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CONTRACT VALUATION
METHODOLOGY IN
THE CONSTRUCTION
INDUSTRY

Contract valuations are fundamental to effectively

managing and delivering upon objectives and
targets. Any organisation that aims to effectively
manage higher volumes of work, larger and more
complex projects, internal and external resources,
different territories, or a more diversified project
mix requires a solid foundation enahling it to assess
project performance and identify potential risk and

opportunities as early as possible.
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The key to accurate project assessments

Any construction company, whether it's a family owned
subcantracting business or a hillion dollar multinational
corporation, needs to effectively and accurately assess project
performance.

This is vital to ensure that everything is on track to achieve
the forecasted operational results and maintain profitability
for the business.

For many companies, this project performance assessment or
valuation consists of a monthly review process that is typically
campiled from manually created spreadsheet data or data that
is extracted into a spreadsheet fram an accounting system.

Atits simplest, profitis the difference between what a company
has invoiced the customer and what it has actually cost to build
the project.

Unfortunately, this information is often only available in
hindsight - and if a company loses money or breaks even on
too many jobs, it will not survive.

For companies to stay solvent and thrive, they need to
effectively measure the value of wark in progress (WIP).

This measurement needs to be done as close to real-time

as possible - a task enabled by the complete integration of
contract valuation systems and processes with financial and
operational information. It needs to compare apples to apples
S0 management can carry learnings from one project over

to another.

The profit ‘accounting’ conundrum

For a number of reasons, the value of a progress claim to the
client does not always represent the value of work completed.
Today’s complex commercial contracts can mean an initial claim
includes advance payments negotiated into the contract or an
agreed claim schedule may be based on claim milestones or
cash calls.

On the cost side of the ledger, canstruction companies may
have legitimately incurred a range of costs relating to services
or materials that have not yet been invoiced. As a result, the
organisation’s cast pasition may not reflect what they have
really spent.

Because of these complexities, a distortion of the true position
will almost invariably occur if profit is simply reported as being
the difference between what has been claimed and what the
company thinks they have spent.

The root problem is that project revenue and cost positions
really only accurately reflect the true project outcome when the
job is finished; i.e., when all claims are settled and all costs have
been invoiced or booked to the jab.

But any businesses wanting ta avoid unpleasant surprises will
want to review results each month to try and eliminate the
month-to-maonth peaks and troughs in project results that
occur when not comparing ‘apples to apples’

The solution ta this complex problem is to use caontract
valuation - a glabal construction industry standard that provides
both a calculation methodology and assessment framework to
allow each project to review, update, and accurately report the
project performance outcomes. And even more importantly, it
allows companies to compare ‘apples to apples’ for each project.

Assessing project performance
There are many factors that can ultimately impact a project
outcome. Projects can differ significantly in size, duration, value,

The key information to assess project
performance.

« What is the value of contract X"?.

« What is the contract’s cost budget & contract
schedule?

« What revenue has been claimed to date & what costs
incurred to get there?

» What is the current forecast to complete and target
schedule?

and complexity. The key is to use the information above as a
basis to assess project performance in a standardised contract
valuation farmat.
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The challenges of measuring progress
achieved at a pointin time

Because the project’s progress claim or invoicing may not
necessarily align directly with the progress achieved so far,
arganisations need to measure over and under claims and
carry Work in Progress (WIP). The company may also have to
recognise incurred costs that are not yet reflected in its cost
base, or alternatively, costs may have been booked for materials
that have not yet been used or incorporated in warks.

One of the key challenges for any company seeking to do
effective contract valuation - comparing apples to apples - is
how to measure progress achieved at a review paint.

How this can be and should be done can vary project by
project, industry sectar by industry sector. In many instances,
the decision on what methodology to use is decided at the
carporate level.

MEASURING PROGRESS ACHIEVED

1. Physically measure progress by pay item or revenue claimed

2.Costs expended as a percentage of the final forecast position

3.Time consumed against program These methods can also be
used ta determine a valuation of work that should have been
completed at this

These methods can also be used to determine a valuation of
work that should have been completed at this point, i.e., if the
project is 50 percent complete then the company should be
able to report 50 percent of its forecasted final position as
being earned.

Validating the forecast final position

The resulting variance between the project valuation and the
recorded claim or cost position at a ‘line in the sand’ point in
time is referred ta as Work in Progress. If an organisation is
to stay profitable and not over extend itself, the key is to fully
analyse and explain the makeup of the WIP value, to be able
to substantiate the WIP position, and accurately validate the
forecast final paosition.

The contract valuation methodology provides a consistent,
efficient approach to measure project performance in any

industry sector but it also serves as a solid foundation for maore
detailed analyses. Using the methodology, an organisation

is able to measure Work in Hand (WIH), cash position, and
remaining cash flow and then time phase those remaining
values. A company is also able to undertake detailed order intake
analysis, as well as risk/opportunities profiling, and take-up.

This gives early warning of potential aver ar understated
forecast final margin positions using contract valuation
methodology to validate that the reparted project pasition
makes sense and is on track to achieve the predicted
forecast outcomes.

Delivering better business results through
integration

To realise the operational
@ — =] e and business benefits

that contract valuation

Project Cost Workin . .
Valuation Position Progress can deliver, enterprise
(recorded (WIP)

accounting and

project management
saftware that fully
integrates canstruction
industrycentric job costing and financial information is required.

claims)
The variance between the project valuation and the

recorded claim or cost position, at a point in time, is
referred to as Work in Progress (WIP)

Furthermore, it's vital to integrate the huge number of disparate
data sources and systems that typically exist in a modern
construction company. All these systems— financial, project
management, job costing, plant and equipment, document
contral, and payrall information—need to he accurate, up

to date ,and accessible to support integrated contract
valuation processing.

A project does nat stop to allow for month-end commercial
assessment at a point in time, so any integrated solution must
also support the principle of producing a time-slice ar drawing
‘a line in the sand. This function is used to create a complete
commercial and financial recard at review time which can also
be used to update forecast and valuation elements, as well as
serve as the hasis of initial review while day-to-day operations
continue.

It's fundamental to establish ‘one version of the truth’ to
ensure operational and financial administration efficiencies
are realised.
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Viewpoint - most widely used construction
management software

Viewpoint Enterprise Resource Planning [ERP] systems are the
most widely used construction management software solutions
built for the Australian market.

Viewpaint ERP systems are designed ta give construction
campanies a project and businesswide integrated approach ta
managing projects, finances, and complex business processes.

Viewpoint Business Forecasting

Viewpaint ERP software provides sophisticated solutions
for business forecasting by providing a performance and
commercial measurement framework at end of manth.

It gives early warning of potential over or understated forecast

final margin positions using contract valuation methodology to
validate that the reported project position makes sense and is

on track to achieve the predicted forecast outcomes.

ABOUT VIEWPOINT

Viewpoint is the technaology partner of choice for the global
construction and capital project industries. Founded in Portland,
Oregon, in 1976, Viewpoint serves aver 7,000 customers in 28
countries with an integrated suite of purpose-built construction
software solutions. Its on-premise, cloud, and mabile tools

help canstruction businesses keep their Office, Team, and Field
performing at their best acrass every phase of the construction
lifecycle - from planning/bidding to construction to handover to
ongoing maintenance.
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