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This case was prepared by Lyndo L Goulet and Peter G. Goulet of the Uni-
versity of Northern lowa and Timothy E Williams, a graduate of the MBA
program at the UNI.,

Greg Halvensen was alone in the office of Quality
Aspbalt on the day before Thanksgiving in 1995.
His brother, Don, and parents, Mark and Doris,
bad already left. Greg was thinking about the
next day because Thanksgiving was a day when
the family would all be fogetber, and tradition-
ally, it bad become the day on which the family
made many major decisions.In 1971, during the
Thanksgiving weekend, Mark decided to leave bis
position as equipment operator with the State
Highway Maintenance Department and start bis
own asphalt paving business in Williston. He

Funding to support the development of this case was provided
by the UNI john Poppajohn Entreprencurial Center. To preserve
the firm's desires for anonymity, the names of the firms and indi-
viduais and the geographic location have been disguised. The
firm's financial data have been adjusted, although the actual
sales growth rates, performance percentages, and key ratios
have been preserved. Copyright © 1998 by Lynda L. Goulet,
Peter G. Goulet, and Timothy E. Williams.
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cashed in a life insurance policy and used the
proceeds to purchase a small dump truck and a
used asphaltl paver Seven years later, Mark and
Doris decided to incorporale their business,
which bad been operating as a proprietorship. In
1991, both of the Halvensen children were work-
tng tn the family business. Don was vice president
of field operations and responsible for all the
Jirm’s construction activity Greg was vice presi-
dent of sales. That year, a record year for sales
and operating profit, Mark and Doris used the
Thanksgiving boliday to announce their decision
to gradually retive and to give their shares of
stock Lo their hwo sons.

Greg siared at the financial statements for the
1995 fiscal year, which ended September 30. Al
though tbe statements bad arrived 2 weeks ear-
lier, be badn't had much time to examine them.
A period of unusually warm weatber was keep-
ing the firm busy He'd even seen people golfing
when be was out earlier in the day delivering a
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106 CASE 10 Quality Asphalt, Inc.

quote for repaving a supermarket parking lol.
Profits for that year were better than be bad ex-
pected, especially since sales bad declined consid-
erably from the previous year. On the otber band,
the current year’s sales were not much bhigher
than they bad been in 1991, and 1995 operaiing
profits were considerably lower than the record
year of 1991. (Refer to the summary of the Sfinan-
cial statements in Fxhibit A.) It was now 4 yedrs
since their parents had announced their plans to
retive, yet they still retained ownership of all the
firm's 126,000 shares of stock, and as the only
two members of Quality Asphait’s board of direc-
tors, they still made all the major decisions. Greg
was concerned because be strongly believed that
many important decisions involving Qualily As-
phalt’s long-run future bad to be made soon. He
really didn't want anotber Thanksgiving "pow-
wow” to go by without everyone sharing a con-
mon vision of the firm’s future.

COMPANY HISTORY
l.....O..l.l"...'l..‘...l.'......’..
Until the mid-1980s, Quality Asphalt (QA) operated
only as an asphalt paver, purchasing its asphalt mix
from Williston Asphalt Company, whose plant man-
ager was a neighbor of Mark and Doris. The only
other producer of asphalt mix in QA’'s immediate
market area was Svenson Asphalt and Paving, the
largest competitor in the area, When Williston As-
phait Company sold out to Svenson in 1985, QA's
cost for its materials rose substantially, resulting in
a significant loss. That Thanksgiving Mark and
Doris made their decision to produce their own as-
phalt mix. During the winter off-season the Hal-
vensens purchased a used asphalt plant and a
one-acre tract of undeveloped land in Williston's
new industrial park. By the following spring, QA
had hired an asphalt plant manager and was pro-
ducing its own asphalit mix. This decision subse-
quentlv led to a period of growth and profitability.
During the remainder of the 1980s, net income re-
bounded and reached a high of $81,000 ir1 1989 on
sales of over $2 million, about three times QA's
1985 sales level. By 1991, sales reached nearly $2.5
million, and net income was a record $166,000.
Don began working for the family business in
the first vear of its operation as a laborer during
the summer while he was enrolled in a local liberal
arts college, After graduating, he joined QA ona
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full-time basis and soon became supervisor of the
firm’s labor crew. When QA began producing its
own asphalt in 1986, sales began to grow by leaps
and bounds, and by 1989, QA had four labor crews,
each with its own field supervisor, each managed
by Don.In the fall of 1988, at his father’s request,
Greg quit his job and moved back to Williston, as-
suming full responsibility for QA’s sales activities.
Greg had studied construction engineering at a
well-known state university and then accepted a
position in that state’s department of transporta-
tion (DOT). After 12 years of working for the DOT,
Greg had moved into the private sector, working
for 5 years for a civil engineering consulting firm
before joining the family business at the start of
QA’s 1989 fiscal year. i

During the late 1980s and early 1990s, QA hired
three other nonconstruction employees. Greg
hired Steve Lorens as his sales assistant shortly after
arriving at QA. Steve had just graduated as a mar-
keting major from the state university. Steve was
hired to focus on acquiring jobs in the sizable mar-
ket for small residential customers. That way Greg
and Mark could concentrate on sales work associ-
ated with larger projects.In 1987 QA’s accountant
suggested to Doris that she offer an internship to a
business management major at the nearby college
to help her with the increasing tasks and paper-
work resulting from QA's growth. After compieting
his internship at QA in the summer of 1987 and
graduating in August, John Richards was hired as of-
fice manager at the beginning of QA’s 1988 fiscal
vear. In 1990, working with Greg and Steve, John
computerized QA’s accounting and record-keeping
systems. Janice Jeffries, a community college gradu-
ate, was hired in 1991 when Joha Richards had per-
sonal problems that necessitated his taking almost
an entire vear's leave of absence. After John'’s re-
turn in 1992 and Mark and Doris’ announcement of
their retirement decision, Janice agreed to continue
working for QA full time for the 8-month construc-
tion season and 1 week during each of the remain-
ing months.

