital from the owners.

m Retain more earnings in the firm by

reducing discretionary expenditures.

m Defer certain capital expenditures.
This is only a temporary solution as it will
require major outlays in the future to catch

up with technology.

FINANCING STRATEGIES

One form of short-term financing is a line of
credit. This is a standing commitment by a
bank to lend funds up to an agreed-upon limit.
Having a line of credit with a bank assures a
firm these funds will be available when need-
ed. In establishing a line of credit, the bank
determines an upper limit based on knowl-
edge of the firm’s operations, its management,
and its projected financial strength. Quarterly
financial statements and cash flow projections
are generally required to keep a bank
informed about the financial health of a firm
and its ability to repay the loans.

To receive a line of credit at a bank, a firm
is usually required to maintain a minimum-
deposit account there, and the principals are
usually required to guarantee the loans
personally. This is necessary because a
professional firm has fewer assets to pledge

than other businesses. For example, there is

Careful timing of
disbursements can be
an effective way to
control cash outflow.



no inventory of raw materials or finished
goods that can be sold quickly to repay a
loan. Instead, a banker largely depends on
the personal attributes of the architect,
such as the ability to generate revenues and
his or her character in honoring .
outstanding obligations. For this reason,
major changes in personnel, property, or
operating conditions may be subject to the
approval of the bank during the term of the
loan. Banks usually require that a line of
credit be paid off entirely for at least a
month each year to demonstrate that the
loan is for seasonal or temporary needs.

Banks do hbt generally lend to start-up
companies because banks do not perform
venture capital services. Venture capital is
the business of investing in new companies
and untried processes. It is a high-risk
business and most venture capitalists take a
number of significant losses for every
successful business they discover. To
protect themselves, venture capitalists often
take an equity position in the firms they
invest in and eventually hope to take the
company public to recover their investment.
Professional services firms are not an
appropriate investment for venture
capitalists because of the personal nature of
the services provided and their lack of a
public market. For these reasons, an
architect starting his or her own firm must
rely on personal savings and perhaps loans
from family and friends. It is only after an
architect can demonstrate staying power
that he or she can approach a bank.

It is important to understand the I
difference between a short-term line of When negotiating for a
credit and a medium-term loan. Banks will loan, it is helpful to
extend a line of credit for a year with understand the banker’s
options to renew if a satisfactory credit poiqt of view.

arrangement is maintained. Sometimes the
line of credit is extended for a shorter
period, such as six months with an option
to renew, if the architect is not well known
to the bank. A medium-term loan, usually
called a term loan, is generally an
equipment loan. Long-term loans are
usually for real estate. l

Short-term lines of credit are used to
finance working capital. The line of credit is
similar to a revolving charge account. It
gives the firm the ability to borrow up to a
certain limit, and as the loan is repaid the
funds are available for borrowing again.
Credit lines are used to finance growth. If a
firm is purchasing equipment, a term loan
is used. A term loan generally is for five
years to coincide with the depreciable life of
the equipment.

When negotiating for a loan, it is helpful
to understand the banker’s point of view.
Bankers expect to be paid out of working
capital generated, but they are also
concerned about the collateral received in
case the loan is not repaid on time. In the
case of a term loan, the banker is interested
in whether the equipment can be used at
another firm because the banker has no use
for the equipment. That means the banker
is more comfortable lending for general

purpose equipment that can easily be used
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Preparing a proposal for financing

A loan proposal begins with a transmittal letter
that lists the basics of the loan request, includ-
ing the reason for the loan. The letter should
include suggested terms for the loan and a
suggested interest rate based on the prime
rate, or prime plus 1% or 2% over prime, re-
newable on an annual basis. The prime lend-
ing rate is the rate at which banks lend to
their largest, most seasoned clients. Smaller
or newer firms are likely to pay more than the
prime rate. By outlining suggested terms for a
loan, an architect shows a banker that he or
she knows what is needed and how the loan
will be repaid.

A bank is paid for a line of credit through
the interest rate on loans as well as through
commitment fees. The commitment fees cover
a bank’s coéf in making funds available, even
if they are not used. Another method of
recouping bank expenses is requiring com-
pensating balances. This means a bank
expects a firm to maintain a certain level of
balance in its operating account.

Following the transmittal letter are the
financial statements. The banker will look with
greater favor on reviewed or compiled state-
ments prepared by an outside accountant than
on those prepared by the architecture firm
itself. If an application is submitted in the
middle of the year, it is necessary to include
interim financial statements as well.

Loan proposals also need to contain an
aging schedule, which is the basis for a credit
line. Banks will generally lend on a portion of
the accounts receivable, probably up to 60

days, but that is negotiable. The size of the

loan versus the receivables pledged is also The size of the loan

negotiable, depending on how comfortable the versus the receivables

banker is with the quality of the receivables. pledged is also

After the aging schedule, provide a cash negotiable, depending

flow report. This shows how the borrowing on how comfortable

will take place over the year and how it will be the banker is with

repaid. Next, a loan proposal should include a the quality of the
receivables.

list of projects by category to give the loan
committee an idea of the size and type of pro-
jects the firm works on. (This is not a list of
references and should not include client
names; see following paragraph.)

A loan officer generally gives the financial
information supplied by the firm to a credit
analyst, who develops ratio analyses to help
the loan committee decide whether to grant a
loan. If a list of clients is included in the pro-
posal, the credit analyst might call some of
them to determine whether the firm is a good
credit risk. While this may be acceptable
procedure in other types of business, archi-
tects generally do not want their clients
bothered in this way. Therefore, do not iden-
tify any clients by name in the loan application
but only generically by type of project. If the
bank wants credit references, the architect
needs to approach the client for permission
for the bank to call.

Bankers will probably ask for personal
guarantees, particularly if they are not well-
acquainted with a firm. Guarantees should not
be volunteered but are part of the negotiation
process with the bank. Part of the problem
with personal guarantees is that while the loan
application is supposed to be confidential, the



papers are filed in the bank’s central files
along w1th other applications. This means
the architect’s loan application is available to
other bank personnel. In a small town where
most people know each other, this kind of
information ‘can spread quickly. One way to
overcome this is to ask the loan officer to
keep the application in his or her personal
files. However, there is still no guarantee the
information will be kept confidential.

Submitting the proposal

‘When a loan proposal is complete, the archi-
tect is ready for discussion with the banker.
A checklist of items to review is provided in
exhibit 11-3. Some architects choose to have
their accountants accompany them to help
explain the financial statements and lend
credibility to the application. After the inter-
view with the loan officer, the proposal and
information gathered during the discussion
are presented to the loan committee.

