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Over the past 25 years, more than 80 large U.S. construction firms have suffered
severe financial difficulty, with many experiencing bankruptcy as a result. Not your
fly-by-night contractors, these companies represented established, diversified,
well-capitalized, and professionally managed businesses, yet they still failed. This
workshop examines the results of a broad study conducted by FMI under the spon-
sorship of the Construction Industry Round Table to identify the root causes of fail-
ure in large construction firms.
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> Provides a brief history and analysis of large contractor failures, including hy-
pothetical causes.

> Identifies the five root causes of failure by large contractors as determined by
the study.

> Summarizes lessons contractors can learn and apply in their own companies.
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Hugh L. Rice
Chairman
FMI Corporation

Mr. Rice is presenting Workshop T6, “Avoiding the Pitfalls—Why Large Contractors Fail,” on
Tuesday afternoon. He is chairman of FMI Corporation. He joined FMI in 1972 and opened the
Denver office in 1979. He created the firm’s Mergers & Acquisitions Group, which has com-
pleted over 500 construction industry acquisitions since inception. He served as CEO of the
firm until 2003. Mr. Rice’s major consulting activities include stock valuations, ownership
transition planning, merger/acquisition advice, strategy development, and capital services.
Because of his expertise and experience in dealing with strategy and ownership issues in the
construction industry, Mr. Rice is frequently asked to speak before groups of national scope.
Over the past 2 decades, Mr. Rice has made presentations to virtually every major construc-
tion industry organization in the United States. He is on the Board of Directors or Advisory
Board of several major construction firms.

Mr. Rice has written numerous articles on strategy and ownership issues for the construction
industry and has been published in dozens of industry publications. Additionally, he is on the
Editorial Board of the Journal of Construction Accounting and Taxation. He has been active in
many organizations over the years, including the Institute of Management Consultants, Con-
struction Financial Management Association, Associated General Contractors of America, and
The Beavers. He was awarded the Golden Beaver Award for Service and Supply in 2005. He
currently serves on the Advisory Board for the Burns School of Real Estate and Construction
Management at the University of Denver.

Mr. Rice holds a bachelor of science degree in electrical engineering from the Georgia Insti-
tute of Technology and a master of business administration degree from the University of
North Carolina at Chapel Hill.
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Notes

This file is set up for duplexed printing. Therefore, there are pages that are intentionally left
blank. If you print this file, we suggest that you set your printer to duplex.



CAUSES BEHIND THE CAUSES OF
WHY LARGE CONTRACTORS FAIL
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Causes Behind the Causes
of Large Contractor Bankruptcies

February 2007

Background

During the past few decades, there have been several large contractors that, after many years
of growth and apparent prosperity, experienced notable financial disasters resulting in bank-
ruptcy or a reincarnation in a much different form. Below is a partial listing of the recent
years’ casualties:

» Dillingham Construction Modern Continental

» Encompass Services Group Morttison Knudsen

» Fishbach & Moore Morse Diesel

» Guy F. Atkinson Railworks Corporation
» IT Group Raymond International
» J.A. Jones Stone & Webster

» JWP Group The Austin Company

Purpose of the Research

In conjunction with the Construction Industry Round Table (CIRT), FMI Corporation (FMI)
undertook a two-year study to uncover a deeper understanding of why seemingly very success-
ful contractors, many of which had been in business for several decades, got in dire straights
that resulted in their demise. The industry has regularly witnessed smart leaders making what
appear to be the same fatal mistakes that others before them have made and that seemingly
lead their companies to ruin. While many lists of major reasons for contractor failure have
been circulated almost annually, many industry leaders felt that there was something missing.

Our mission was to provide a richer understanding of large contractor failure and to identify
the root causes behind the “surface level” causes that are so frequently blamed (e.g., ventures
into new geographic markets, choosing to offer types of construction the firm has no experi-
ence in, taking on excessively large clients, etc.). In the long run, we hope that this effort will
improve the endurance and longevity of all the high quality contractors serving the needs of
our society.

© 2007 FMI Corporation
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What Have We Done?

After a quick review of a variety of articles and other publications on the subject of contrac-
tor failure, we generated an initial list of the most often cited causes. The list of causes is di-

vided into categories that aid in understanding the general sources of each cause; strategic, or-

ganizational and uncontrollable.