In 1992, after learning about the Halvensen’s
decision to gradually retire, Svenson Asphalt and
Paving made an offer to buy Quality Asphalt, which
Mark and Doris refused. Svenson then began a
price and bidding war that continued for more
than a year and caused in decline in QA's profitabil-
ity in both 1992 and 1993. Svenson’s attack on QA
ended in late 1993 when Svenson was purchased



EXHIBIT A
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Quality Asphalt Financial Statements (Years Ending September 30)
(% in thousands)

Gross revenue $2,580 $3,245 $2,433 $2,222 $2,444 $2,407 $2,180 $1.714 $1,037
Cost of construction
Materials $ 752 $1,026 $ 777 $ 554 $ 619 $ 766 $ 646 $ 555 $ 32
Labor 619 637 594 528 440 489 440 285 190
Subcontractors 17 501 258 312 426 388 295 275 66
Depreciation 176 i3 115 157 11 9l 80 68 55
Other expenses 325 401 351 308 266 276 292 212 145
Total COC $1,989 $2,678 $2,095 $1.819 $1.862 $2,010 $1,753 $1.395 $ 777
Graoss profit $ 591 $ 567 $ 338 $ 403 $ 582 $ 397 $ 427 $ 319 $ 260
General & administrative
Salaries $ 86 $ 85 3 83 $ 80 $ &2 $ 66 $ 64 $ 36 $ 17
Insurance 113 87 85 83 79 67 62 57 43
Interest 44 26 21 26 34 25 40 45 50
Other G&A expenses 183 202 135 145 139 162 148 95 66
Total G&A $ 426 $ 400 $ 324 $ 334 $ 314 $ 320 $ 314 $ 233 $ 176
Earnings before taxes $ 165 $ 167 $ 14 $ 69 $ 268 $ 77 $ 113 $ 86 $ 84

Income taxes 55 56 2 14 102 17 32 20 19

Net income* $ 110 $ 1 $ 12 $ 55 $ 166 $ 60 $ 8l $ 66 $ 65
Accounts receivable $ 620 $ 675 $ 898 $ 363 $ 902 $ 359 $ 780 $ 575 $ 282
Inventory 44 25 35 25 18 20 9 9 17
Cash + other current assets 141 25 246 166 132 286 146 132 102

Total current assets $ 805 $ 725 $1.179 $ 554 $1,052 $ 665 $§ 935 $ 716 $ 401
Net property and equipment 995 777 789 797 764 637 598 546 413
Total assets $1.800 $1,502 $1,968 $1,351 1816 $1,302 $1,533 $1.262 $ 814
Current liabilities $ 500 $ 451 $1.068 $ 421 $ 878 $ 600 $ 782 $ 553 $ 130
Long-term liabilities 339 200 160 202 265 195 304 343 384

Total liabilities $ 839 $ 651 $1,228 $ 623 $1,143 $ 795 $1,086 $ 896 $ 514
Stockholders’ equity* 961 851 740 728 673 507 447 366 300
Total liabilities + equity $1,800 $1,502 $1.968 $1,351 $1.816 $1,302 $1,533 $1,262 $ 814

*All earnings have been retained.

U] ygdsy Gengl - 1 ASVD

Lol



108 CASE 10 Quality Asphalt, Inc.

by Packer Paving, the state’s largest paving contrac-
tor with subsidiaries located throughout the state.
Prior to its purchase of Svenson, Packer Paving had
purchased controlled interest in Barnes Stone, a
rock quarry in the Williston area and a major sup-
plier to QA.

Don and Greg Halvensen were both married. Al-
though their spouses were employed, neither of
their careers were connected with construction or
QA. However, Don’s only son, David, was 21 and
had been working at QA since he was 16.1n 1995
David was one of QA’s equipment operators and
was likely to be promoted to field superintendent
when a position opening became available. Greg’s
oldest child was expected to begin working at QA
as a field laborer in the summer of 1996 after turn-
ing 16.

ASPHALT AND CONCRETE PAYING
[ AR ENENENENENEENNEENNENNNEENNERNEREERNNENENENNERN]
Asphalt cement is a very heavy by-product of the
oil refining process that is nearly solid at room tem-
perature. The cost of asphalt cement is therefore
closely related to the price of crude oil and the
cost of the refining process. To produce a paving
mix, asphalt cement must be heated (o tempera-
tures in excess of 300°F before it can be combined
with rock aggregate that has been completely
dried and heated to the same temperature. Differ-
ent applications require the asphalt mix to be
made from different sizes of rock and different con-
centrations of asphalt cement.

In order to attain the proper compaction and

surface appearance, the asphait must be laid when -

the mix is at a temperature exceeding 250°F This
temperature requirement limits the amount of
time availabie to transport the asphalt from the
production site to the paving site. The transit time
is less than 90 minutes during favorable summer
weather conditions and less than 60 minutes dur-
ing the spring and fall. Projects that require addi-
tional finishing effort, such as paving irregularly
shaped areas or around obstructions, further re-
duce the time available for transit and hence the
distance from the asphalt production plant. As-
phatt that cools below 250°F is considered to be
waste. However, if the asphalt temperature is
maintained in a heated storage facility, it can be
stored for as long as 24 hours. If placed in an insu-
lated (but not heated) storage facility, the neces-
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sary temperature can be maintained for 8 hours in
hot weather and for several hours in cold
weather.

The main substitute for asphalt paving is Port-
land cement concrete paving, although for some
purposes, such as for the shoulders on some roads
and for driveways in more rural areas, gravel can be
used instead of paving. Concrete paving is a mix-
ture of water, sand, rock, and a2 cementing agent.
Portland cement is produced by superheating litne
powder. Once Portland cement is mixed with wa-
ter, it binds to whatever it contacts (such as sand
and rock) and begins to cure ¢harden). The porous
quality of the rock aggregate used to make con-
crete is a major concern. Rock that is too porous
wiil not cure well and will not be as durable. Be-
cause highly porous rock will absorb and retain
water, the expansion and contraction when water
freezes and ice melts will cause the concrete
paving to crack more easily than it would if less
porous rock were used. Like asphalt, concrete has a
limited life before it can no longer be used for
paving. Evaporation during transport to the paving
site and excess heat create the time limitation for
concrete. Since evaporation is greatest when out-
door temperatures are high, concrete can be trans-
ported further distances in cooler weather. An
“extender” also can be added to the concrete
paving mix to help reduce the evaporation rate.
Thus, while concrete generally can be transported
further distances than asphalt can, concrete cannot
be stored once the cement is mixed with water be-
cause the curing process cannot be arrested indefi-
nitely.

The determination of whether to use asphalt or
concrete pavement is made by the project devel-
oper, usuaily on the advice of engineers involved in
the project design. The decision typically is based
on several criteria, including soil conditions, ex-
pected traffic loads, past experience with paving al-
ternatives, knowledge of the paving methods,
personal preference, and cost. Roads can be paved
with either concrete or asphalt, although an as-
phalt surface must be thicker than a concrete sur-
face to bear the same weight. For most heavy-duty
applications, such as roads, a rock underiayment is
used for both asphalt and concrete paving. This
rock base allows water to drain into a tiling system
under the shoulders of the road. High-traffic roads
paved with concrete require stress-reducing rein-
forcements, usually made of steel, to be laid be-
tween lanes and every 20 feet within lanes. Such



“joints” in the concrete paving help to reduce the
random cracking of the pavement from weather
and traffic-related heaving by channeling any crack-
ing tendency to the joints. Such reinforcement is
not required for roads paved with asphalt. Con-
crete surfaces can be repaved with another layer of
concrete or a layer of asphalt, and asphalt surfaces
can be repaved with more asphalt or with a layer
of concrete, Furthermore, both old concrete and as-
phalt roads can be “recycied” with pavement-eating
machines that grind up the old surface intoc small
pieces that can then be used as underlayment for
the new pavement.

