











Exhibit 15: Additional Evidence of a Relationship

Between Maintaining Organizational
Discipline & a Financial Crisis

Percentage of survey respondents answering "yes” to statements revealing company practices

characteristic of maintaining erganizational discipline.
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the company is exposed to by main-
taining an inadequate amount of
capital. There are many forces tug-
ging, even yanking, on the leader to
take funds from reserves in order
to fund other, seemingly more
pressing, needs. The list of issues
related to an inadequate amount of

capital is long. The following is a

partial list:

e A financial policy that is too
liberal and that consistently
targets a level of contingency/
reserves that is inadequate.

Being forced to litigate disputes
since the capital base is inade-
quate to allow compromise.

Large, long duration projects
causing significant equity, cash,
and working capital to be tied
up in uncompleted work (or
claims).

Pressure to show profits pre-
maturely. Equity reflected in

percent of completion estimates does not
reflect real profits.

Ownership-related capital depletion. For
instance, stockholder buyouts lower the
capital base of the company.

Diversification into illiquid assets. Assets
tied up in real estate do not provide cash
available to solve problemns that may arise.

Surety availability. Lower equity means
reduced bonding capability.

Managing cash vs. managing the business.
As cash runs short, too much time is spent
managing cash, taking focus away from the
business.

Over-leveraging — too much debt, too little
“real” equity.

Over-payment for acquisitions.

Leadership’s unspoken assumption that the

firm will incur no bad Tack.

Leadership’s reliance on “phantom” capital,

which is the equity reflected on a balance
conlinued on page 26

Exhibit 16: Failure Chain Reaction Model -
Critical Root Causes
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Why Contractors Fail coni

ed from page 25

sheet that is made up largely of estimated profits on
uncompleted work.

Prudent management dictates that the firm’s equity and
working capital levels be maintained at a level to survive
unforeseen problems.

The Nature of the Construction Industry &
General Economic Conditions

Many people from failed companies point to issues outside
the control of their company as the causes of its demise. Yet,
in any market, at any time, you can find examples of compa-
nies that succeeded despite the same external force heing
present when another company suffered a catastrophic finan-
cial event. In fact in our study, many seasoned industry exec-
utives emphatically rejected the notion that luck or other
extraneous forces are responsible for a company’s decline.

Nonetheless, we do see a need for identifying the role that
external economic conditions can play. Our study indicates
that these externalities are not root causes, but actually
accelerants that quicken the pace of demise for those com-
panies that already suffer from one or more of the root caus-
es noted. It is a rather thin edge on which successful con-
tractors live. A significant misstep can end the life of the
company. The depth and complexity of the troubles that take
large contractors down is evident; we see more liquidations
than reorganizations.

Using parts of our original Failure Chain Reaction Model and
focusing on the critical root causes results in the simplified
model in Exhibit 16 on page 25. This model illustrates the
interplay of the critical root causes that lead to poor finan-
cial performance, which aggravates the issue of maintaining
adequate capital (creating “Capital Erosion”). Finally, addi-
tional input from external forces may accelerate the firm’s
pace to failure.

FMI is working on the development of diagnostic tools that
are hased on this model and that will provide new ways to
assess a contractor’s level of risk for incurring a financial cri-
sis. Whereas the majority of our work has always been to help
our clients improve their corporate strength and value, it is
now clear that the activities required for a contractor to grow
and prosper are not exactly the same as those necessary for
it to have sustainable success. The tools resulting from this
research, and the continuing knowledge-building in this area,
will be valuable aids in building a better construction industry.
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