If a loan is refused, or if more stringent
terms are proposed, it is important to find
out why. If a loan is turned down because of
weak credit, it is necessary to correct the
situation, perhaps with more equity
financing. On the other hand, the reason for
refusal may have nothing to do with a firm’s
credit. Bankers must spread their risks and
diversify their loan portfolios to protect their
stockholders. Particularly in smaller
communities, bankers may have filled their
quota of professional services loans and will
reject a loan because it does not fit the
bank’s portfolio needs. It may be wise to

raise this question at the beginning of the I
negotiating session and, if the bank has Bankers are good
enough of this type of loan, the architect can  gpurces of marketing
present the loan proposal to another bank. intelligence as well.
Since they are active
WORKING WITH BANKS AND BANKERS members of the chamber

‘When an architecture firm starts a new

banking relationship, the banker will what businesses are

probably ask for all of the firm’s business, moving into and out

including the principals’ personal accounts. :"he areafoand who

Knowing this in advance, the architect may as plans. rnew
construction.

offer it as part of the negotiation.

Bankers are good sources of marketing
intelligence as well. Since they are active
members of the chamber of commerce, they
know what businesses are moving into and
out of the area and who has plans for new
construction. To take advantage of what.
bankers can offer, a principal may want to
personally deliver the quarterly financial
statements to the bank when they are
required in connection with a line of credit.
These meetings can provide a forum for
discussing marketing opportunities as well
as the firm’s financial situation.

of commerce, they know
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Computerized accounting systems
allow data to be entered, stored,
retrieved, and combined in ways
that are impractical using manual
methods. Computerized accounting
systems provide an effective
means of profiling a firm’s overall
profitability and of tracking and
reporting the financial status of
individual projects. However, all
computerized accounting systems
are not alike, and each architec-
ture firm has specific accounting
needs. For these reasons, it is
important that architects carefully
evaluate the capabilities and
features of each system under
consideration before putting

one in place.

Computerized accounting systems comprise
a series of modules covering all accounting
functions, including general ledger, payroll,
billing (invoicing), accounts receivable, and
accounts payable. A special requirement for

an architecture firm is the need for a
project-based accounting system, which ties
transactions entered through the system to
a project where appropriate. This capability
allows the firm's financial records to reflect
the status of every project as well as the
profitability of the firm itself.

G 5 .
CHARACTERISTICS OF A i
COMPUTERIZED ACCOUNTING SYSTEM
The primary focus of a computerized

accounting system is to allow the firm to

enter, store, manipulate, and retrieve data in %

ways not easily accomplished with manual
accounting methods. In a computerized
system, the data can be reported in many
different combinations. This allows mana-
gers to more easily understand and analyze
the data.

It is best to implement a computerized
accounting system specifically designed for
architecture firms. Generic accounting
systems intended for any kind of business
or one that was developed for another type
of business and later adapted for architec-
tural practice are not effective. Most generic
systems add the project management ele-
ment as an afterthought, if at all, whereas
the project management element is the core
of systems designed specifically for
architecture firms. Some systems for
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m How long has the vendor been in business?
What are its prospects for stability? What
happens if the vendor loses interest in the
architectural market, lacks staying power, or
simply goes out of business? What resources
would then be available to maintain the
product?

s [s there an active user community, such as
a local user group or a regularly scheduled
users’ meeting for the system under consid-
eration? These factors will help the firm
determine how committed the vendor is to
listening to users and making improvements -
to the system. Going to a users’ group meet-
ing also would help the architect understand
better the day-to-day operational issues of the
system.

m Since most systems are updated frequently,
how often does the vendor update the system?
Does the vendor have a formalized method of
incorporating existing users’ requests into an
update? What is the current version of the
system and what is the history of the vendor’s
product releases?

m Are consultants available through the
vendor to help install the system and train
the people who will be using it? Are training
classes held frequently and are they in
convenient locations?

m What are the hardware requirements of the
system and what other systems and uses are
supported, such as a marketing system, a
human resources databank, networking
capabilities, and a security system?

AN IMPLEMENTATION PLAN AND SCHEDULE
Once a firm selects a system and a vendor for
the program, it should establish an implemen-
tation plan and schedule. For successful
implementation, the installation of the new
system should take place on time, the training
scheduled and conducted, and the system
made opéi‘ational according to the designated
date. In this process, it is essential that man-
agers be trained in the use of the system so
they can also understand and use it.

The task force should ensure that all
stages of installation and implementation are
met and that any unforeseen issues are
resolved in a timely manner. Some vendors
will work closely with a firm in establishing an
implementation plan and schedule as a part of
their services. Others leave it to the firm. An
implementation plan is necessary for firms
changing from a manual to a computerized
system or transferring from one computerized
system to another.

When installing a computerized account-
ing system, the first step is to start with a
work breakdown structure and a chart of
accounts. The work breakdown structure
consists of project numbers that typically have
imbedded in them the year of initiation, task
(or subproject) numbers, labor and expense
codes, and account numbers. These codes
define how the computerized accounting sys-
tem handles the work elements in terms of
departments, phases, services, and staff
levels. This work breakdown structure carries
throughout the firm’s activities. For example,
the labor code can tie directly to the billing



function when staff time is billed according
to the types of work performed on the
project.

Firms with complex requirements may
need to consider establishing profit or cost
centers, such as studios or departments,
disciplines, and branch offices, and decide
how to manage the profit center reporting.
For example, in addition to the firm, profit
centers could produce separate income
statements. An integrated system offers a
separate numbering and classification
system for profit center reporting, which
allows the firm to keep track of projects or
cost centers as separate entities within the
database.

The chart of accounts is a list of all
accounts grouped by assets, liabilities, net
worth, revenue, expenses, and profit. One of
the best systems to use is the one devel-
oped in conjunction with the AIA and used
in the Harper and Shuman CFMS system,
which is discussed later in this chapter.
The numbering methodology used in this
system consists of five numbers, with the
first three serving as the main account
number and the last two serving as sub-
account numbers. This permits subaccounts
to be subtotaled for each main account
number. In addition, the system reserves a
range of accounts for each balance sheet
and income statement category. The table
that follows shows a sample breakdown of
account classes and the range of account

numbers reserved for each class:

g
£
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w g
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0 <
g o
2 5
%i |
| 1
Assets 100.00 to 199.99
Liabilities 200.00 to 299.99
Net worth . 300.00 to 399.99
Revenue 400.00 to 499.99
Reimbursable
expenses 500.00 to 599.99
Direct expenses 600.00 to 699.99
Indirect expenses 700.00 to 799.99
Other revenue
and expense 800.00 to 899.99

For example, if a firm has more than
one bank account, the accounts could be
numbered 101-Cash, 101.01-Bank One,
101.02-Bank Two, and 101.03-Bank Three.
Using this numbering system permits a roll
up of these subaccounts into a subtotal
under the main account, 101-Cash. This
same capability carries throughout the
entire chart of accounts. A firm may decide
to use longer account numbers. This is not
a problem as long as the numbers conform
to the standard account numbering system
with subtotaling capability.
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OVERVIEW OF A COMPUTER-BASED

FINANCIAL MANAGEMENT SYSTEM

There are several computerized financial man-
agement systems designed specifically for
architecture firms. They have the capabilities
discussed above and are designed to accom-
modate small to mid-sized firms. Many have
the capability of adding other features, such
as marketing and human resources modules.
The system profiled here is the Computer-
based Financial Management System
(CFMS), which is the automated version of
the financial management system that the
accounting firm of Arthur Andersen & Co.
established under the auspices of the
American Institute of Architects in the late
1960s.