QUALITY ASPHALT’S ENVIRONMENT

(AR E N EREEENRBEERENNEENER-SENRNENNENNERJENHNNEJNNNNE]

National Economic Conditions
[ EN BN NENENENNENENNNERENNENERNENIHE]
The general economy in the United States at the
end of 1995 was characterized by increasing per-
sonal income, low unemployment, low inflation,
relatively low interest rates, and a very strong stock
market. In 1995, the national unemployment rate
was 5.3 percent, down from its most recent high of
7.5 percent in 1992, Growth in consumer prices
for 1995, as measured by the CPI, was 2.8 percent
for all items, well below the 5.4 percent rate in
1990. Inflation in producer prices (PPI) for paving
mixtures was 2.5 percent for 1995, and prices were
still well below the average price from 1985. The
prime interest rate charged by banks averaged 8.8
percent, up from a low of 6.0 percent in 1993 but
below the 10.9 percent rate from 1989.
Construction activity in the United States was
reasonably strong in 1995, Low vacancy rates en-
couraged the construction of additional office
space. Vacancy rates for office buildings during
1995 averaged 14.3 percent, down from a high of
20.5 percent in 1992, Since 1991, the value of new
construction increased in both the private and
public sectors following the short recession in
1990-1991. Although consumer spending for im-
provements, maintenance, and repairs of residential
property also increased following the recession, a
slight decline occurred in 1995. Since 1993, con-
struction employment and average hourly earnings
werce rising, as was the average performance of
firms in the industry. (See Exhibit B for data con-
cerning U.S. demographic information and con-
struction activity.)
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The economy was expected (0 remain strong,
although there was some concern about inflation.
Many stock market experts expected Federal Re-
serve Chairman Greenspan to slowly continue to
raise interest rates in an effort to control inflation.
Such increased interest rates would be expected to
somewhat depress construction activity in both
the residential and business customer segments.
However, demographic trends indicated support
for continued strength in construction activity for
at least the next decade. The percentage of the U.S.
population aged 35 to 64 was expected to con-
tinue to increase. These age groups earn more and
spend more on housing than other age groups.

By 1995, construction of the Federal Interstate
Highway System was essentially completed. The
system, developed by President Dwight Eisen-
hower in the 1950s, improved our national defense
system by providing 2 means to quickly and effi-
ciently transport military equipment and personnel
from one area of the country to another. This high-
way system also proved to be a large factor in the
economic success of the nation. The construction
and maintenance of federal and state highways had
been funded in large part from fuel and road-use
taxes. As of 1993, over two-thirds of the nation’s
highway pavement was considered to be in at least
fair condition, with the major exception of inter-
state highways in urban areas, as shown below.

Poor 9% 12% 6% 6%
Mediocre  15% 28% 12% 26%
Fair 38% 24% 43% 24%
Goed 20% 26% 21% 33%
Very good 8% 9% 18% 1%

Source: Statistical Abstract of the United States, 1993.

Local Economic Cenditions

LA R R R N NNNENNEERSENHEHSH:EHMNS;HRHE)

Quality Asphalt, Inc., was located in Williston,
which had a metropolitan area population of
178,000 in 1995, Williston was located about 60
miles from the city of Hartford with an area popu-
lation of 118,000 and about 30 miles from New
Brighton with an area population of 64,000. (Refer



EXHIBIT B

Total population 227,726,000 238,466,000 249,913,000 263,034,000 274,634,000
Personal income per capita $10,087 314,421 $19.170 $23,193 NA
No. of households 80,776,000 86,789,000 93,347,000 98,990,000 103,246,000
Percent of population by age group
24 and younger 41.4% 38.6% 36.5% 35.7% 35.3%
25-34 16.4% 17.5% 17.4% 15.6% 13.6%
3544 11.3% 13.3% i15.1% 16.2% 16.3%
45-54 10.0% 9.4% 10.0% 11.8% 13.5%
55-64 9.6% 9.3% 8.5% 8.0% 8.7%
65 and older H1.3% i1.9% 12.5% 12.7% 12.6%

1985 $ 377,358 $ 229,543 $ 77815 $ 1,582
1986 $ 407,682 $ 323,100 $ 84,582 $ 1,694
1987 $ 419,386 $ 328,738 $ 90,648 $ 1,727
1988 $ 432,251 $ 337516 $ 94735 $ 1,764
1989 § 443,65 $ 345477 $ 98,174 $1.794
1990 $ 442,161 $ 334,683 $ 107,478 $ 1,769
1991 $ 403,404 $ 293,295 $ 110,109 $ 1,597
1992 $ 435,021 $ 315,696 $ 119326 $ 1,703
1993 $ 464,501 $ 339,160 $ 125,341 $ 1,799
1994 $ 506,904 $ 376,566 $ 130,338 31,945
1995 $ 526,598 $ 383,886 3142711 $ 1,991

1985 $ 45,856 $834 $ 27167 $ 17,854 $ 192

1990 $61913 $ 856 $ 36,464 $ 24,593 $ 248
199] $ 65,601 $ 665 $38911 $ 26,025 $ 260
1992 $ 67,196 $8I3 $ 40,266 $ 26,117 $ 263
1993 $ 68,753 $619 $ 42,056 $ 26,078 $ 266

1994 $72,758 $ 691 $43.812 $ 28,255 $ 280

011l
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985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995

$ 80,267
$ 21,274
$ 94,082
$ 104,117
$ 100,891
$ 106,773
$ 97,528
$ 103,734
$ 108,305
% 115,030
$ 111,683

1,742,000
1,805,000
1,620,000
1,488,000
1,376,000
1,193,000
1,014,000
1,200,000
1,288,000
1,457,000
1,354,000

$ 337
$ 379
$ 387
$413
$ 410
§ 427
$ 386
$411
$420
$ 44
$ 425

No. of active corporations

Average assets
Average liabilities

Percent debt to assets

Average sales

Average net income
Percent net income to sales
Percent net income to assets

318,000

$ 667,000
$ 505,000
75.7%
$1.217,600
$ 13835
1.1%

24%

407,000
$ 599,000
$ 442,300

73.8%
$1.313,800
$ 16710

1.3%

2.8%

R

$
$

417,000
582,700
413,400

70.9%

$1,235,300

$

14,630
1.2%
25%

408,000
$ 566,400 $
$ 390,300 $

68.9%
$1.224,000 $1,
$ 13480 $

1.1%

2.4%

417,000
576,500
394,700
68.5%
290,900
17,990
1.4%
3.1%

433,000
$ 575300
$ 394,700

68.6%
$1,369,100
$ 26,790

2.0%

47%

1990 $13.78
1991 $14.02
1992 $14.01

1993
1994
1995

$14.35
$14.69
$15.08

*Highway spending for other years not available.
Source: ULS. Statistical Abstract, |995.

ouf Jogdsy Guend 01 15V



112 CASE 10 Qmality Asphalt, Inc.

to Exhibit C for a map of the area and Exhibit D for
demographic information and construction activity
in the Williston metropolitan area.) In 1995, the av-
erage personal income level in Williston was al-
most identical to the U.$. average income.
However, Williston’s age group propottions were
slightly different from the national percentages.
Williston had a slightly higher percentage of its
population in the 25 to 34 age group, although this
percentage had been declining, but a lower per-
centage of its population in the 35 to 64 age
groups, although the 45 to 54 age group percent-
age had been increasing. The Williston area’s econ-
omy was a reasonably well-balanced mix of service
businesses and manufacturing firms. New Brighton
was primarily a service-based community, while
Hartford was primarily an industrial center. The
rural areas surrounding ail three of these cities
were almost entirely devoted to agriculture.

