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Construction Industry Year in Review - 2008

Business owners and senior management typically make their plans for the future based on a review of past performance.  But we are living in extraordinary times.  We have to ask two questions: “what actually did occur across the construction industry in 2008?” and “Will this knowledge be sufficient to plan for the future during a time of such economic uncertainty?”

 We are experiencing a global economic downturn that is radically different from any other situation we have encountered for decades.    No one seems to be immune from the fallout of this economy but interestingly, the pain being felt in the construction industry has varied by the specific sector that one operates in. 
The economic effect on the construction industry in 2009 could well prove to be even more ominous.   So it is even more important to understand where new opportunities lie, just as it is to understand what chances are being lost. So let’s see what the year just ended looked like – and discuss what the implications are for you going forward.
A Snapshot of the Industry

The construction industry has always been closely tied to the strength of the economy. When credit markets tighten up, corporations (both public and private) and government agencies begin to scale back on capital projects in an effort to conserve spending.  As a result, contractors feel the financial pinch as their existing backlog is completed or delayed, and new project bidding becomes scarce and highly competitive. Contractors have to juggle the possibility of slowing revenue while, at the same time, manage rising labor costs. It is not only the payroll expense that keeps contractors awake at night.  The search for skilled workers, whether for job costing, project design or to ensure adherence of safety measures, also remains a challenge, as does the concern over an industry wide reliance on immigrant labor.   Aggressive field management and well functioning administrative controls will be imperative as contractors attempt to control job costs.
Higher prices for materials cannot be overlooked either. In 2008, contractors had to deal with a high level of uncertainty regarding the cost of steel and concrete.  Fuel costs took their toll on profits through late summer, but have since retreated to their lowest levels in many years.  Contractors will have to be attentive to potential rising inflation costs that would have a negative effect on long-term contracts.  The bidding process will become a tougher challenge for contractors who will have more on the line in this recession. 

Given the challenging environment, contractors need to get their financial house in order.  Developing a business plan that addresses these challenges and others will help contractors navigate thru turbulent times. The plan does not need to be a “book,” in fact, a brief outline is best to help keep you focused and on target.  If you concentrate on writing the plan, that becomes a goal in itself. Rather, the plan should just provide a blueprint for success – a guide for you to adhere to as you go through the year. Without a business/marketing plan. a timeline for its implementation and a budget, it will be much harder for you to reach the goals you are setting for your organization.  If you need ideas for a business plan, please feel free to call our office and we can supply templates and suggestions to get you started.
Marketing and sales are usually the first areas to be trimmed when revenue slows, but you should continue to network, create informal alliances, talk to existing clients and business colleagues, and remain a strong presence in your business marketplace. The old adage “out of sight – out of mind” is really true. You need to build your brand and keep your name and reputation at the top of the mind of your customers and others who influence your audience. While you do not need an extensive ad campaign or expensive collateral materials, you do need to use your networking skills to build meaningful relationships.
No one wants to be, or can afford to be, surprised in this economy. Communication with your financial team of professionals is essential in tightening credit markets and inviting them to participate in your business can lead to success in difficult times.  
The Good News

As 2008 was dawning, the demand for commercial construction was offsetting the slowdown experienced on the residential side. In fact, there was a surge in building led by hotel construction, including the Atlantic City Revel Resort Hotel and Casino project, office buildings, led by the new World Trade Center, retail and healthcare.   Unfortunately, as we all know, this wave of nonresidential projects did not sustain itself through 2008.

Despite the volatility and the global economic slump, most of the construction industry trade associations and publications predict that commercial, multi-year projects will continue.  What impact does this have on you as you forecast your own projects, cash flow, hiring practices and equipment purchases?  

There are several things that can be done as you move forward to take advantage of every opportunity. 

First of all, be sure to identify your core competencies. Knowing what you do well and how you can apply those skills to existing audiences as well as to new segments as you expand your footprint. Next, set goals for the growth of your company. If you know where you are heading – and what you want to accomplish – it will be easier to achieve your objectives.  Thirdly, use the information you have about your own company as well as the competitive landscape to create a situational analysis. Consider your greatest strengths, your company’s weaknesses – where opportunities lie and where threats where may come from. 

The construction industry has always guided this country through tough times. The country will have new leadership in 2009 and an aggressive stimulus package that should benefit the construction industry will be forthcoming.  Will you be in position to benefit from such a stimulus package?  If you plan on becoming involved with government offered contracts certain registration requirements will have to take place.  Those who that take action now to get on top of registration and compliance requirements will be ready to act as the stimulus package unfolds.  Just about every state government has a registration portal on the web for procurement of state contracts. Consulting trade associations may prove to be time saving in gaining information about government contracts.  The state of New Jersey provides registration services on line at http://www.nj.gov/njbgs/.  
The Construction Landscape in New Jersey 

The combined construction industries which include residential and commercial sub-contractors, heavy and civil construction, and real estate service contribute $94 billion annually to the state’s gross product, which represents about 20% of the total gross state product.    
In New Jersey, job growth from July 2007-July 2008 in the construction sector fell 2.8%. This can be favorably compared to the 7.8% dip experienced by the transportation equipment industry or the 7.1% loss experienced in the printing sector.  
The state government relies on the construction industry to be a vibrant aid to an ailing economy.  The industry can expect to see the state participate in projects to improve the roads and infrastructure of the state.  School development can expect to see financing from the federal and state government.
It has been said that the toughest times are the perfect incubator for generating new ideas. When things are going well, most businesses, especially local contractors, are reluctant to tamper with success. But when construction projects decline steeply, it offers an opportunity to think outside the box. Some new trends did appear in 2008 and some that had begun to germinate over the last few years continued to gain ground this year. We are sure that 2009 will bring further innovations and new approaches, especially in the use of technology.
Trends