Most Often Cited Causes

Strategic

m Unrealistic Growth/Overexpansion/Unfamiliar New Markets and/or Entry
Into New Types of Construction
m Volume Obsession

m Unrealistic Promises/Bad Contracts/Poor Project Selection

Organizational

m Insufficient Capital /Profits
m Lack of Business Knowledge/Poor Financial Management/Poor Sales Skills/
Inadequate Marketing

m Poor Leadership/Poor Leadership Transfer
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m Project Losses/Poor Field Performance

m Owner Court Battles/Owner Bankruptcy

Uncontrollable

m Industry/Economic Weakness

m Banking, Surety Changes

© 2007 FMI Corporation
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While helpful, the list was insufficient in clearly identifying the roots or the sequence of the
causes, resulting in our need for deeper research. During the past two years, the research team
at FMI explored numerous sources for gaining greater insights into the causes-behind-the-
causes. The list of sources includes:

» Written accounts of case studies for more than 80 large contractors that suffered a
major financial crisis, many of which resulted in bankruptcy

» Several books reporting on in-depth studies of the issues that, in general, lead
successful companies into tenuous situations

» Leading management consultant reports, such as the McKinsey Quarterly

» Several academic articles specifically studying company failure in the construction
industry

» A cross-industry comparative analysis of financial data

» A cross-industry analysis of Myers-Briggs profiles

» US. Census data on failures in the construction industry

» Historical surety data on past failures

» Reviews of financially-based predictive models for failure

» Surveys we conducted specifically for this effort that gathered the experiences and
perspectives of the senior executives of the largest construction and engineering
companies as well as a broad base of senior and middle management from contract-
ing companies larger than $250 million in revenues per year

» In-depth case studies of more than 25 failed contractors, representing a wide range of
industry segments

» In-depth personal interviews with 35 top executives of contracting companies and
sureties

What We Have Learned?

Overview

After taking in all the information from the sources noted, it became very clear that there are a
few principal root causes for the majority of the largest downfalls. Many times, these root
causes occur together, in a “perfect storm” type of situation. In the instances when more than
one root cause was involved, the time sequence of events was not usually consistent. Our re-
search produced a general model of the inputs that lead to failure as well as a handful of root
causes. We also provide a model of the inter-relationships of these root causes.

© 2007 FMI Cotporation



General Model of Failure

In a most general sense, the causes for failure of a large contractor can be categorized into the
four major components shown along the perimeter of the Failure Chain Reaction Model

(Exhibit 1).

Exhibit 1. Failure Chain Reaction Model

Failure
Mind Nature Chain

of the of the Reaction

Contractor Construction Model
Industry

Company
Performance
I

Bankruptcy
Culture and General Doom Loop
Systems Economic
of the Conditions
Organization

FMI @ 2006 1 Corporation

Each major component represents a whole host of individual causes. For example, General
Economic Conditions that contribute to failure include interest rates, resource shortages, na-
tional demographics, etc. The Nature of the Construction Industry includes the hard bid

process, long project timing, uniqueness of each project, etc. The Culture and Systems of the

Organization includes financial discipline, succession planning, project/owner selection proc-
ess, etc. And the Mind of the Contractor includes the drive to grow and be big, a developed

numbness to risk, a hyper-optimistic perspective, etc.

All of these major components combine and interact to produce the Company Performance,
which includes all the financial conditions of the company as well as project completion-
versus-schedule outcomes. 1If the Company Performance leads to a significant loss of finan-
cial flexibility, contractors often end up in a Bankruptcy Doom Loop. This loop consists of
reductions in surety bonding levels, banks calling in loans, and a greater likelihood of taking on
higher-risk projects in a desperate effort to get urgently needed cash, which in and of itself all
too often leads to further project losses and a quicker pace of the downward spiral to failure.

© 2007 FMI Corporation
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Root Causes

But which of the numerous contributors to failure within each of the major components of
the Failure Chain Reaction Model tend to be the most problematic? The research we con-
ducted identified five dominant root causes; Excessive Ego, Poor Strategic Leadership, Too
Much Change, Loss of Discipline and Inadequate Capital. Exhibit 2 illustrates our perspective
on the relationships between these root causes.

Exhibit 2. Five Root Causes

Poor Strategic
Leadership

Excessive Too Much Loss of Inadequate
Ego Change Discipline Capitalization

© 2006 FWI Corporation

The concept of Excessive Ego embodies a constellation of attitudes and beliefs that, while in
many ways can be pointed to as a leader’s root cause for success, they ate also all too often the
root causes for leading the company to failure. The concept of two-edges of a sword could
not be more applicable. Pride, arrogance, over optimism, and blindness to realities (to name
just a few of the traits) often lead to a failure to develop a team, an inability to get candid feed-
back and a sense of invincibility. There are many ways in which an excessive ego can express
itself that lead to a distorted perception of the market, the company’s capabilities, and the
leader’s personal needs, any of which put the firm at much greater risk of failure.