Although Smithtown and Mt. Pias were more
than a 90-minute drive from Williston, QA had com-
pleted paving projects in the Smithtown-Mt. Pias
area in the past. Smithtown, 80 miles from Willis-
ton, was a rural community with 13,000 residents.
Mt. Pias, 20 miles further, had a population of
29.000. Within 2 30-minute drive to the south and
west of these two communities were six other
towns. Including Smithtown and Mt. Pias, this area
of the state had a total populaticn of 94,000 in
1995.

The most obvious indication of the health of
the local construction industry was the increase in
building permits over the last decade, with very no-
table increases in 1987 and 1994 Aithough the
number of building permits issued declined in
1995, the average valuation increased. The statistic
causing concern for most construction contractors
was the low unemployment level in Williston, 2.9
percent in 1995, which was well below both the
national unemployment rate of 5.3 percent and the
state unemployment rate of 3.3 percent. The unem-
ployment rate in New Brighton, the closest city
from which firms could attract labor, was 2.7 per-
cent. At these low levels of unemployment, it is
very difficult for a small company to recruit skilled
employees. Paving firms face above-average difficul-
ties in attracting and retaining a labor force be-
cause of the physical intensity of the work in the
summer heat and the seasonability of the business.
Weather conditions in QA’s area restrict outdoor
construction activities to 8 months each year (ap-

B T I O I O N T O R Y Y Y TR

proximately 34 weeks), with the off-season from
around Thanksgiving to the beginning of April.
During the construction season, paving crews
worked whenever the ground was dry, the temper-
ature was above freezing, and there was no frost in
the ground,

THE NATURE OF CONSTRUCTION
CONTRACTING

I E R R ENNENNNNNERNNRENKEIRNJNMNNJENIEHSERJNEN®ERNH;NJN}.N]
The customers for construction paving work may
be classified into three broad categories: residential
owners, commercial and industrial organizations,
and governments. Residential owners generaily re-
quire the paving of driveways and private side-
walks. Businesses purchase parking lot and related
paving work either as part of a larger building con-
struction project or as an improvement project.
Governments purchase highway and street paving,
as well as parking lots and public sidewalks, often
in conjunction with public building projects or
sewer and other public-utility construction work.

All larger construction projects are designed by
architects and/or engineers who identify the con-
struction requirements and material specifications
appropriate for the project’s purpose and the pref-
erences of the owner or governmental entity. Bids
are then sought for its construction, either for the
project as a whole or for major portions of the
work. On publicly funded construction projects,
the construction contract(s) typically must be pub-
licly advertised and the contract(s) awarded to the
lowest qualified bidder(s). When a contract is for
an entire project, the construction firm that “wins”
the contract is referred to as the prime contractor
Working directly with only one company makes
the entire construction process less complicated
for the owner or governmental unit. Furthermore,
for privately funded projects, keeping the owner’s
contractual obligations simplified also makes it eas-
ier for the owner to obtain external financing.

In contrast to publicly funded construction
projects, contracts for privately funded work may
be either competitively bid or simply negotiated
between a contractor and the owner. When bids
are used, the owner is not required to select the
contractor with the lowest bid but may use other
considerations in awarding the contract. Negoti-
ated contracts usually result from the owner's pre-
vious satisfactory experience with the contractor.
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EXHIBIT C

Area Map with Distance and Population Information
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EXHIBIT D
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Williston Metropolitan Area Demographic and Construction Activity information

Total population 170,000 165,000 170,000 178,000 186,000
Personal income per capita $10,700 $14,200 $18,900 $23,200 $28,900
No. of households 62,000 61,000 66,000 70,000 73,000
Percent of population by age group

24 and younger 42.6% 39.0% 36.2% 35.1%

25-34 17.6% 17.9% 17.2% 15.1%

3544 11.6% 13.7% 15.5% 16.6%

45-54 9.6% 9.4% 10.6% 12.4%

55-64 8.5% 8.8% 8.4% - 81%

65 and older 10.1% 11.2% 12.1% 12.7%

Sylging Py

1985 2,946 $ 37,383,448 $ 12,690 134
1986 3.091 $ 37,462,635 $ 12,120 217
1987 4,405 $ 54,012,288 $ 12,260 351
1988 4,898 $ 68,970,036 $ 14,080 38t
1989 5,058 $ 90,823,066 $ 17955 442
1990 5,144 $ 74,080,889 $ 14,400 395
1991 5,511 $ 88,819,016 $ 16,115 404
1992 6,123 $ 94,063,486 $ 15,360 566
1993 6,387 $ 86,385,723 $ 13,525 577
1994 8,347 $126,915514 $ 15205 631
1995 7,338 $157,333,043 $ 21,440 525

*ncludes industrial, commercial, and residential building permits for new building and improvements.
tlncludes single-family and multifamily dwellings.
Source: Chamber of Commerce.
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Negotiated contracts, in the absence of competi-
tion, allow the contractor to charge a small pre-
mium compared with a competitively bid project.
However, few contractors greatly overcharge the
owner on a negotiated project because doing so
would most likely encourage the owner to use
competitive bids on future projects.

Construction work historically has been classi-
fied by the government into three major categories:
general building contractors, heavy construction,
and specialized trades. Heavy construction is fur-
ther divided into road construction (including
paving) and other heavy construction such as ele-
vated highways, sewer construction, tunnels, and
bridges. Special trades are also subdivided into nu-
merous types of construction specialties, including
such work as electrical, plumbing, heating, excava-
tion, demolition, painting, carpentry, roofing, and
concrete and asphalt work other than road paving.

Major projects such as buildings and highways
require many types of specialized construction
work. Most larger construction firms have the capa-
bility of performing a variety of construction tasks
associated with either buiiding construction or
heavy construction. Such firms are considered 1o
be general contractors. In contrast, smaller firms
tend to be more specialized, with their services
limited to one or a few trades. Because of the com-
plexity and variety of work in large construction
projects, most prime contractors are general con-
tractors. However, even general contractors will re-
quire the services of specialty firms to complete
some parts of the project work (outsourcing).
When other construction firms are hired by a
prime contractor, such firms are called subconitrac-
tors. In most states, subcontractors have no formal
nor legal relationship with the project owner or
governmental unit. Their relationship is strictly
with the prime contractor, and they are paid by the
prime contractor. The work that subcontractors
perform, however, must meet the same require-
ments specified in the prime contractor’s contract.
The prime contractor is responsible for the quality
and timeliness of all work completed on the proj-
ect, including the work of subcontractors. It is in
the prime contractor’s best interest to select the
lowest-priced subcontractor for specialty work.
However, the prime contractor must balance this
cost issue against the need to select subcontractors
who are competent and reliable to ensure that the
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work will be completed on time and meet the re-
quired specifications.

