





Capacity

The contractor’s capacity to perform the
work is also very importantin deciding
whether to commit to factoring the
project. Again, with the funds available
for these projects, the contractors

that win the bids may not necessarily

be the most qualified to perform

the work. Factors should thoroughly
evaluate budgets, estimates and costs

to ensure that the contractors can
reasonably perform on the contract to its
completion. A key element to consider is
the contractor’s ability to pass through
significant increases in cost of goods
sold, or “escalation clauses.” Ultimately,
if the contractoris unable to perform the
duties under the contract for whatever
reason, it could severely damage the
quality of receivables purchased.

Capital

Determining the amount of credit issued
to a contractor is a very important step
in the process. It is critical that the
factor is cognizant of the difference
between the line extended to the client
(in excess of the sum of all potential
approved projects the contractor will
undertake in the following 6-12 weeks)
and the limits for approved projects.
Understanding how the contract will
pay, how invoicing will occur and how
much the contractor is contractually
able to invoice at each step in the
process will determine the line limit. It
is alsoimportant to check the contract
forlanguage regarding change orders.
Allowing for around 10% of the contract
value for change orders will typically
suffice. Exceeding that allowance may
indicate a problem with the project and
its direction. Typically a line limit that
will accommodate the contractor’s cash
needs for the term of the longest project
outstanding, plus a 10% allocation for
change orders, should suffice.

Controls

With all of this initial work completed,
the factor must implement proper
financial controls via sound
disbursement protocols. This will help
monitor the project over its duration to

ensure compliance with the contract
and schedule of values. After all, most
contractors do not have adequate
in-house financial-administration
capabilities, because they involve
substantial investments in staff and
software, which can be costly and
time-consuming. From the factor’s point
of view, however, commingling funds
(using funds associated with one project
to pay for costs associated with another
project) can present a serious risk to the
project factored. If the reallocated funds
deprive the rightful recipients of those
funds (i.e,, subcontractors and suppliers),
they could place a lien on the project
and the factoris then unable to collect
on the receivable until the lienholder’s
claim is satisfied. Thus, thereis a
significant motivation for the factor to
step into the role of disbursing project
proceeds. It not only reduces the risk
associated with construction factoring,
it lowers the contractor’s overhead and
brings substantial experience to the
transaction, which may be useful in
minor capacity issues.

Conditions

There are several nuances that the
factor must be keen to when disbursing
funds. First, funds disbursed must only
go to the project factored. For example,
payroll must only be issued for hours,
days or units of work completed, and
only on the approved project. Checks are
written for payroll, benefits and taxes
(including IRS Forms 940 and 941, Social
Security, FICA, workers’ compensation
and other withholdings). Also, factors
must allocate and track job-specific
overhead such as equipment, materials,
and personnel (i.e,, security). Although
itisimportant that the factor make
these payments on the factored project,
itis very important that the expenses
make sense. For example, a contractor
performing renovation work and
carpentry on a federal building likely
wouldn't need aton of steel to complete
the job. Factors must consistently
consult the contract and schedule of
values to ensure that the project is
moving along according to protocol.

Collateral

As aresult of the Miller Act and
subsequent “Little Miller Acts”
implemented by various states, most
public works projects will require surety
bonding. Although the presence of a
surety bond implies the surety has

the primary position on the project
receivables, the factor that performs
competent funds control should not
have anissue with this perfection.
Because the factor has already paid the
statutory lienholders, the factorisin
effect perfecting the payment side of
the bond, which works hand in hand
with the surety’s objective.

On the flip side, some contractors
are unable to qualify for the necessary
bonding if they lack working capital.
The factor, in this instance, may be able
to assist the contractor by providing
the required working capital needed
to become bonded, which resultsin a
win-win situation for all involved. The
contractor is capitalized and bonded,
the surety is relieved that the factor is
providing funds disbursement and the
factor is happy to get the money out on
the street with limited credit risk.

A Stimulating Opportunity

The U.S. government’s effort to provide
for a historic number of public works
contracts as a means of stimulating the
economy is extraordinary. This is a greal
opportunity for factors to capitalize on
these projects as long as they properly
monitor the funds. TsL
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