In 1973 Harper and Shuman of Cambridge,
Massachusetts, was iri(l,orporated to sell,
develop, enhance, and support CFMS*, and
the AIA continues to endorse the system. The
CFMS family of products offers a wide range
of project control, accounting, and financial
management tools for architecture firms of all
sizes. CFMS is modular in design, which
makes it possible to begin with basic project
reporting and then to implement additional
capabilities in a planned and orderly
sequence.

Sample reports

The reports from a computerized accounting
system serve as the basis for management
decisions. This section contains examples of
several standard reports that constitute the
core of those in CFMS or in any computerized
accounting system for architects. The exam-
ples are for the fictitious twelve-person archi-
tecture and engineering firm named Apple
and Bartlett.

To ensure their viability in the ever-chang-
ing office environment, reports from compu-
terized systems can be accessed and used in
several ways. They can be viewed directly
from a computer screen, written to a file on
disk, downloaded to another application pre-
ferred by the user, or printed in hard copy.
Although there are several available format
options—with or without detail, sorted by
project manager, principal, or project type—
the most common versions are the following:

m Project progress report

m Project detail report

m Office earnings report

m Time analysis report

m Aged accounts receivable report

‘While the above contain basic project-
based accounting information, there are many
other kinds of reports available, including
income statements, balance sheets, accounts
receivable ledger, cash journal, general ledger
account analysis, overhead allocation report,
posting logs, database lists, payroll and

*CFMS is a registered
trademark of the Computer-
based Financial Management
System, Its general technol-
ogy is jointly owned by
Harper and Shuman, Inc.,
and the American Institute

of Architects. For further
information about CFMS,
contact Harper and Shuman,
Inc., 68 Moultan Street,
Cambridge, Mass. 02138-1119;
phone 617/492-4410



government unemployment reports, and
accounts payable reports (including a

consultant’s payable ledger).

Project progress report

The project progress report serves as a
primary management tool to monitor the
status and the progress of projects. The
reports contain comprehensive cost data,
budgetary comparisons, and summary
financial data (see exhibit 12-2).

The essence of the project progress
report lies in its comparison of actual hours
and dollars with budgeted amounts. Its
format also presents current and job-to-date
figures. Thus, the report can indicate when
to take corrective action should variances
from budget occur, as explained in chapter
3. Budgeted labor rates are also compared
with actual labor rates. Using this informa-
tion in conjunction with the dollars remain-
ing in the budget, the hours remaining to
complete the project can be computed based
on bhoth budgeted and effective rates.

Labor costs are presented according to
the codes reported on time sheets or by
consultants’ coded invoicing. Overhead is
assigned to projects by either a preset per-
centage or by an allocation based on the
firm’s actual current overhead rate. Direct
and reimbursable expenses (e.g., travel,
long-distance telephone, and reproduction)
are added to complete the total expenses for
the project. In addition, the project progress
report also includes a financial analysis sec-
tion that shows total compensation, amount

billed, accounts receivable, net multiplier I

(also called “effective multiplier”), and
unbilled amounts. The financial analysis

The essence of the
project progress report
summary facilitates the overall review of lies in its comparison
of actual hours and
dollars with budgeted

amounts.

each project and its contribution to the
firm’s financial performance.

The data in this report can be arranged
in a variety of ways. They can be summa-
rized by department and phase or broken
down by department, phase, service, and
staff level. The sequence of the data

displayed can also be varied.

Project detail réport

The project detail report presents a

detailed accumulation of project expenses
(see exhibit 12-3). It presents much of the
same data on direct salaries and on indirect,
direct, reimbursable, and consultant
expenses as the project progress report, but
with two important differences. First, the
individual employees charging time to a
given labor code are shown as detail lines
along with individual cost rates and exten-
sions. Second, the report does not make
budgetary comparisons but a detailed
documentation of accumulated project
expenses. This serves as an excellent
backup to the billing function. Expenses
also are presented at the bottom of this
report in a format similar to that of the pro-
ject progress report. If desired, the detailed
reference to the original entry (cash journal,
accounts payable, or journal entry) can be
shown for out-of-pocket expense, allowing
for a complete audit trail of expense activity.
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Both project progress and project detail
reports include a line item labeled “Fee” to
indicate how large the project is in terms of
expected compensation. In addition, figures
are given for the amount received to date, the
accounts receivable, and unbilled services or
the difference between earned revenue and
billed amount. The reports include a calcula-
tion of the effective multiplier for each project,
and the line labeled “Rev Meth” indicates the
revenue method used to accrue revenue for
the project.

Because individual salary rates are shown
on project detail reports, they normally have a
more limited circulation than the project
progress report.

Office earnings report

The office earnings report provides vital
information for all current projects. Data are
reported for the current period, year to date,
and job to date. This report shows the total
billed, revenue amount, spent amount, profit,
and profit percentage for each project.

(See exhibit 12-4.)

Time analysis report

The time analysis report in exhibit 12-5 shows
the utilization of each employee on project
assignments as well as several chargeable
ratios for each employee. (As explained in
chapter 4, a chargeable ratio is a ratio of hours
charged to projects as a percent of total
hours.) Ratio A shows the overall gross
chargeable ratio based on total hours worked.
Ratio B shows a chargeable ratio based on the
net hours available for direct work (after sub-
tracting the normal fringe benefit hours such
as vacation, sick leave, and holidays). Ratio C
is the targeted ratio for that employee in the
annual plan and can be commensurate with
any of the other ratios, depending on a firm’s
philosophy on time management.

In addition to the chargeable ratios, the
time analysis report also shows the number of
total indirect hours and how they have been
charged to overhead categories (as defined by
the firm) on both a current and year-to-date
basis. Subtotals are provided by employee
class, by department, and for the firm as a
whole.

Aged accounts receivable report

The aged accounts receivable report provides
a detailed analysis of all accounts receivable
on a project-by-project basis (see exhibit 12-6).
This report is helpful in the collection

process as well as in the overall maintenance
of accounts receivable. The aged accounts
receivable report shows the balance owed on
each project along with how long the balance
has been outstanding. The report also lists the



name of the contact person and the phone
number for collection activity. This report

can be used to:

m Decide when a client is delinquent in
paying and take corrective action, such as
charging interest on overdue accounts if the

contract terms allow for such action.

m Project cash flow and monitor clients’

payment patterns.

m Obtain financing by showing how much
is owed to the firm. Accounts receivable are
generally used as collateral by banks, as

discussed in chapter 11.

