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Construction’s Lifeline:

Measuring Financial Health

By Claire Wilson

etrics play a crucial

role in measuring

and assessing o
business’s financial health.
Companies rely on metrics to
identify areas of improvement,
track progress over time, and
direct strategies. But in an
industry as complex as con-
struction, determining the most
impactful metrics for a business
can prove challenging.

This article covers some basics
on financial metrics and
explores a list of the top ones
to track in construction.
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THE IMPORTANCE OF FINANCIAL
METRICS IN CONSTRUCTION

In commercial construction, every job
starts in o negative cash position, as
expenses are incurred before any
revenue is generated.

Effective cash flow management strat-
egies are crucial for the survival of any
construction company. One of these
strategies includes having the right
financial metrics in place to gain insight
into the health of a company's cash flow
ond maintain it over time to effectively
grow the business.

Key financiol metrics provide a quantita-
tive understanding of:

* Solvency ond liquidity: Knowing wheth-
er the business has enough liquid assets
to cover immediate financial obligations
(e.g., paying suppliers and meeting pay-
roll) is essential to securing operational
continuity.

» Working capital: Maintaining o healthy
working copital ensures the business can
operate smoothly and take advantage
of growth opportunities.

= Cash flow projections: Forecasting
cash movements empowers businesses
to make informed decisions on future
projects, investments, and risk mitiga-
tion strategies to prevent potential cash
shortfalls.

* Bargaining power: Showcasing the
ability to meet financial obligations
instilis confidence in creditors and inves-
tors, placing the company in a better

Key Metrics for

position to negoticte faverable terms
when seeking additional funding.

FINANCIAL METRICS TO TRACKIN
CONSTRUCTION

These financial metrics should provide
a strong foundation for monitoring the
financial health, profitability, and effi-
ciency of your company ond give you
the confidence to identify other benefi-
ciai metrics.

Gross Profit Margin

Gross profit margin, also known as gross
margin ratio, is the total revenue gen-
erated by a company before deducting
the cost of goods sold {COGS), which

is the total of equipment, labor, and
matericl costs. It's typically expressed as
a percentage of sales:

Gross profit margin = (Revenue -
COGS) / Revenue x 100

While there isn't a single “ideal” gross
profit margin percentage that applies

to oll construction businesses, data from
CSIMarket shows that the overage gross
margin for construction companies from
Q1 2023 to Q1 2024 hovers around 26%.

As a general rule of thumb:

* 5% is considered a low margin: This
might be typical for businesses with high
COGS or operating in highly competitive
markets.

» 10% is a healthy margin: This is often
@ good target for mony businesses and
indicates that it's covering its costs and
generating a reasonable profit.



« 20% is a high margin: This suggests
solid pricing for products or services ond
effectively cost management,

If your gross profit margin is significant-
ly lower than the industry average ar
declining over time, then it could indi-
cate that your costs are toe high, your
pricing is too low, or changes in consum-
er behavior. As such, construction com-
pany owners end CFOs should review
this metric every month to ensure that
operations are ruaning smoothly and
the company's pricing strategy is sound.

Net Profit Margin

What's the amount of money your com-
pany maokes after operating costs {e.q.,
interest and taxes) and COGS are sub-
tracted from the total revenue generat-
ed? The answer to this would be the net
profit margin, which is clso expressed
as a percentage of sales (think of the
percertage as the actual profit each
earned doflar yields):

Net Profit Margin = {Revenue - COGS -
Interest - Tax) / Revenue x 100

The construction industry is known for
its relatively low net profit margins com-
pared to other markets. Research from
IBIS World states that the average net
profit margin for construction businesses
ranges from 3% to 7%,? although some
data from CSiMarket suggests the aver
age may be slightly higher ot just over
8%.3 Regordless, this leaves very little
room for error; even a smaltincrease

in costs or underestimation of project
expenses can quickly erode profits.

This reality underscores the importance
of reviewing net profit margin at least
monthly, if not bimonthly, to identify
issues early on, proactively control costs,
and operate as efficiently as possible to
rernain profitable.