From a survey of construction managers and executives across the nation, Exhibit 3 shows the
extent to which dangerous, ego-based attitudes are prevalent in companies of varying degree
of riskiness to fail. The red bands show the comparatively high frequency that the ego-based
attitude existed in companies that suffered a fatal or near fatal financial crisis whereas, the
green bands show the opposite for companies felt to be at the least risk to suffer a financial
crisis in the next five years.

© 2007 FMI Cotporation
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Exhibit 3. Ego and Failure Risk

"We’'ll figure out how to staff it once we get the job.”

“We’ll make it happen and show them what we’re
made of.”

“We're right and we’ll win in court.”

“We have to keep our guys busy.”

“Just put more guys on it.”

“All our training happens on the jobsite.” B Hada financial erisis

[ Low Risk of Financial Crisis

"We’ll make it up on changes.” [ Least Risk of Financial Crisis

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

Poor Strategic Leadership, which can be, but is not solely a result of an excessive ego, is also
very often at the root of the troubles that take a contractor into dire straights. Besides the
dysfunctional decisions that can arise from an excessive ego, a primary weakness in leadership
that has often lead to corporate collapse is not having any (or enough) skin in the game, which
results in a “Renter’s” attitude rather than that of an “Owner.” For logistic reasons, the lack
of personal presences — absentee leadership — results in insufficient awareness and control of
the organization. As well, many leaders, due to their excellent building and technical skills,
were very successful and ended up running large companies that far exceeded their business
management capabilities, resulting in deadly strategic mistakes and/or debilitating problems of

indecision.

With a flawed executive suite, three additional root causes are all too likely to occur and bring
the company down, and taking on too much change at one time is rampant. Change appears
to be the root behind many of the more surface-level causes that are often identified; sudden
increase in volume of work, entry into new geographic markets, working with new owners,
choosing to offer new types of construction services. In addition, the dangers of change in-
clude the hiring of new senior leaders, having new ownership of the contractor, hiring on new
project managers, and even installing a new accounting system. With each increment of
change, there is a significant increase in the risk of losing the system of procedures and con-
trols that are so fundamentally critical to bringing projects in on time and on budget, with sat-
isfied owners and employees who don’t feel like they have been put through a meat grinder.

© 2007 FMI Cotporation
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Exhibit 4 shows how the rate of change is perceived within contractors that have varying lev-
els of riskiness to fail. Not only are contractors that had a financial crisis more likely to have
over-stressed their organization with a high rate of change, they are also more likely to have
been too slow to change when needed.

Exhibit 4. Rate of Change

Very aggressive, regularly makes many changes,
overburdens the company, making it less effective
and less efficient

Too slow to change in general, never making the
changes it needed to in order to adapt properly to the I Had a financial crisis
market

— Low Risk of Financial Crisis

Regularly too slow to adapt to the market, when [ Least Risk of Financial Crisis
finally decides to change, amount of change is too
much

Rate of change is slow and steady, which is just right
for the company

Very aggressive, regularly makes many changes, but
the company is durable and able to accommodate

0% 10% 20% 30% 40% 50% 60%

Whether it is a result of too much change or simply a matter of decay due to inattention, the
Loss of Discipline is one of the most deadly root causes a contractor can suffer. The impor-
tance of maintaining discipline in the management and operations of the company, defined as
attentive accuracy in one’s actions, is no different than the importance of accuracy and atten-
tion in the processes employed in constructing the buildings we work on. If the measures are
off or attention is neglected, cost overruns and on-the-job accidents take over. The analogies
for management include, but ate not limited to, staying true to selective project selection/
pricing policies, taking efforts to maintain an entrepreneurial spirit; avoiding bloated overhead
and complex organizational structure, and not succumbing to impulses of needing to “feed
the beast” or take the never-actualized “break-even” project just to keep people busy.

The results from the nationwide survey (Exhibit 5) show that how well a company is believed

to be “keeping its eye on the ball” (defined as not changing from proven practices regarding

solid hiring, training, and retention, or how risky a project to accept, or level of discipline fo-
cused on proper job estimating and/or cost controls, etc.) is directly related to the level of risk
it has of failing.

© 2007 FMI Cotporation
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Exhibit 5. Eye on the Ball

Company is or was consistently
good about keeping its eye on the ball

Least at Risk to Have a
Financial Crisis
within the next 5 years to
10 years

Low Risk to Have a
Financial Crisis
within the next 5 years to
10 years

Had a Financial Crisis %

0% 20% 30% 40% 50% 60% 70% 80% 90% 100%|

Other perceptions related to how well the organization maintains its discipline are also seen to
be related to the company’s level of riskiness to fail, as shown in Exhibit 6.