COMPUTER SECURITY AND

INTERNAL FINANCIAL CONTROLS
Computerized accounting systems have
built-in security features. For example, pass-
words can limit access to payroll records
and other confidential data. They can also
limit the number of employees who have
authority to change vendor invoices, pay-
ments from clients, and other records.
‘When choosing an accounting system,
architects should ask vendors about the
levels of security and the kinds of control

features that are built into the system.

Financial security, of course, transcends

computer security, but the subject is rarely
discussed in architecture firms even though
it deserves greater attention. Firms of all
sizes have suffered financial losses as a
result of actions by unscrupulous people in
their financial departments. Many of these
thefts have gone undetected for years.

. . |
When they are discovered, management is

embarrassed and sometimes chooses not to When choosing an

accounting system,
architects should ask
vendors about the
levels of security and

prosecute because of the inherent publicity.
While most architecture firms never
experience these problems, they are not

immune from such occurrences, which

can be carried out by individuals in differ- the kinds of control
ent ways and for different reasons. For features that are built
into the system.

example, experienced embezzlers often
have help getting hired, usually through
accomplices who pose as former employers.
Once on the job, these individuals are
adept at covering their tracks, and their
activities are discovered only by accident
or through their own carelessness. In
other cases, a long-time employee may be
driven to theft by personal circumstances
and by the belief that he or she will repay
the loan later. These individuals usually
are less experienced and thus more
easily detected.

To protect itself against these situations,
a firm can put policies and procedures in
place to ensure that financial transactions
are carried out in accordance with manage-
ment’s directives. The following guidelines
can help a firm achieve greater internal

financial control:

s Do not rely on a year-end visit by an
outside accountant to discover financial
discrepancies. The primary task of the
outside accountant is to determine whether
the firm’s financial statements have been
prepared in accordance with generally
accepted accounting principles. Of course, if
a discrepancy is discovered, the accountant
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Architects who want to contract
with federal, state, or local
government agencies need to be
aware of considerations and rules

that usually are not encountered

s .
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in private sector work.

Understanding government

AN

requirements is important for

developing successful proposals to

government agencies, conducting
effective negotiations, dealing with
government accounting e
regulations, and carrying out
contract services with government

agencies.

A

For those firms that obtain work from
federal, state, and local governments, the
experience can be either quite satisfactory
or highly frustrating. The key is knowing
and following the rules. Contracting with
government agencies requires the archi-
tect to operate under rules established for
all government contractors. These rules
determine the types of costs that are recov-
erable under the contract. Federal regu-
lations were written for large defense
contractors and often are not easily
adapted to smaller firms.

Regulations for various state agencies
often are more applicable to construction
contractors. While state and municipal
regulations vary from agency to agency,
many adapt federal regulations and add
additional stipulations of their own.
Therefore, architects who intend to work
with these agencies must obtain a copy
of the regulations in advance to ensure

compliance. Some large architecture firms

~ have people who keep up to date on the

latest regulations in government con-
tracting. Most firms, however, cannot afford
to have these specialists on their staffs, so
they must either rely on the principal in
charge of administration or hire knowl-
edgeable outside consultants.

There are some disadvantages in gov-
ernment contracting. For example, profit
margins are generally less than for private
sector work. This is because the govern-
ment disallows certain elements of over-

head, such as interest expense, enter-
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tainment, and donations, and these expenses
come out of the architect’s profit. Adherence
to governmental regulations also requires a
firm to maintain it’s accounting records in
prescribed formats. The additional paperwork,
negotiating procedures, and other overhead
tasks can consume a considerable amount of
extra time.

On the benefits side, many government
projects are substantial and extend over long
periods of time. This can add a degree of
stability to a firm that usually relies on a heavy
volume of smaller projects. Long-term work
will keep a team of people busy and cover
overhead expenses while the principals search
for new work. However, firms should be cau-
tious of becoming too dependent on govern-
ment work, which could be disastrous if the
work is suddenly withdrawn. All pluses and
minuses have to be weighed carefully before a
firm decides to enter the field of government

contracting.

PREPARING PROPOSALS FOR I
GOVERNMENT WORK

Preparing proposals for government work can

Many firms use con-
tacts in Washington or
the state capital to
alert them to new
projects under consid-

be expensive, so care must be taken to submit
only proposals for work that the firm believes
it has a good chance of winning. The govern-

ment must advertise requests for proposals eration in various

(RFPs) in an online service of the Commerce agencies.
Business Daily. Architects normally file
Standard Form 254 (Statement of
Qualifications) with the agency seeking the
procurement and update it with a Standard
Form 255, which lists projects that are directly
appropriate to the procurement.

Because of heavy competition for govern-
ment work, a firm rarely wins a contract
merely by responding to an RFP, unless the
firm has unusual qualifications. Generally,
some familiarity with the project is necessary.
Many firms use contacts in Washington or
the state capital to alert them to new projects
under consideration in various agencies.
Those firms have a head start in preparing
their responses and can do a better job with
their proposals. In any event, a firm should
develop a greater familiarity with the project
than is gained from merely reading the RFP,
A more effective strategy is to have a repre-
sentative from the firm visit the officials who
will be making the award to get, firsthand, the
specifics of the project. This can help ensure
that the proposal stands out from the others
and that its capabilities are well matched with
the agency’s needs.






WHAT IS A GOVERNMENT AUDIT?
Government contracts require special
accounting regulations, and a firm seeking
government work must agree to an audit as a
condition for obtaining the work. An audit
consists of a review of the firm’s financial
records by an agency of the government or an
independent contractor hired for that purpose.
The auditor determines the reasonableness of
the firm’s figures in developing its cost pro-
posal and verifies whether the firm is follow-
ing government accounting procedures.
Audits are common in the business world
and should not be viewed as unusual. For
example, when a firm seeks to obtain a long-
term supply contract with a large retailer, the
retailer may conduct an audit to be certain
that the supplier can fulfill the contract terms.

GOVERNMENT AUDIT CONSIDERATIONS

The government may conduct an audit before,
during, or after a project has been completed.
Generally, an audit will be carried out before
the project starts, particularly if the firm is
new to government contracting and has never
been audited. (Note: If the audit is made
before the contract is awarded, the govern-
ment contracting officer has the benefit of
knowing the firm’s costs while negotiating
the contract.)

In preparing for the audit, it is important
to segregate allowable from unallowable costs
in calculating the overhead rate. Work papers
supporting the overhead rate also should be

@ -
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made available to the auditor. Definitions of
allowable/unallowable costs can be found in
the acquisition regulations.