Most construction contracts contain provisions
that allow the owner or governmental unit to with-
hold a percentage (usually 5 percent) of the prime
contractor’s progress payments in the form of a re-
tainage. The retainage provides an incentive for
the prime contractor to complete the remainder of
the project in a timely fashion. This retainage is re-
leased to the prime contractor when the entire
project has been completed to the owner’s satisfac-
tion. Prime contractors typicaily withhold the same
retainage from their monthiy progress payments to
their subcontractors. .

For publicly funded construction projects, bid-
ders are required to provide bid security in the
form of a bond or cashiers’ check along with the
bid. This security (usually 5 to 10 percent of the
bid amount) provides assurance that if the bidder
is awarded the contract, the bidding firm will enter
into a coniract for completion of the project at the
bid price. If the bidder does not sign the contract,
the firm loses its bid security. This money is then
effectively used by the governmental unit to offset
the higher bid of another firm. Once the contract is
signed, the prime contractor is also required to pro-
vide a performance bond for the amount of the
contract. This performance bond ensures the
timely, quality completion of the project under the
terms specified in the contract. if the prime con-
tractor fails to complete a project within the stated
time frame, the governmental unit may (if state law
permits) withhold funds from the contractor’s final
payment as compensation for any financial losses
incurred due to the delay. If the prime contractor
should become bankrupt before the project is
completed, the performance bond is used to hire
another contractor to complete the work. In addi-
tion to retainage, bid security, and performance
bonds, many projects require the prime contractor
to provide a maintenance bond on the project’s
completion. The maintenance bond provides a
guarantee that the contractor will correct any de-
fects in the work during the specified warranty pe-
riod. Should the contractor fail to repair defects
that result from defective materials or workman-
ship within the warranty period, the owner or gov
ernmental unit will cash the maintenance bond
and use the money to hire another contractor to
complete the needed work.
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In order for QA to obtain bonding, Mark and
Doris Halvensen had to consent to i lien being
placed an their personal home by the bonding
agent. This lien provides collateral to the bonding
company in the event QA fails to satisfactorily com-
plete its construction contract commitments. If
Mark and Doris were to transfer their ownership to
their sons, this collateral requirement would apply
to hoth Don and Greg.

Many publicly funded projects place additional
constraints on bidders, including minimum wage
scales, Disadvantaged Business Enterprise (DBE)
and/or Minority Business Enterprise (MBE) partici-
pation, and resident employee requirements. Mini-
mum wage scales, typically required on federally
funded projects, define the minimum hourly wage
that must be paid to employees working on the
project, regardless of union affiliation. Minimum
DBE and MBE participation is intended to enhance
the competitiveness of qualified firms by requiring
that a specified percentage of the contract work be
subcontracted to such firms, if such firms are avail-
able to do the work. Resident employee require-
ments are intended to ensure that a specified
portion of the public funds spent on the construc-
tion project remains in the local community in
which the work is being done in the form of wages
to local employees.

Construction timing is just as critical to the
COMNEractor as it is to the owner or governmental
unit. Contractors rarely will fail to bid on a project
that is within their capability. This means that a
firm may submit bids on more projects than it
could actually complete in a timely manner. Being
too successful in bidding can become a contrac-
tor’s worst nightmare (called the winners curse).
Contractors must be extremely competent in plan-
ning work activity when involved in multiple proj-
ects. Furthermore, luck also can affect project
completion of outdoor work, since weather delays
are common. One potential solution to time con-
straints is to use subcontractors to complete tasks,
although the subcontractors may not be availahle
when needed. Another alternative is to use over-
time (work exceeding 40 hours per week requires
overtime wages be paid at one-and-a-half times the
normal wage rate), including work on weekends, al-
though this alternative also may be limited by
weather conditions. Both alternatives will reduce
the contractor’s profitability and must be com-
pared with the penalty assessed for not meeting re-
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quired deadlines. Because of the possibility of be-
ing overloaded if the firm wins too many contracts,
many firms will overbid (submit a higher bid than
necessary) on some contracts. Then, if the firm
wins the contract, the bid price already contains
some margin for error.

The state of Wisconsin recently initiated a pilot
design-build construction system that is being
monitored very closely by many other states. Under
the program, the Wisconsin State Highway Depart-
ment establishes results-oriented parameters for
construction of a road. An example would be to de-
sign a road for 5000 trucks per day with a life ex-
pectancy of 15 years before any maintenance is
required. The state accepts bids from. contractors
for the complete design of all details of the project
including the methods to be used and materials
needed, its construction, and any needed mainte-
nance {in the form of a maintenance bond) of the.
road for the life of the contract warranty period. To
date, Wisconsin has completed at least two of these
projects and has several imore under consideration.
Wisconsin believes that this process will save the
state money, as well as expedite the process of de-
signing and constructing the state’s road system.
Many contractors are concerned that if this design-
build system receives wider adoption, it will lessen
the competition for all governmental road projects.
Small companies will be unable to hire the design
and engineering staff necessary to bid for such
work and also will be at a disadvantage in obtain-
ing bonding for a project with a higher level of risk
to the contractor.

QUALITY ASPHALT’S COMPETITORS,
CUSTOMERS,AND GEOGRAPHIC
SCOPE
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QA’s 1995 dollar sales were divided among its cus-
tomer groups in the following proportions: residen-
tial, 15 percent; small commercial, 25 percent; large
commercial, 30 percent; and governmentai, 30 per-
cent. Although the percentages in each category
varied somewhat from year to year, 1995 was a rea-
sonably representative year. On residential and
small commercial paving projects in the Williston
area, QA competed with Clark Blacktop, Bilton
Paving, and Acer Paving. Each of these three firms
empioyed fewer than 10 people. Because these
smaller firms focused on small private paving



work, they did not compete head-to-head with
Svenson, whose focus was on road paving and large
comamercial and industrial work. However, in late
1995, a large excavation contractor purchased 50
percent interest in Bilton Paving. Greg was sure
that this substantial influx of cash would likely be
used to improve Bilton’s equipment and expand
the scope of its business activity, He also suspected
one of the other two smaller asphalt paving compa-
nies of occasionally skimping on the thickness of
the rock base and asphalt pavement used for drive-
ways in order to cut costs. If true, this practice
could have an adverse effect on the residential and
smali commercial asphalt paving business in Willis-
ton, since low-quality pavement has a poor appear-
ance and does not wear well. Dissatisfied
customers might attribute their problems to the na-
ture of asphalt rather than to the paver.