Exhibit 6. Discipline

Has employees that are very
self disciplined people
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Has field staff trained in,
skilled at and responsible for
diligent, timely and accurate

cost reporting

Has meetings/company A
culture that supports learning 5
from successes and 81%|B
istaki
mistakes C/| I Had a financial crisis

Low Risk of Fi ial Crisi.

Took on new strategies that B| ] Low Riskof Financial Crisis
don't fit with core . . . .
competencies c A| I Least Risk of Financial Crisis

T

10% 20% 30% 40% 50% 60% 70% 80% 90%  100%
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The last of our major root causes for the failure of many large contractors is having Inade-
quate Capital. The economics of the construction industry are rather unique, and many lead-
ers fail to grasp the severity of risk that the company is exposed to due to having inadequate
amount of capital. There are many forces tugging, even yanking, on the leader to take funds
from reserves in order to fund other seemingly more pressing needs, including: having large,
long duration projects that require a large portion of equity, cash and working capital be re-
lated to profit recognition; getting caught feeling the need to litigate because you “cannot af-
ford to settle;” over-depletion of capital due to ownership-transition purposes; diversification
into illiquid assets. Add to these the construction mentality that all too often assumes no bad
luck, keeps cash to a minimum, and for the leaders who grew up being great builders, the work
of managing the business is usually far more interesting to them than is the managing of cash.

And as a final part of how contractors end up with inadequate capital, the construction indus-
try includes a very deceptive financial management feature of “Phantom” capital. Under bill-
ings — or losses? Over billings — where is the cash? Estimated costs to complete — profit fade?
Booked claims — wishful thinking? Market value of fixed assets — auction value? Goodwill —
really? Nowhere is it more apparent that the balance sheet of a contractor is merely a very
gross estimate than in the decisions made that affect the perception of the amount real capital
reserves.

The Nature of the Construction Industry and
General Economic Conditions

Many people in the industry point to issues outside the control of the company as the causes
of its demise. However, at any one point in time in any particular market, there is probably
more than one similar contractor who is exposed to the same external force but did not suffer
a catastrophic financial event. And in fact, in many of our interviews with the most seasoned
of executives, they emphatically reject the notion that luck or other extraneous forces are re-
sponsible for a company’s deathly decline.

Nonetheless, we do see a need for identifying the role that externalities can play. Our study
indicates that these externalities are not root causes but actually accelerants that quicken the
pace of demise for those companies that already suffer from one or more of the root causes
noted earlier. Itis a rather thin edge that successful contractors live on, one on which mistakes
can be deadly and often are. The depth of the troubles that take large contractors down is
evident in that we see more liquidations than reorganizations.

© 2007 FMI Corporation
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Summary

Using parts of our original general model and focusing on the critical root causes produces
Exhibit 7. This model illustrates the interplay of the root causes discussed eatlier, that they
lead to poor financial performance, which aggravates the issue of maintaining adequate capital,
and with additional input from external forces in some cases, takes the firm to failure.

Exhibit 7. Root Causes

Causes Behind The Causes

A

Excessive Too Much Loss of Inadequate
Ego Change Discipline Capitalization

Poor
Financial
Performance

I 5 - I
General
of the =
. Capital Economic
Construction Conditions

FAILURE
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About FMI

Founded in 1953 by Dr. Emol Fails, FMI provides management consulting, training, and in-
vestment banking services for the worldwide construction industry. FMI delivers innovative,
customized solutions to contractors, engineers, architects, environmental firms, manufacturers
and suppliers of building products and construction equipment, construction matetials pro-
ducers, private owners, government agencies, utility companies, surety companies, and trade
associations.

FMI’s experienced consultants can assist your business with compensation planning, leader-
ship/organizational development, marketing/sales, strategic market information, mergers and
acquisitions, acquisition integration, ownership transition, private equity financing, project de-
livery improvement, management and field-level training, strategic planning, and productivity
improvement.

— -

Purpose

Build a great future for

the construction industry

and its leading

© 2007 FMI Cotporation
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MANAGEMENT CONSULTING e INVESTMENT BANKING

forthe CONSTRUCTION INDUSTRY

Raleigh

5171 Glenwood Avenue,
Suite 200

Raleigh, NC 27612

T919.787.8400 F
919.785.9320

Denver Tampa

55 Madison Street, Suite 410 5301 W. Cypress Street, Suite 201
Denver, CO 80206 Tampa, FL 33607

T303.377.4740F T 813.636.1364 * F 813.636.9601
303.377.3535
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