Auditors look for discrepancies between
how a firm bills the government and its pri-
vate sector clients for similar services. This
means that a firm must treat public and pri-
vate sector clients in the same manner and on
a consistent basis. In addition, the auditor will
be looking for instances where reimbursable
expenses are mixed with overhead costs and
the government is charged twice for the same
expense. Transactions between the principals
and the firm may be questioned as the auditor
searches for potential unallowed costs. For
example, if the principals own a building or
equipment and lease it to the firm, the burden
of proof is on the firm to prove that the trans-
actions are conducted in the same manner as
if a third party were involved. Charges of
excessive compensation to the principals is

another area of contention by auditors.

Audits are common
in the business world
and should not be

" viewed as unusual.



SUGGESTIONS FOR A SUCCESSFUL AUDIT
Maintaining good communications is the
key to a successful government audit. The
firm should hold an opening conference
with the auditor to learn about his or her
background, the purpose of the audit, and
the data to be examined. The firm should
provide the auditor with a private office or
workplace, give instructions that he or she
is to deal with a single contact in the firm
for all pertinent information, and make the
requested materials available,but nothing
more. The audit should be confined to an
examination of the accounting records in
support of the cost proposal submitted. The
auditor should not have the freedom to
examine all financial records. The auditor’s
task is to audit costs, not to examine k'
revenue and profit records.

To review any questions that may arise,
the firm’s representative should check with
the auditor periodically throughout the
course of the audit. It is much easier to
resolve differences at the field auditor level
before they are written into the audit report
and reviewed by the audit supervisor. If
differences of opinion continue to exist, the
representative should request a meeting
with the audit supervisor and, if necessary,
with the head of the local audit office.

At the conclusion of the audit, the firm
should schedule an exit conference to
review the auditor’s findings and recom-
mendations. These are subject to the
auditor’s interpretation of the regulations.
Furthermore, the auditor’s report is only

advisory to the contracting officer, who
makes the final decision. In practice,
however, contracting officers rarely
substitute their judgment for the technical
opinion of the auditor.

THE NATIl\i!E OF GOVERNMENT CONTRACTING
Government contracting is a highly
specialized field. Most architecture firms
learn from their own trial and error and
through the experience of others. Firms
that do considerable work in this area
become knowledgeable in the techniques
of government contracting. Numerous
books and some accounting/law services
can help keep the firm abreast of the latest
regulations. One such service is
Government Contracts Reports published
by Commerce Clearing House, 4025

‘West Peters Avenue, Chicago, IL 60646.

Principals also can learn through seminars
and professional society meetings.

When disagreements arise the architect
should refer to and follow the appeals pro-
cedure described in the contract. This
process provides for various levels of
agency review before the dispute goes into
the courts. It is important to seek expert
assistance from an attorney or accountant
who specializes in government contracting
and who can help the firm make the
proper decisions.

'

The auditor’s task is

to audit costs, not

to examine revenue and
profit records.
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An architecture firm can conduct
its business as a proprietorship,
partnership, or corporation.

To help decide which form of

legal entity best suits their needs,
the owners must evaluate the
opportunities and limitations
posed by each type of organization.
This evaluation should consider | |
both individual and collective
practice goals, compatibility and
team issues, legal and liability

implications, and monetary and

tax considerations.

“w Financial impact of capital available

‘When an architecture firm is founded, the
principals must consider which form of
organization is best suited to its purposes.
Sometimes, after a firm has existed for a few
years, there also may be reasons to consider
a different form of organization. In both
cases, selecting the form of organization is
important to the current owners of the firm,
to their heirs, and to the firm's employees.
In selecting the form of organization for
the firm, the owners must address the legal,
financial, and operational ramifications for
each option. Competent advice in each of

these areas should be sought from counsel.
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In this process, the owners must consider:

m Goals for the size of the practice,

 the range of services, and geographical

locations. The owners must agree to share
risks and rewards and to engage in one or

more specialized areas of practice.

m  Compatibility issues such as age

differences, ease of working as a team, and

sharing complementary talents as opposed

to the desire to work independently.

and the need for future accumulation of

earnings, benefits desired, and tax

obligations. Y

The three basic forms of organization
are proprietorship, partnership, and cor-
poration. Joint ventures are temporary
partnerships of firms that do not affect
the basic form of organization of each

member firm.
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Many states have adopted two newer
forms of organization—the limited liability
partnership (LLP) and the limited liability
corporation (LLC). These organizational
arrangements limit the liability of innocent
partners and stockholders from the mistakes
and wrongdoing of other partners and
stockholders in a firm. Architects should
obtain legal counsel about the applicability of
these forms of organization and whether
architects are permitted by state law to

practice under these arrangements.

PROPRIETORSHIP

A proprietorship is a firm owned entirely by
one person (the proprietor) who maintains
involvement in all areas of marketing, project
services, and general management. All profits
accrue to that individual as personal income.
Taxes on the operating results of the business
are the proprietor’s to report and pay at
personal rates. Professional liabilities rest
solely on the proprietor. Further, the
proprietor is limited in offering incentives to
key personnel to stay with the firm—there is
no opportunity for ownership, benefits may be
limited, and the firm will cease to exist when
the proprietor dies or retires. Despite these
disadvantages, proprietorships can produce
significant returns to the owner.

PARTNERSHIP

There are several types of partnerships,
including professional partnerships, general
partnerships, and limited partnerships. While
all are similar, each has its own unique set of
characteristics.

A professional partnership is a business in
which two or more people band together to
provide professional services. The partners
want to work together because of common
professional goals and complementary talents
and interests. There is no limit to the size of
the partnership, which may be as small as two
people. A partnership is usually larger than a
proprietorship because more than one princi-
pal is involved. As a partnership grows, the
partners often become specialized in market-
ing, project management, or production.

A partnership spreads liability among
the partners, regardless of which individual’s
actions may give rise to a claim. However, all
partners may not be held equally liable. Each
circumstance depends on the variables of the
situation.

In a general partnership, the partners
share in the ownership of the business, and
profits and losses are prorated among the
partners according to individual shares or
some other agreed-upon basis. Profit is treat-
ed as individual income, and each partner’s
share, whether distributed or not, is taxed at
that partner’s individual rate. The partnership
itself is not a taxable entity.

In a limited partnership, the partners are
only liable up to the limits of their capital

* contributions to the firm. While their losses



are limited, their opportunities for gain are
also limited: a general partner’s share of
partnership earnings is generally much
higher than that of a limited partner’s.

CORPORATION

A corporation is a legal entity organized
under the laws of one state to do business in
that state. The corporation then may be
licensed by other states to conduct business
in those states as a “foreign” corporation.
Some states permit only registered
professionals to be owners of professional
services corporations. Other states perlpit
professionals to organize as regular busi- (
ness corporations, which do not limit own-
ership to licensed professionals.