Operating Profit Margin

While net profit margin offers a compre-
hensive view of a company's profitabiity
by considering all expenses and income,
operating profit margin specifically
shows how efficiently ¢ company gen-
erates profits from its primary business
activities, such as COGS, wages, rent,
utilities, and other operating costs. This
is because it doesn't include extraneous
costs like taxes and interest:

Operating Profit Margin = (Revenue -
COGS ~ Operating Expenses -
Depreciation ~ Amortization} / Revenue
x 10G

Operating profit margins in construction
can vary significantly depending on
company size, project types, and the
specific economic climate. However,
industry benchmarks and expert analysis
typically place a healthy operating profit
morgin for construction companies
between 10% and 15%. CSIMarket's
research further supports this, indicating
a merket averoge of just over 15%.4

If your operating profit margin dips
below 5%, then it could signal that your
company is struggling to control costs,
facing some stiff competition, or that
the market is slowing. For lorger con-
struction companies, it's recommended
to review net profit margin on a monthly
basis. Smaller companies typically find
quarterly reviews sufficient for keeping
a finger on the pulse of this metyic.

Project Profitability Index

The project profitability index (PPI}
measures the profitability of individual
construction projects; it can help iden-
tify high-performing projects, evaluate
investment opportunities, and allocate
resources effectively:

PP! = Project's Net Profit / Total Costs

If the PPl is consistently low, negative, or
declining over time, then your projects
aren't generating sufficient prefit com-
pared to their costs. This could be a sign
of poor cost or resouice management,
ineffective pricing strotegies, or even
declining market demands,

Reviewing this metric menthly wilt help
with spotting these trends and trouble-
shooting guicker.

Net Cash Flow

Cash flow is all the money moving in
and out of a company or project over a
specific period of time:

Net Cash Flow = Cash In {Over o Given
Period} ~ Cash Out {Over o Given
Period}

Reviewing cash flow is a great way to
megsure the short-term firancial heclth

ACCOUNTING & REPORTING

of an organization, as it serves several
purposes:

« Tracking revenue sources: it provides a
comprehensive view of where the com-
pany's cash is coming in, shedding light
on gll its income streams.

* ldentifying potential cash shortages: A
negative cash flow means the company
is spending more than it's earning. This
isn't always a couse for concern, particu-
larly if the company is in the eady stages
of @ significant growth phase, but it still
warrants cttention to prevent future
shortfalls.

= Predicting future cash flow: By regularly
assessing the company’s incoring and
outgoing funds, it will allow you to better
predict its future cash position, aiding in
proactive financial planning,
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Working Capital

Working copital is on important metric
that measures a company’s short-term
liquidity, helping professicnals keep
tabs on whether there is enough cash
on hand to cover immediate financial
obligations, like poying suppliers and
meeting payroll:

Working Capital = Current Assets ~
Current Licbilities

Cusrent assets include:
» Cash on hand
s Accounts receivable {A/R)

« Materials and supplies for ongoing
projects (inventory}

= Work-in-progress (WIP)
* Retainage receivables

Current fiabilities include:
» Accounts payable (A/P}

= Accrued expenses (e.g., wages, utifities,
and interest)

* Short-term debt
» Billings in excess of costs

= Contract retainage payable
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As mentioned, construction projects
often hove negative cash flow ot the
start, so maintaining ¢ healthy working
capital is erucial for sustaining epera-
tions and completing projects. It also
helps companries identify potential cash
shortages and make informed dedsions
to optimize their cosh flow and firandal
stability, Therefore, it is important to
review this metric regularly.

A/R & A/P Turnover

Tracking how fast your company gets
paid (receivables) caompared to how
quickly it pays its bills (payables) shows
how efficient its financial system is,
which is why monitoring the A/R turn-
aver and A/P turnover monthly is import-
ant for maintaining a healthy financial
balance:

A/R Turnover = Net Credit Sales /
Average A/R

AJP Turnover = Total Purchases /
Average A/P

Keep in mind thot the construction
industry is known for slow payment,
particulorly if the company is in a com-
mercial trade where the average time
to payment is up to 90 days.’ Staying
on top of the A/R turnover can help you
detect collection issues before they spi-
ral aut of contral.

The faster your company pays s hills,
the lower the A/R turnover will be, and
the less likely the company will incur
additional interest charges or other late
payment penaities.

Costs in Excess of Billings

Costs in excess of billings {also known as
underbilling } refers to situations where
contractors heve incurred project costs
but have not yet billed clients for these
expenses. Underbilling is o common
scenario in the construction industry and
may indicate payment issues {such as
delayed payments due to missed dead-
fines or incomplete documentation),
unapproved change orders, or inaccu-
rate cost completion estimates:

Costs in Fxcess of Billings = Costs
Incurred - Amount Billed

Since project costs can have g signifi-
cant impact on a contractor’s financial

position and cash flaws, reviewing this
metric monthly is vital to maintaining
healthy business operations.