Approximately 85 percent of QA’s 1995 sales
derived from paving projects within 40 miles of its
plant site. Paving work in New Brighton accounted
for 10 percent of this amount. (Refer to the map in
Exhibit C.) During the 1992-1993 period when
Svenson pressured QA with its low bidding prac-
tices, QA was forced to seek more work cutside its
traditional geographic area. During this time, QA
completed two projects in the Mt. Pias area. How-
ever, both projects barely broke even because of
the distance from QA's asphalt plant. QA incurred
higher expenses from transporting its work crews
and equipment over 90 miles to the project site
and from having to purchase its asphalt mix from
Capital Asphalt and Concrete,a Mt. Pias company.
In another attempt to gain additional business in
1993, QA actually had moved its asphalt plant 70
miles west of New Brighton in order to supply as-
phalt to another paving contractor. The cost re-
quired to move its asphalt plant was more
expensive than QA anticipated, again resulting in a
venture that barely broke even. Material problems
and labor overtime from such distant work sites
contributed to QA’s very poor financial perfor-
mance in 1993,

Although QA recently completed a parking lot
paving project for a restaurant in Hartford, QA has
not had much success in obtaining contracts for
publicly funded projects in Hartford, primarily for
two reasons. Hartford enacted a city code requiring
15 percent local labor participation for all city con-
struction projects. During the 1990s, Packer Paving
acquired controlling interest in Hopkins & Com-
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pany, the only firm in Hartford that produced as-
phalt and the dominant firm in Hartford (just as
Svenson, also owned by Packer Paving, was the
dominant firm in New Brighton).

Greg and his sales assistant, Steve Lorens, per-
formed all of QA’s sales and bidding activities, as
well as arranging for the acquisition of constmc-
tion materials and any needed subcontractors.
Steve Lorens’ focus was entirely on the residential
and small commercial customer markets, while
Greg’s efforts were directed toward large-project
commercial and industrial sales and bidding on
publicly funded projects. About 85 percent of the
bids prepared were for residential and small com-
mercial customer projects, which accounted for 60
percent of QA’s total contracts and 40 percent of
QA’s sales,

QA’s advertising and promotion have been di-
rected toward the residential and smaller commer-
cial customer groups. The advertising has consisted
of large, strategically located ads in all area tele-
phone directories. Additional promotion efforts have
included the sponsorship of selected local civic ac-
tivities such as community fund raisers, church
events, and donations to the local softball league.
The firm'’s logo appears on all the firm’s equipment
and vehicles. Greg and Steve believe the advertising
and promotion activities have proven to be very ef-
fective. Many of the firm’s residential and smaller
commercial customers indicated that they called QA
because of the size and text of QA’s advertisement
in the yellow pages. Steve has been responsibie for
writing the text and arranging for placement of the
telephone directory advertising each vear.

Since 1989 when he was hired, Steve has been
kept busy responding to residential and small
commercial customer telephone inquiries. Steve
used a personal selling approach for these cus-
tommers. Not only were site inspections needed o
produce estimates of the materials, equipment,
and labor needed for the potential project, but
they were useful in promoting goodwill for the
firm and for asphalt paving in general. Very few of
these customers understood the nature of paving
work. Since cost estimates were made on the spot,
the price the customer would have to pay was
provided immediately. John then spent time with
the prospective customer explaining how the
work would be done and how long the customer
would be inconvenienced while the driveway
parking lot was being paved and also answered
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any questions the potential customer had. Since
there was usually some “sticker shock,” Steve ex-
plained how the cost would likely compare with
concrete paving and how asphalt pavement com-
pared in terms of its appearance and durability.

All prices for proposed work were submitted to
residential and commercial customers on proposal
forms that also included the firm’s payment terms.
QA offered payment terms of a 2 percent discount
if the bill was paid within 10 days of completion of
the work. The entire payment was due within 30
days of completion. If not paid within the 30 days,
a service fee of 1.75 percent per month (21 per-
cent per year) was charged. In addition to the ser-
vice fee, all proposals stated that the customer
would be required to reimburse the firm for any le-
gal fees involved in the collection of past due ac-
counts. At the end of the fiscal year, QA used an
attorney to assist in the collection of delinquent ac-
counts. Most customers settled their accounts
shortly after receiving a letter from the firm’s attor-
ney.

At the end of the 1995 construction season,
Greg and Steve made arrangements to accept pay-
ment for construction work using either VISA or
MasterCard. The necessary electronic transfer
equipment had been ordered, and new project pro-
posal forms were being printed indicating the use
of credit cards as an alternative to the firm’s other
payment terms. The credit card companies have
promised to wire payment within 48 hours of any
such electronic sale transaction. To use this credit
card service, QA will be assessed a fee amounting
to 2.5 percent of the actual sale. Greg and Steve ex-
pect that credit card payment will be attractive to
many of their customers and that the fee will be
more than offset by the savings in the fees paid to
the firm’'s attorney to collect past-due accounts.
Pending legislation in the U.S. Congress also would
permit many federal agencies to use credit cards to
pay for maintenance work. If the legislation is
passed, Greg and Steve hope that QA will benefit
from being the only paving competitor in the area
to offer a credit card payment option.

Through the efforts of Don and Greg, QA has
developed a good working relationship with most
of the local general building contractors, all of
whom hire subcontractors for their paving work.
Many of these building contractors negotiate di-
rectly with QA rather than using a bidding process
for the paving work. QA believes it receives this
preferential treatment because QA generally can do
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the work in a timely manner, whereas Svenson
gives priority to road paving and larger commercial
and industrial projects.

QA was qualified by the state DOT to bid as a
prime contractor on state projects vaiued at a max-
imum of $4.5 million. However, because of the Hal-
vensen's collateral value, QA's bonding company
restricted QA’s bidding to projects with a maxi-
mum value of $1 million. If the firm wanted to bid
on projects larger than $1 million, the owners must
schedule a personal interview with the principals
of the bonding company to determine if special cir-
cumstances warrant a variance to this bonding
limit. A waiver of this restriction was granted by
the bonding company the one time it was re-
quested to repair flood damage for the U.S. Army
Corps of Engineers in 1994.

When QA is bidding to become the prime con-
tractor on a project for which subcontractors will
be required, Greg contacts firms in the needed spe-
cialty trade to determine which ones would be
available to do the work and to obtain an estimate
of their price for the subcontracted work. Greg and
Don have continued to work with several speciaity
trade subcontractors with whom Mark Halvensen
developed mutually beneficial and cooperative rela-
tionships.