Each state specifies the minimum
required number of owners of the corpo-
ration. Although some states require only
one owner, one of the reasons for incorpor-
ating is to have group ownership. The life of
a corporation is independent of the individ-
uals who own it. Whereas a partnership
usually must be dissolved and a new part-
nership created when one or more partners
leave, the corporation continues to exist—
regardless of changes in ownership—
until it is dissolved.

A corporation’s profits are taxable to
the firm, not to individuals. The Internal
Revenue Service defines what revenues are
to be included in tax reporting and what
costs are tax deductible as business
expenses. There are limits on contributions
to charitable organizations and to

profit-sharing plans. Capital gains receive
special treatment, and special rules apply to
the purchase and sale of real estate

by corporations. A corporation needs to
seek advice on corporate tax rules and tax

return preparation from tax accountants or

_attorneys, since rules change frequently.

Profit is the owner’s return on invested
capital. The profits remaining after corpo-
rate income taxes are paid may be distrib-
uted as dividends to shareholders or may be
retained in the firm. Dividends paid to
shareholders are treated as personal income
to the individual, who must then pay tax on
it. Most closely held firms choose not to pay
dividends because that practice results in
double taxation at both the corporate and

* the individual level. As long as personal

compensation is regarded as “reasonable”
by the IRS, the profits can be distributed as
bonuses. Retained earnings become part of
the owners’ equity and provide additional
capital for the firm.

Incorporation may provide tax savings to
the owners because of certain rules that
permit taxes to be deferred and because the
cost of certain benefits can be treated as
business expenses. Qualified profit-sharing
plans permit the firm to put money into a
trust for the principals and staff. At the time
the funds are invested in the trust, the firm
can claim a business expense. The individ-
ual does not pay taxes until the funds are
paid out of the trust, at which time the
individual may be in a lower tax bracket.
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The corporation can establish group
insurance plans for health, life, accidental
death, and disability. When properly struc-
tured, the premiums for these plans are busi-
ness expenses to the corporation. In addition,
corporations can establish programs under
which the firm reimburses its staff for all or
part of medical and dental expenses not cov-
ered by insurance. These payments are not
regarded as income to the employee but are
expenses to the company. Partnerships and
proprietorships also may be structured to
provide these benefits and, within certain
limits, deduct the expenses.

The owner of a professional services firm
faces two types of liability—financial and
professional. Financial liability is more limited
in a corporation than in a proprietorship or
partnership. In a proprietorship or partner-
ship, the owner has unlimited personal lia-
bility for debt and other financial obligations
of the organization. In a corporation, the
owners are obligated only to the extent of
their invested capital (original investment
plus accumulated retained earnings). The
corporation’s debts, except for certain tax
obligations, are met to the extent that the
firm’s available financial resources permit,
and when those resources are exhausted,
the owners have no further exposure to
financial loss.

On the other hand, liability for
professional acts such as errors and omissions
is not as clear-cut nor is protection absolute.
For this reason, owners of professional ser-
vices corporations are advised to check the
extent to which liability for their profes-

sional acts can extend beyond the corporation
and reach their personal assets.

This concern is real in cases of law suits that
exceed the firm’s liability insurance or when
the firm has insufficient assets to meet
settlements. The owners should consult with
attorneys familiar with professional liability.

Shareholders of any professional services
firm, including professional corporations, have
responsibilities for the overall conduct of the
business. Timely accounting and tax report-
ing, filing required reports with state and
federal agencies, and proper use of assets may
all be part of the shareholders’ responsibilities
in a closely held professional firm.

If the owners wish, management may be
centralized in a corporation. The shareholders
elect directors, who set goals, establish policy,
and approve specific actions proposed by the
officers. The officers are responsible for man-
aging the day-to-day business affairs of the
firm. In general, the larger the organization,
the clearer is the separation of responsibilities
between shareholder and director and
between director and officer. In a smaller,
closely held corporation, these duties might
be shared: owners may have selected the
corporate form of organization for liability and
tax purposes, but they may operate more like
a partnership in which all partners have some
voice in managing the firm. This practice can
reduce the effectiveness of the corporate form
of organization.

|
Financial liability is
more limited in a
corporation than in a
proprietorship or
partnership.



S CORPORATIONS

An S corporation, named for the subchapter
of the tax code that created it, usually is
designed for small to mid-sized firms that
do not pay corporate-level federal income
tax. Instead, individual shareholders pay

an individual federal income tax on the
corporate taxable income. S corporations -
are popular because they eliminate double
taxation of dividends at the corporate and
shareholder levels. They also shield
stockholders from the excess accumulated
earnings penalty tax at the shareholder
level (see discussion in chapter 3, page 28)
since all earnings are taxed once at the
shareholder level. In effect, S corporations '\
are treated like partnerships for tax
purposes. The advantages as well as disad-
vantages in electing S corporation status
should be discussed with the firm’s attorney.

\

JOINT VENTURES
Two or more firms can form a joint venture
when they associate with each other for the
purpose of providing services on a single
project or group of projects. The joint
venture is a legal entity similar to a
partnership, and it usually must file tax
returns, have a checking account, and carry
insurance separate from the participating
firms. Financial accounting for the joint
venture is separate from that of any of the
individual entities involved. Each firm joined
in the venture may be organized in any of
the three forms of organization discussed
above. The limits of the venture are spelled
out in an agreement amoﬁg the parties, and
the agreement for services is between the
joint venture entity and the client. One draw-
back to a joint venture is that there is no
clear-cut responsibility for the outcome of
the project. Many clients therefore are
uncomfortable with joint ventures and
prefer prime/subcontractor relationships in
which the ultimate responsibility is fixed.
Once the purpose for forming the
joint venture is concluded, it is dissolved.
However, in some instances, firms form
permanent joint ventures for the purpose
of offering a group of talents to a certain
market segment.

$ corporations are
popular because they
eliminate double taxation
of dividends at the
corporate and share-

holder levels.

M
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inci |
why they were passed over. In some cases, m The new principals should assume a

the individuals passed over may have to wait greater role in the business management Firms should concen-

only a year or two before they are eligible; aspects of the firm. This may require formal trate on developing
some staff members might never be selected,  course instruction as well as on-the-job _new owners to ensure
but the firm will still want to retain them. training. continuity of the firm.

Management tends to offer ownership
because it is concerned about the potential
loss of a valuable employee, it believes that
ownership will provide an incentive for harder
work, and it recognizes that ownership is a
reward for past performance. Although these
reasons are not wrong, they miss the point of
ownership transition. Instead, firms should
concentrate on developing new owners to
ensure continuity of the firm.