Net Overbilling

Net overbilling is the difference between
the amount that a company bills to cli-
ents and the revenue recognized by the
percentage-of-completion methad:

Net Overbilling = Amount Billad -
Revenue Recognized

Its primary purpose is to identify instanc-
es of overbilling, which occurs when the

clientis charged for more work than has
been completed.

For example, if a contractor completes
30% of the work but bills the client for
£0%, then this would be considered
overbilling.

While some level of overbilling is usu-
ally acceptable on the subcontractors’
part, it's important to keep an eye on
this metric to ensure that it's within
reasonable limits, This not only helps
prevent borrowing from other projects in
case the estimated costs to complete a
contract exceed the remaining amount
of money to be billed, but clse aids in
maintaining a healthy financial standing
for the project.

Cost Variance

Cost variance compares the actual
costs incurred on a project with the
budgeted costs for that project. It helps
assess whether the project is within the
planned budget:

Cost Voriance = Actual Costs -
Budgeted Costs

When there are significant differences in
costs, it usually means that the cost esti-
mation or project monagement is not
going as planned. This is why it's import-
ant to keep regulor tabs on this metric
to quickly identify areas where actual
expenses may have deviated from the
plan and make necessary adjustrnents
to bring the project back on track.

Quick Ratio

Quick ratio {also called acid-test ratio or
guick) is used to measure o company's
ability to pay its current lichilities with its
liquid assets. It excludes inventary and



focuses solely on cash, cash equivalents,
and A/R:

Quick Rotio = (Cusrent Assets -
Inventory) / Current Liabilities

The more assets and fewer liabilities o
company has, the more confident banks
and cther finandial institutions witl be in
its ability te repay its loans.

Quick ratios between 1,1 and 1.5 are
considered ideal 5

Time Variance

Time voriance measures how close o
project is adhering to its ortginal sched-
uie. It compares the hours planned for

a project with the actual hours worked
over a specific period of time. This metric
helps identify devictions and understand
whether projects are being executed as
plenned:

Time Variance = Actual Hours -
Planned Hours

If you notice a significant negative dif-
ference between planned hours and
actual hours, then your team consistent-
ly works more hours than planned. This
may indicate issues in project planning
or resource allocation, which could
potentially lead to delays, increased
costs, and even project failure,

On the other hand, a positive difference
means that the hours your team spends
on the project consistently fall short of
the planned hours. This may suggest
unrealistic project timelines or overes-
timation of resource availcbility, which
can result in underutilized resources or
missed profitability opportunities.

Average Months in Backlog
Avercge months in backlog measures
the time it tokes for construction com-
panies to complete their backlog of
projects, assuming no new projects are
added. Tracking this metric can provide
valuable insights into a company’s proj-
ect pipefine and backlog menagement,
specifically, the company's copacity to
take on new projects and its ability to
meet customer demand:

Average Months in Backlog = Backlog
Value / Monthly Revenue

A healthy average months in backlog
depends on the specific circumstances
and goals of o compaony. Generally, o
lower volue indicates a more manage-
abie backlog, dgllowing the company to
complete projects promptly and poten-
tialty take on new ones. However, an
excessively low value moy suggest alack
of future work and growth opportunities.

Alternatively, a higher value may sug-
gest a backlog that is difficult to man-
age, potentially leoding to delays and
resource censtraints.

Debt-to-Equity Ratio

The debt-to-equity ratio is a metric that
measures a contractor's ability to mon-
age and repay debt obligations, It com-
pares your company’s totcl debt to its
total equity, providing insight into your
financial leverage and risk:

Debt-to-Equity Ratio = Tetal Liabilities /
Totel Shareholders' Equity

Monitoring this ratio is crucial for several
reasons;

» Surety requirements: Surety compaonies
evaluate this ratio to assess your finan-
cial strength and ability to successfully
complete the project. An excessively
high ratio may signal financial risk, mak-
ing it difficult to obtain bonding capacity
for new projects.

« Banking and credit lines: Financial
institutions use this ratio to assess
creditworthiness. A fovorable ratio is
required to secure or maintain working
capital lines of credit essential for
funding ongoing operations and
managing cash flow.

« Financial health assessment: A high
debt-to-equity ratio can indicate over-
reliance on debt financing rather than
equity. This can make your company
more visinerable to economic downturns
or project delays, impacting your ability
to service debt obligations.

Generally, a ratio above 2.0 is consid-
ered o bad ratio for construction com-
panies, as this can indicates becoming
overleveraged, potentially jeopardizing
financial stability and obility to secure
future work.
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Manitoring this ratio ot least quarterly,
if not monthly, is key to demonstrating
financial discipline to sureties, banks,
and project owners. This increases
chances of securing bonding, maintain-
ing access to credit, and positioning
your company for long-term success.