QA and Svenson were the only two local firms
that had the capacity to bid on larger projects in the
local area. When bidding was required to obtain
paving work, whether for publicly or privately
funded projects, QA’s policy was to bid on as much
work as possible, until the firm had a large backlog
of work. Such a work backlog was considered nec-
essary to keep QA’s field labor crews busy. How-
ever, a2 work backlog with many projects with
deadlines and penalties for late completion could
erode profitability if weather delays required crews
to work considerable overtime. When the workload
scheduled was more than 2 month, QA raised its bid
price, a common industry practice when a firm did
not especially want to be awarded the project. Greg
and Don believed that QA should always bid on lo-
cal paving projects for which they were qualified.
Because of Svenson'’s larger resources, especially
since the firm was acquired by Packer Paving, QA
could not compete on price when Svenson really
wanted the work. However, the company felt that
allowing Svenson to bid for projects unopposed
would be an invitation to firms outside Williston to
bid for work in the Williston area. By bidding on all
local projects, even if its bid price was high, QA



might win a project at a price premium if there
were no other bids on the project.

large highway projects often attracted bids
from large heavy construction firms from other
parts of the state and from nearby states, not only
from firms in the vicinity of the project site. When
successful, many of these large nonlocal construc-
tion firms would set up their own high-volume,
portable asphalt plants. Once a remote asphalt
plant was in operation, any extra asphalt capacity
not needed for the highway project would then be
available to pave other projects in the local area. To
get such work, the nonlocal construction firm was
likely to enter a bid just marginally above its vari-
able production cost. Such bidding activity would
reduce the number of bids awarded to either QA or
Svenson. This, in turn, would force Svenson to com-
pete for work on smaller projects that it would nor-
mally not pursue. Ultimately, QA's work volume and
its profitability could be adversely affected by such
a chain of events.

Packer Paving was the state’s largest paving
company with subsidiaries throughout the state, in-
clading Svenson with operations in New Brighton
and Williston and Hopkins in Hartford. Packer
Paving had the ability to move either portable as-
phalt or concrete plants anywhere in the state to
complete a project. However, Packer Paving’s pol-
icy was not to compete with its subsidiary paving
firms unless the project was very large. Similarly, its
subsidiaries were restricted from competing for
projects within the service area of another Packer
Paving subsidiary. This corporate policy precluded
Svenson from bidding on work in Hartford and
Hopkins from bidding on work in either New
Brighton or Hartford. Both subsidiaries, however,
could bid for jobs in the Smithtown-Mt. Pias area
because Packer did not have a subsidiary located in
that portion of the state.

QUALITY ASPHALT’S ACTIVITIES

AND OPERATION
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QA’s asphalt plant, rock inventory, equipment stor-
age, and office were located on a t-acre gravel-
surfaced site in the industrial park on the outskirts
of Williston. The company leased its premises from
Mark and Doris Halvensen on an annual net lease
basis, paying $48,000 during the fiscal year ending
September 30, 1995.In 1995, QA and Svenson were
the only two firms in the Williston area that pro-
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duced asphalt. While Svenson also sold its asphalt
mix to other local paving contractors, QA pro-
duced its mix only for its own use. Svenson, head-
quartered in New Brighton, employed 150 people
and operated three asphalt production plants: its
original and largest plant in New Brighton, one in
Williston, and the newest plant located on leased
land on Magna Mining's rock quarry property
about 10 miles east of New Brighton. Together
Svenson's three plants produced 10 times QA’s an-
nual asphalt volume of 50,000 tons in 1995,

QA’s asphalt production facility consisted of a
small drum-style asphalt plant and a 30-ton insu-
lated (but not heated) storage silo. The insulated
silo was purchased in 1991 to reduce waste (as-
phalt with a temperature below 250°F) and
thereby lower the material cost per ton paved.
Some asphaltr produced early in the day could be
stored in the silo for use in the late afternoon. QA’s
drum-style asphalt plant operated as a continuous-
flow system and, under ideal operating conditions,
could produce 800 tons of asphalt a day. However,
this continuous-flow system limited QA’s ability to
produce a variety of different asphait mixes on the
same day for different paving projects. This limita-
tion required QA to carefully schedule small jobs
that required the same paving mix on the same
day. Many road paving projects require production
capacities in excess of 1500 tons per day in order
to complete construction within the project time
frame. With its limited production capability, QA
has been unable to bid on such projects. It may be
noted that about 3000 tons of asphalt are required
to pave a 4-inch layer of asphalt on a 1-mile stretch
of two-lane highway with a standard width of 24
feet.

Greg would like to eliminate both these pro-
duction limitations. One solution would be to buy a
200-ton heated asphalt silo, which would effec-
tively increase QA’s daily production capacity. By
beginning asphalt production earlier in the day for
a small job and then using the insulated silo to
store this mix, asphalt production could then be
changed to a different kind of mix for another,
larger project. The heated silo would be used to
store the extra mix from the second production to
begin the morning’s paving work until more of the
second mix was made. Another way to overcome
the capacity constraint would be to replace or ang-
ment the existing drum-style plant with a 1000 or
more ton per day batch plant. A batch plant, pro-
ducing each truckload of mix individually, would
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provide the ability to change the mix between
truckloads.

QA’s policy was to purchase major pieces of
equipment at auction. A used 200-ton heated silo,
purchased at auction, would cost about $120,000,
including its setup. Depending on its condition and
size, a used 1000-ton or larger batch plant would
cost between $1 million and $1.5 million, including
transportation and setup costs. This policy of pur-
chasing used equipment that couid be repaired in-
house was instituted by Mark Halvensen when QA
was founded. Since many construction firms expe-
rience bankruptcy, especially during economic re-
cessions, other firms often could acquire relatively
new equipment at bargain prices. Because QA pur-
chased its equipment used, repair and maintenance
costs were high. However, high employee turnover
also contributed to this expense because short-
term employees often do not take care of the
equipment as well as they should. As of 1995, QA
did not have a preventative maintenance program.

In 1995, QA’s paving-related equipment in-
cluded eight tandem axle (16-ton load) dump
trucks, three tractor trailers (20-ton load), two end
loaders, two paving machines, and several other
pieces of paving machinery. The trucks were used
to deliver asphalt mix and to haul other materials
required for paving preparation work to the paving
site. The end loaders were used primarily at its fa-
cility site to move rock from inventory to the as-
phalt plant, in paving preparation to create the
rock underiayment, and to assist in snow removal
during the winter. QA also owned 10 pickup trucks
that were used by the paving supervisors, the man-
agement, and the sales assistant. QA had a rotation
program to replace its pickup trucks every 5 years.
No such program existed to replace its production
equipment or larger vehicles.

Within the last year, QA purchased equipment
to broaden the scope of the work it can perform
on pavirg projects. The new equipment included a
shouldering machine for placing rock along the
edge of new pavement, a concrete breaker attach-
ment to break up old pavement into small pieces,
and a small tractor backhoe. By limiting its depen-
dence on other firms to perform such work as
pavement breaking, culvert installation, and shoul-
der preparation, QA has been able to bid as a gen-
eral contractor on more complicated asphait
paving projects. Doing more work in-house also
shortened the time frame for completing projects.
Not only could some crews be kept working on

sassssurraw

Rl N O R Y YR N TR

R AR AR RS R IR E I Bl L e IR iN NI bT Rt aRRE

AsssssanasRitesrI Rt

days when the weather is unfavorable for paving,
but a great deal of time was saved by not having to
coordinate the work with subcontractors.

The total cost of QA’s equipment and leasehold
improvements as recorded on its 1995 balance
sheet are summarized below, Overall, at the end of
1955, the firm’s property and equipmernt were
about 53 percent depreciated. This depreciation is
somewhat misleading, since most of the equipment
was purchased used. (Refer to Exhibit A for the
firm’s financial statements.)