KEYS TO A SUCCESSFUL TRANSITION

Most architects recognize that the reputation,
staff, and client base they have built up over
the years are valuable resources that can be
transferred to successors. But first an
ownership transition plan must be in place to
help potential owners develop their skills and
to allow their progress to be monitored
through a regular system of performance
appraisals. The following are ingredients of a
successful transition plan:

m [t provides for a smooth, gradual transition
from one management group to another.
Clients view this favorably; they are more
likely to continue working with the firm when
they can begin working gradually with new-
generation owners rather than face a sudden
transition.

m As the older principals relinquish control,
they should clearly define their future role in
the organization and how to protect their
interests. They typically want their shares to
be bought out over time, and they may want to
continue working in some capacity. For exam-
ple, some principals want to relinquish day-to-
day responsibilities and concentrate on areas
they enjoy, such as business development.
Occasionally an owner may want to retire
completely. These options need to be
addressed in the plan.

The ownership transition plan can help
determine when new owners will be admitted,
and it establishes the rate for original owners
to divest. For example, one plan might call for
a divestiture schedule beginning at age 60,
whereby 20 percent of the stock is sold each
year for the next five years. Another plan
might be geared to the specific needs of
certain individuals who want to retire early.
Other plans might admit new owners before
existing owners begin to divest by selling
shares out of the treasury. )

Once a preliminary value for the firm 1s
determined (see chapter 16), the transfer plan
can be developed on the basis of the number
of shares and their value. Assumptions can be
made regarding how rapidly the firm will
grow over the years and how many new
principals will be needed. First, the present












direct stock purchases by key employees is
generally appropriate. If larger blocks of
shares need to be transferred to the new
principals immediately, then a series of bank
loans may be a better option. In any event,
the firm essentially finances its own
transition out of profits.

]
FINANCING OWNERSHIP TRANSFERS

There are a several ways to finance the trans- Stockholder loans are

fer of ownership. Under a plan of direct stock a method of getting
purchases, the new principals use their bonus- larger blocks of shares
es after taxes to buy stock directly from the into the hands of the

sellers rather than from the firm. The IRS is new principals quickly.
more likely to accept sales between stock-
holders as arm’s length transactions than to
allow the process of redeeming shares and
reselling them to new stockholders.

New stockholders should be entitled to a
quarterly review of financial information such
as income statements and balance sheets but
should not be privy to confidential information
such as salaries and bonuses. Management
should hold annual meetings to brief stock-
holders on the firm’s progress and its future
plans.

Another financing option is purchase
through stockholder loans. Under this option,
the current principals arrange for a bank to
make individual loans to the selected employ-
ees buying stock. The stock is used as collat-
eral and the principals should try to negotiate
the most favorable terms with their banks.
Instead of guaranteeing the loans, the princi-
Pals should try to negotiate a side agreement
‘to buy back the stock in case of default.

Stockholder loans are a method of getting
larger blocks of shares into the hands of the
new principals quickly. Since the loans must
be repaid out of future bonuses, this method
has the limitation of incurring interest ex-
pense. To facilitate payback, many firms insti-
tute an automatic payroll deduction through
which the loan is repaid in regular install-
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members of the ESOP trust, provided that
they satisfy the firm’s eligibility requirements
pertaining to minimum age and/or length of
employment (generally, 21 years of age and
one year of employment). The distribution of
benefits generally favors higher-paid employ-
ees by crediting their salary level in the for-
mula. However, to qualify for the deduction,
the plan must be approved by the IRS, which
will make certain that it does not discriminate
in favor of the management group. Once quali-
fied, the trust is exempt from tax on income
generated, and participants are subject to taxa-
tion only upon receipt of distributions from
the plan.

Principals should consider the following
points when deciding whether an ESOP is
appropriate for the firm:

u Minority stockholders. Many owners are
reluctant to have their stock widely distributed
throughout the firm. They are concerned
about disclosing financial information and may
perceive minority stockholders as a possible
disruptive influence in the firm. However,
ESOP participants actually are owners of
stock in the trust rather than direct stock-
holders. Although they have voting rights in
certain major decisions, such as the sale of
the firm, they do not elect the directors. ESOP
stockholders mainly want to be kept informed
about the firm’s health.

n Nondiscrimination issues. Ownership of
shares in the ESOP trust is usually based on
salary, which means no extra consideration is
given for merit. To reward the high
performers with extra shares, many firms
combine an ESOP with direct stock purchases
by key employees.

m Repurchase liability. The repurchase liability
means that the firm must be profitable enough
to generate sufficient cash in the ESOP trust
to buy out stockholders as they retire or leave.
The agreement may be written so that an
employee who owns shares directly can sell
them to the trust without leaving the firm,
provided the directors approve. (This provi-
sion is an added benefit if an employee/stock-
holder needs cash for personal reasons.)

m Lack of diversification. An ESOP trust lacks
the protection of the diversified portfolio of
investments found in most profit-sharing
plans. The trust consists primarily of shares of
employer stock and usually a cash reserve to
pay off departing stockholders. Investment
performance is therefore tied to the perfor-
mance of the firm. To offer an ESOP, a firm
njlust have good prospects for growth.

f
i

\An ESOP combines the benefits of
employee motivation with tax and financial
considerations. An ESOP is certainly not for
everyone, but principals in firms contempla-
ting an ownership transition should under-
stand how the plan works to gauge its use-
fulness and applicability to their own situation.

An ESOP combines
the benefits of
employee motivation
with tax and financial
considerations.
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COMMUNICATIONS AND CONTROL

Firms must be able to communicate
effectively with new stockholders so they
understand the benefits as well as the risks
of ownership and why it is important for
them to own stock in the firm. In most
cases, these new stockholders have never
owned stock in a privately held firm and .
they may not understand how this differs -
from owning stock in publicly traded
companies. (To compound the problem, the
new stockholder needs to understand the
process well enough to be able to explain it
to his or her spouse, who usually has other
plans for the bonus money besides making
an investment in the firm.)

Many potential owners do not ha\\re
access to professional counselors, and they
may not see the advantages of being a
minority stockholder in a closely held firm
that does not pay dividends. However, these
stockholders are acquiring more than’
economic benefits. Intangibles, such as the
stature of being a firm principal and the
likelihood of taking over management of the
firm in the future, are usually even more
important than achieving a return on
investment.

Meanwhile, buyouts of major
stockholders should take place over five or
more years to preserve cash flow. At some
point in the process, the senior principals
will lose control. When they reach minority
ownership status, they usually sign employ-
ment agreements with the firm. Since some

principals may want to work only part-time

at this stage, the agreements should estab- I

lish salary levels and fix the time frame over Accomplishing the

which the balance of principals’ shares will

buyout of a major
be purchased. In addition, the agreements principal can be a
should have a provision stating that the formidable task and
original owners can resume control of the a strain on a firm’s
firm if their shares are not being purchased finances.

in accordance with the agreements. This
protects the original shareholders in case
the new management fails to fulfill its
obligations.