Design and build contracts. These continue to appear in response to the growing sophistication of the projects and the need for the contractors to manage the project from design through construction in a seamless approach.  Whether creating a strategic alliance with an outside architectural firm, or developing an internal design practice, many contractors are embracing this concept and expanding their services accordingly. 
Technology. As in every sector of the country, the use of technology has drastically changed the industry. From the earliest designs of the new project, software is used to sketch the external building envelope and the interior space, as drafting tables and hand-drawn blue prints become a relic of another era. Computerization has created great efficiencies, has helped to reduce some costs, and has enabled contractors to erect increasingly complex structures.  Computers can be used for scheduling, coordinating measuring and ordering of raw materials, integrating people and materials, tracking equipment in the field, and streamlining the office administration. With staffing a problem, the use of computers may help reduce the dependence on experienced people while also reducing the chance for human error in calculations.  
Ethics Rules. This year, contractors with federal contracts that exceeded $5 million had to implement a written code of ethics and ensure worker compliance. The public and the government are demanding integrity for business owners at all levels, an attitude that was fueled originally by the demise of Enron and World Com, and which continues to grow in the face of the disclosure of even more corporate abuse of power and finances.    

e-Verifying. If all United States businesses must confirm that their employees are legally in the country by 2012, the construction industry – much like agriculture – will be dealt a tough blow as many contractors rely on unskilled (often immigrant) laborers.

Going Green.  One of the most positive trends that gained great momentum in the construction industry is the enthusiastic embracing of “green” strategies. The concern for the planet, as well as a drive to be more energy efficient and cost effective, has fueled a number of innovations in conserving energy and protecting the earth’s resources. Heating, ventilation, lighting, air conditioning, solar panels and solar hot water heating systems as well as thermal windows, green roof tops and even landscaping, can all be modified to conserve energy and replenish lost resources. This is now a top priority for contractors. This means that technology will be utilized for improved diagnostics and monitoring to improve a building’s operations.  Contractors have been reluctant to participate in the LEED process do to cost and difficult compliance issues.   Many changes in the certification process are expected in 2009 to increase participation in the green process.  As of December 31, 2008 the New Jersey chapter of the U.S. Green Building Council reported 305 projects LEED registered projects throughout the state.  
Financial and Management Issues

Claims on the Rise. Managing claims is one of the key challenges facing contractors today. When the project exceeds the completion time, or there are cost overruns (especially with sharply rising material prices), the contractor becomes vulnerable. It is critical for contractors to have an effective method for managing claims. It all begins with proper estimates – which helps the contractor complete the job on time and profitably. The economy itself is a contributing factor to a rise in claims.  The finger pointing is expected to continue in the coming year.  The key to managing a successful claim is a solid documentation process.  Field managers need to be timely in their reporting of problems and management must conduct regular meetings to keep their finger on the pulse of a job before problems arise. 
Prevailing Wage.   All contractors that are engaged in public work are required to pay workers under the prevailing wage regulations in effect at the award date of the contract.  The wage rate may change over the life of the contract and should be adjusted for when posted. Failure to comply can lead to costly penalties and possible disbarment from bidding on future work.  Contractors can get further information by visiting the State of New Jersey’s Department of Labor and Workforce Development Website at 

www.lwd.dol.state.nj.us.
Economic Stimulus. The state is considering a number of different tax law changes designed to provide relief for local companies. These initiatives which have been or are being introduced in the legislature are a part of a larger effort to stimulate the economy and are expected to have a positive impact on struggling small and mid-sized contractors in the state. 
Withholding Tax for Unincorporated Sub-Contractors. According to the new withholding requirements passed in 2007, the income taxes of resident and nonresident persons engaged in business in the state must be withheld and paid to the State of New Jersey. Business owners maintaining an office in New Jersey or conducting business here, must deduct and withhold a tax equal to 7% of the amount paid for services rendered to anyone in the following categories; resident unregistered, unincorporated contractors or nonresident unregistered, unincorporated contractors. The contractor withholding the payment should also send the unregistered, unincorporated contractor the Federal form 1099-MISC.
In the state of New Jersey, an unincorporated sub-contractor is one who is organized as a sole proprietorship, a partnership or any other business entity not taxable as a corporation for federal tax purposes and is hired to construct, improve, alter, or repair a building, structure or improve real property. 

There are always exceptions to any rule. Withholding is not required if the person making the payment has obtained from the person receiving the payment, proof of the construction contractor’s registration with the Division of Revenue, Dept. of Treasury. A Business Registration Certificate serves as acceptable proof of the business’ valid registration with the Division of Labor.   

Pay To Play. Contributions by for-profit business entities that have or are seeking New Jersey government contracts, a practice known as “pay-to-play,” are subject to restrictions. A contribution made prior to the award of a contract may disqualify a business entity from receiving a contract, and the business entity is prohibited from making certain contributions during the term of a contract. These pay-to-play restrictions apply to contracts at the state, legislative, county, and municipal levels of government. In general, regulation of these contributions is a matter of government procurement law and may impact contractors like you. The pay-to-play disclosure law requires that prior to entering a contract with a governmental entity of more than $17,500 that is not publicly advertised, a for-profit business entity must disclose to that governmental entity certain contributions made during the past year. 

Further, a for-profit business entity that has received $50,000 or more through government contracts in a calendar year must file the Business Entity Annual Statement (Form BE) electronically with the Commission to report contract information and reportable contributions it has made. The due date for the first annual disclosure report for calendar year 2006 was September 28, 2007. For each subsequent calendar year the due date is March 30th.  For more information on filing FORM BE, please call our office.
Call for Help!
Please remember that if you have any questions regarding the financial and management issues covered here or the trends that were highlighted, please do not hesitate to call us at 973-994-9494.
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