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Rising Costs – Can We Handle It



(From June 2008 speech)

Are we still in an inflationary mode?

How much?

Danger signs.
Some we recognize, some we don’t.

Oil:  Oil prices are achieving new highs on an almost daily basis.

Disruptions in the supply chain
Many construction commodities are in tight supply:  oil, stainless steel, cement, structural steel.

Shipping:

The cost of shipping raw materials such as iron ore and coal has soared (note: tripled) to a new record as the economic boom in developing economies….

No one knows how long shipping costs will stay this high but most analysts think the market will remain tight for the next two or three years.  (Telegraph.co.uk, Oct. 10, 2007)

Falling US Dollar:

The US dollar continues to fall against other currencies.

Results:  

Makes overseas products more expensive. 
Puts upward pressure on the price of oil.

Allows US producers to sell more abroad (thus allowing price increases in US).
(From November 2008 speech)

What happened to inflation?

Where do we go from here?

Danger signs.

Some we recognize, some we don’t.
Causes of Cost Trends

-Demand/Supply Balance

-Labor Costs

-Material Costs

-Government Actions (Fiscal Policy, Monetary Policy)

-Geographical Area

-Competition Factor

-The Index used to Measure the Cost Trend.

Demand/Supply Balance

-Major cause of inflation in the last 5 years.

-Materials and Suppliers in short supply


-Concrete, reinforcing steel


-Oil, copper, stainless steel


-Contractors and subcontractors

Labor Costs

-Labor costs have been relatively stable during this period of material escalation.

-Labor costs are not easily swayed by the demand/supply curve.

-The political scene is set that labor cost increases may be a major factor in the future.

Material Costs

-Material costs have been the major cause of inflation for the last 5 years.

-Material costs are now in retreat.

-How much?

Government Actions

-Fiscal policy – economic decisions made by the President or Congress.


-Income tax rebate


-Corporate bail-outs


-Changes in health care

-Monetary policy – economic decisions instigated by the Federal Reserve to control the money supply.


-Changes to the interest rate – lower rate increases money supply.

-Changes to the reserves limit – lowering the reserve amount increases the money supply.
Geographical Area

-Inflation rate is different in different area of the country.

-Most indexes have a geographical component.

-Note that the ENR indexes are not meant to measure cost differentials between cities and the index accuracy does not improve by using an index closest to the city of interest rather than the 20-city average.

Competition Factor

-How many suppliers/vendors are bidding on each portion of the project?
-2005 – 2 to 3 bidders per project

-2008 – 10 to 15 bidders per project

Index of Choice

-What index is to be used?

-Different answers depending on choice.

Index Used

-Index used to measure the cost trend.

-Different indexes give different answers.

-Common cost indexes:


-Engineering News Record (ENR) – 2 indexes

-R.S. Means


-Handy Whitman


-Rider Levett Bucknail (RLB)


-Turner Construction Company


-Lee Saylor


-Fru-Con Corporation


-Austin Company

Five-year Comparison of Common Indexes

	YEAR
	ENR-CCI yr end
	ENR-BCI yr end
	MEANS July to July
	TURNER yr average
	RLB incl. markup
	Lee Saylor Material
	Lee Saylor Sub

	2002
	 1.8
	 1.9
	 2.6
	 0.3
	 2.0
	 4.8
	 1.0

	2003
	 3.7
	 3.3
	 8.9
	 5.5
	 0.8
	 7.3
	14.1

	2004
	 6.9
	 9.2
	 5.5
	 9.5
	 8.9
	 5.7
	 9.2

	2005
	 5.0
	 5.4
	 6.9
	10.6
	 7.6
	 6.2
	 6.5

	2006
	 2.9
	 2.2
	 4.6
	 7.7
	10.4
	 2.7
	 5.3

	2007
	 2.7
	 2.8
	---
	---
	---
	---
	---

	5 Years

2002-2007
	21.9
	23.8
	31.6
	33.3
	32.9
	29.6
	41.1


ENR Indexes – Labor

Labor Component

-Construction Cost Index – 200 hours common labor

-Building Cost Index – 68.8 hours of labor (Carpenter, Bricklayer, Ironworker)

ENR Indexes – Materials

Material Component (both indexes)

-Structural steel:  25 cwt

-Portland cement:  1.128 tons (bulk)

-Lumber:  1088 board feet ( 2 x 4’s)

ENR Indexes – Materials not covered

Materials Not Used

-Products and operations using oil

-Stainless steel, copper

-Mechanical equipment, pipe, valves

Rider Levett Bucknail (RLB) Index

-What does this index cover?

-Comparative Cost Index


-tracks the true bid cost of construction


-includes GC’s and Sub OH & P (in addition to costs of labor & materials)


-also includes sales/use taxes

RLB – what does the index cover?

-Boom times – costs increase more rapidly than just costs of L & M.
-Overheads and fees are increased in response to the increasing demand.

-Bust times – cost increases are dampened or reversed due to reductions in overheads and fees.

Project Bid 4/30/2007

Emerald Coast Utilities, Escambia County, FL

Water Line Upgrade, Lee and M Street

-Lee Construction

$283.806
100%

-Northwest


$307,143
108%

-Roads, Inc.


$407,115
143%

-Thurman


$478,115
168%

-Gulf Equipment

$486,883
172%

-Harris



$499,969
176%

-Warrington


$578,305
204%

-Fountain


$710,993
251%

-Average Bid


$469,041
165%

Why the Difference?

-Bidder Error by Low Bidder

-Error by Group of Bidders – Use of defective vendor pricing?

-Large percentage of Self-performance – Defective pricing

-Large Amount of Contractor Owned Equipment – deep discounts

-High Risk Project – Sheeting, dewatering, traffic control (contractors evaluate and price these differently)

-Poor Project Definition – Contractors looking at same job?

-Different Subcontractor Pricing – Special agreements and pricing

-Sole Source Supplier Playing Favorites

-Differences in Worker’s Compensation Rates

-Hungry Contractor “Buying” a Job (Low Ball)

-Contractor Bidding Outside his Area of Expertise