Accomplishing the buyout of a major
principal can be a formidable task and a
strain on a firm’s finances. The firm should
set an upper limit for the maximum percent-
age of the firm’s shares that future stock-
holders can own. To protect the senior
ownership group, certain covenants should
be written into the stockholder agreements.
One provision should state that new owners
should sign personal guarantees on the line
of credit with the bank. Also, if any stock-
holders leave to join a competitor or to start
their own firm, they will not receive the full
appreciation of their stock’s value. Another
provision should be worded to prevent
departing stockholders from taking clients
or staff with them.

An owner’s obligations are vast and
complex. Consequently, firms must devote
sufficient time and effort to the process of
ownership transfer. The continued existence
of the firm depends on it.
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Determining the monetary value

- of a firm is an important step in
the process of ownership
transition. The valuation is ais& H
a factor in the sale or merger of a
firm. The valuation procééé‘ takes
into account many factors—
both financial and nonfinancial.
Each has its own limitations,
advantages, and disadvantages.
For this reason, a combination
of methods is often used to
determine the value of a firm.

5

i

vy

To proceed with an ownership transition
plan, as presented in chapter 15, a value for
the firm needs to be determined. The firm’s
value is important because it is the basis

on which the ownership interests are trans-
ferred. If the present owners perceive the
value to be too low, they are likely to wait
for a more propitious time to sell. If the
prospective new owners in the firm believe
the price is too high, they are likely to
decline the offer and either move to another

firm or start their own practices.

OVERVIEW OF VALUATION METHODS

As shown in exhibit 16-1, value is actually
arange. Various methods can establish a
value for a closely held firm, including net
book value, predetermined value, formula,
and independent valuation by an outside
party. There are advantages and disadvan-
tages to each method.

Book value, or the difference between
total assets and total liabilities, is a common
method for valuing a firm. Book value must
be calculated on the accrual basis to be
meaningful because the inclusion of
accounts receivable, work in progress, and
accounts payable is significant in archi-
tecture firms. The advantage of book value

is that it is easy to determine because it can
be read from the balance sheet. The disad- ~

vantage is that book value tends to under-
value a firm because assets are included at
their depreciated amount and no recog-
nition is given to the “going concern”
value of the firm.
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GLOSSARY _
This glossary includes terms used in this
book as well as a few other terms frequently

used in financial management.

Accounting =
Methods used for recording financial
transactions and assembling these data into

reports for principals and managers.

Accounting period

The time period covered by accounting
reports. For example, financial state-
ments usually are prepared at year-end but
also can be prepared on a monthly or

quarterly basis. TR P R TR

Accounts payable

Amounts owed by the firm to vendors or
consultants for merchandise or services on
open account or short-term credit. They are

evidenced by bills or invoices.

>

Accounts receivable

Amounts owed by clients to the firm for
services rendered or for reimbursement of
expenses. They are evidenced by invoices.
Accounts receivable are aged until they are
collected or become uncollectible, at which

time they are written off.

Accrual accounting

A method of keeping accounting records in
which revenue is recognized as earned
when services are performed and expenses
are recognized when incurred, without
regard to when cash is received or

disbursed.

Activity ratios TN o

Ratios calculated to measure how

effectively the firm is using its resources.

Aged accounts receivable ~ = - S

A report showing accounts receivable
classified according to the length of time
each invoice has been outstanding. This
aging analysis highlights which accounts

are becoming past due.

Asset
A resource owned by the firm on

which a value can be placed.

Audit
A formal method of verifying the
presentation of financial statements.

The examination should be in sufficient

detail to permit the auditor to state that the

financial statements are presented in
accordance with generally accepted
accounting principles. The audit also may
suggest improved procedures to increase
efficiency, safeguard assets, or improve

financial operations. : 34
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Bylaws

Rules adopted by a corporation to regulate
its operations. The rules define duties of
shareholders, directors, and officers;
establish meeting dates for shareholders;

and set number and term of directors.

Capital

Amounts invested in the firm on a
long-term basis. Equity capital is the
amount furnished by owners while
borrowed capital is the amount furnished

by lenders.

Capital expenditure
An expenditure made for fixed
(long-term) assets such as buildings,

equipment, or automobiles.

Capital structure
A description of the mix of borrowed and
invested capital in the firm; for example, the

amount and description of debt and equity.

Cash accounting

A method of keeping accounting records in
which revenue is recognized when cash is
received and expenses are recognized
when cash is disbursed.

171

Cash cycle
The process by which cash is used to pay

Kiessop9

for salaries and other expenses in delivering
services (work in process); sending an
invoice for these services (accounts
receivable); and collecting the invoice,
which returns the cash to be used again for

payment of salaries and expenses.

Cash flow projection

A means of forecasting cash flows in future
time periods for several months ahead.
Cash balances, and anticipated cash
receipts and disbursements are examined
to determine the timing and magnitude of

cash surpluses and deficits.

Chargeable ratio

Direct labor dollars or hours divided

by total direct and indirect labor dollars

or hours. .

Chart of accounts

A list of accounts (and their numbers)

used by the firm to classify assets, liabilities,
owners’ equity, revenue, and expenses.

The level of detail of accounts under each

category depends on the needs of the firm.

Common-size reporting
A method of presenting financial statements
on a percentage basis in order to examine

the relationships between various accounts.
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Overhead expenses
See indirect expense.

Par value

The value placed on the capital stock when
issued by a corporation. The amount is fixed
and remains the same regardless of the actual
value of the stock. The par value is carried in
the capital stock account, and amounts paid
for the stock in excess of par are carried in

the paid-in capital account.

Partnership

A form of organization in which two or

more individuals share in the ownership of a
firm. Taxes are paid by the partners at their
individual income tax rates on their pro rata
portion of the firm'’s profits.

Payroll burden

Expenses related to payroll, consisting of
employee insurance and payroll taxes.
Payroll taxes e

Taxes such as social security taxes
that are based on payroll.

Pension plan

A plan established by an employer for the
benefit of the firm’s employees in which
contributions are accumulated and invested
during employment. Benefits are paid to
employees over a period of years after
retirement. Funding of a pension plan is
determined by actuarial calculations of the
amounts needed each year to provide

retirement benefits.

Percent complete

A design or technical estimate by the project
manager of thé status of the project based on
the amount of work completed relative to the
total amount of work yet to be accomplished,
expressed as a percentage. The percent
complete figure may be different from the

percent expended (see percent expended).

Percent expended

The proportion of dollars or hours spent

on a project relative to the amount budgeted,
expressed as a percentage.

Principal
Most often refers to an owner of a firm but

may include anyone in a leadership role.

Pro forma

Provided in advance in prescribed form.

For example, a pro forma income statement is
a budgeted income statement showing the
effects of planned activity during a period.
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