Return on Investment

While likely a staple metric in the finon-
cial reporting toolkit, return on invest-
ment {ROI) is one of the most valuable
tools for assessing the profitability of
projects over the course of the year.
RO measures profitability by compar-
ing gains and losses generated to the
armount invested:

RO! = {Net Profit / Investment Cost) x
100

A high ROl is ¢ positive indicator of the
overall health and success of your com-
pany’s projects. As such, it plays a pivot-
ol rele in resource allocation, strategic
planning, risk assessment, and perfor-
mance evaluation, ultimately
contributing to the financial growth

of a company.
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DETERMINING WHICH METRICS
TO MEASURE

No two businesses are the same, and
selecting the appropriate metrics to
track requires careful consideration. The
following steps can guide you in choos-
ing the most relevant metrics for your
organization.

Define Business Objectives

Identify your company’s specific goals
and chjectives, especially those thot are
revenue related. Questions fike these
can help your company solidify its goals:

« What are the annual revenue targets
for the
upcoming year and the next few years?

» Are there specific projects or types of
construction work that contribute sig-
nificantly to revenue, and how can we
enhance or diversify these contributions?
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» Are there emerging trends or technolo-
gies in the construction industry that can
be leveraged to improve margins and
make the company mare efficient?

* Are there particular market segments
or geographical areas where we aim to
increase our revenue presence?

* Bow do we monitor and analyze key
performance indicators (KPis) related
to revenue, and what adjustments are
made based on these insights?

= What is the target profit margin, and
how does it
compare to industry benchmarks?

Understanding what your company aims
to achieve will guide the selection of
metrics thot align with these objectives.

Understand Industry Benchmarks
Research industry benchmarks and
standerds to understond which metrics
are commonly used and considered
essential in construction. Resources

like CFMA's Construction Financial
Benchmarker (financial benchmarker.
com} or the 2023 Financial Benchmarker
Executive Summary® can help provide a
boseline for comparison and help you
stay competitive.

in addition to researching, consider
asking your peers at other companies
about their metrics.

Consider Stakeholder Needs
Review the needs and expectations of
various stakeholders, including investors,
clients, and internal management. What
will they value most? What information
do they require 1o make strategic dedi-
sions? Tailor your metrics to provide an
accurate view of where your business is
excelling — and where it could benefit
from other perspectives.

Evaluate Data Availability &
Accuracy

I¥'s important to thoroughly evaluate
data sources to ensure thot they're reli-
able and up to date. This will provide a
strong foundation for accurate analysis,

Additionally, carefully sefect metrics that
can be measured consistently and accu-
rately to provide meaningtul insights.
This may require the implementation of
systemns to collect, organize, and ana-
lyze the relevant data.

Seek Expert Advice

Consulting with industry experts, finon-
cial advisors, or professionals with
experience in construction is always
encouraged. They can provide valuable
guidance on selecting metrics thot are
most relevant to your company.

STREAMLINE METRICS TRACKING
There's o lot of information to process,
especially when weighing it against
your current workload and day-to-day
responsibilities. Here are several strate-
gies that can streamline metric tracking:

« Automated reporting: Leverage soft-
ware or tools that automate the collec
tion, analysis, and reporting of metrics
to significantly reduce manual effort and
ensure data accuracy and consistency.

= Centralized dashboard: Create a cen-
tralized dashbocerd or reporting system
that consclidetes cll relevant metrics

in one place, enabling easy access and
visualization of key data points.

= Real-time data integration: integrate
systems and software to enable real-
time dato updates and synchronization.
This helps avoid delays in reporting by
ensuring metrics are always current,

« Standardized metrics and definitions:
Establish standardized metrics and defi-
nitions across the ergenization to ensure
consistency and facilitate easier tracking
and analysis,

« Regular review and adjustment: Adjust
and update metrics os needed to remain
aligned with business objectives, This will
help steer the orgonization toward sus-
tained growth in the coming years.

» Training and education: Provide train-
ing and education to employees to
ensure they understand the importance
of metrics and how to occurately track
and interpret them:.



CONCLUSION

Monitoring your financial metrics is more
than just a routine task; it's a power-

ful tool for growth and sustainability.
Embrace the knowledge these metrics
provide to identify areas for improve-
ment, optimize your operations, and
stay ahead of industry challenges.

With accurate and timely financiat

data ot your fingertips, you'll be better
equipped to navigate uncertainties and
achieve long-term success. 8P
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