Quality Asphalt’s Property and Equipment.

Construction equipment $1,300,000
Transportation equipment 730,000
Office equipment 50,000
Leasehold improvements 25,000

Total property and equipment $2.105,000

In addition to housing its asphalt plant and of-
fice on its 1-acre gravel-surfaced site, QA also had
six stockpiles of various sizes of rock aggregate
that occupied about three-fourths of the total area.
QA’s main supplier of rock has always been Barnes
Stone (now controiled by Packer Paving), located
within 4 miles of QA’s site. The only two alternative
sources of supply were Magma Mining on the out-
skirts of New Brighton (where Svenson had lo-
cated its newest asphalt production facility) and
Henderson Quarry near Hartford (owned by
Packer Paving).

QA’s rock supplies were delivered by dump
truck and unloaded onto the appropriate pile on
its site. As needed, rock was transferred from these
stockpiles to the asphalt plant using an end loader.
The rock stockpiles were separated from one an-
other as much as possible to avoid any intermin-
gling of different sizes of rock. Despite efforts to
separate the rock piles from one another, contami-
nation often occurred during heavy rains and from
the tendency of rock to spill from the trucks and
end loader as they moved through the plant site.
The gravel surface of the site also tended to be-
come bumpy from rock spillage and mud holes
that develop from rain. When dry, loose chunks of
mud often were thrown into the rock piles by
truck tires, which further aggravated the rock pile
contamination problem. The office area also was af-



fected because mud was easily tracked inside, and
on dry, windy days, dust blew inside the building.

QA has considered constructing a bin storage
system for its rock inventory. Such a system would
take up less space and reduce the contamination
problem. In addition, the bin walls would provide
support for a roof system that would protect the
stockpiles from rain. Rock that was contaminated
with water increased the time required to produce
the asphalt mix, since the water had to be evapo-
rated before the rock could be added to the asphait
cement. To purchase and install such a storage bin
system has been estimated to cost $500,000. Con-
sideration also has been given to using excess as-
phalt (eft over from a day’s paving project and
which is still above 250°F) to gradually pave the
site area. Asphalt that falls below 250°F cannot be
used for paving and must be disposed of in accor-
dance with government regulations at designated
locations for a fee. On average, QA must dispose of
between 3 and 15 tons of asphalt per day, of which
about 20 percent is still hot enough to use for
paving.

Greg, who was responsible for ordering the
paving materials, had been concerned about Barnes
Stone, the rock supplier. Since Packer Paving pur-
chased contrelling interest in Barnes Stone in
1993, Greg had noticed that not only had rock
costs risen, but Svenson had been receiving prefer-
ential treatment when a particular rock product
was in short supply. Because about 32,500 tons of
different sizes and types of rock were required to
produce QA’s 50,000 tons of annual asphalt pro-
duction in 1995, and because rock aggregate is
bulky and QA's storage area is limited in size, QA
cannot maintain a large safety stock of each type.

Both asphalt and concrete pavement used for
publicly funded projects must meet the standards
specified for the project. This requires that the
paving mixtures be tested frequently. If test results
fall outside the specified parameters, a penalty is
assessed against the general contractor (and if
subcontractors were being used, the general con-
tractor would then penalize the appropriate sub-
contractor). QA has the ability to conduct some of
the required tests but not all of them. As a result,
QA must outsource some of its testing. QA has al-
ways outsourced such work to an independent
testing firm located 70 miles from Williston. Sven-
son was the only firm in the area with the re-
quired capability to complete all its own testing.
To add the equipment it would need to do all test-
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ing internally would cost QA approximately
$100,000. In addition, a qualified individual would
be required to perform the tests. QA’s sales assis-
tant, Steve Lorens, was the only employee with
the necessary qualifications of both knowledge of
asphalt production and statistics.

In addition to overcoming its asphalt produc-
tion limitation in Williston, Greg would like the
firm to expand geographically by purchasing an-
other asphalt plant to be located in the Smith-
town-Mt. Pias area. Although QA had not bid on
any work in this area since 1993, Greg believed the
asphalt paving market in this part of the state had
tremendous growth potential. In the early 1990s,
this area had only one larger-sized asphalt paving
firm, Davidson Paving, which also did concrete
paving but did not produce its own paving mix-
tures. Davidson purchased its asphalt and concrete
mixes from Capital Asphait and Concrete in Mt.
Pias. Although Capital was the only asphalt pro-
ducer in that part of the state, Capital had never
been involved in asphalt paving. Afier failing to
meet the completion date on a large paving project
in 1994, Davidson was forced by its bonding com-
pany to sell off a considerable amount of equip-
ment at auction in order to satisfy debt payments.
Since then, Davidson had limited its activities to
concrete paving of parking lots and municipal
streets. Since no other firms in the area were large
enough to bid for governmental asphalt paving
work, most of the governmental agencies in the re-
gion had recently specified only concrete pave-
ment, even though many of their engineers
indicated a preference for asphalt.

When QA was preparing to begin a new proj-
ect, Don scheduled the project using a simple type
of Gantt chart showing when QA’s various crews
would be working on which projects. Greg was
then responsible for getting any needed subcon-
tractors to sign a contract with QA and for ensur-
ing that the materials would be available in
inventory when they were needed. QA generally
had three or four projects being worked on at the
same time, often at sites that were geographically
separated by 30 or more miles. Don, who managed
all field operations, was very skeptical of geo-
graphic expansion because he already spent a con-
siderable amount of time traveling to the various
sites to help resolve problems that had arisen. Al-
though the fieid supervisors in many cases had the
experience to make appropriate decisions, they of-
ten seemed unwilling to do 50, especially when
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working on road projects that got behind schedule
due to unfavorable weather. On an especially har-
rowing day, Don was heard to say: “Large projects
tend to control the company rather than the com-
pany controlling the project.”

Some of QA’s field employees had suggested
that the firm also should do concrete paving and
sewer construction. Adding these two activities
would give QA the ability to become a completely
in-house general contractor on almost all municipal
road construction projects in the Williston area. If
QA decided to add concrete paving to its paving
construction activities, there would be no need to
produce its own concrete, since there are five firms
in Williston that produce concrete mix for other
firms and deliver it to the site. However, other
equipment would be needed for concrete paving.
A used concrete paving machine would cost
$300,000 to $500,000, and a curb machine would
cost about $75,000. One advantage to acquiring a
curb machine is that both asphait and concrete
streets require concrete curbs.

If QA were to expand its activities to include
concrete paving, the firm would face significantly
more competition. Almost anyone with hand tools
and a pickup truck can become a concrete con-
tractor for sidewalks, driveways, and small parking
lots. In 1995, Williston had four large concrete
paving firms competing for road and parking lot
construction, as well as 25 small firms competing
for smaller projects. There were also 10 sewer con-
tractors. Although QA had constructed street-level
culverts that connect to storm sewers, QA lacked
the capability of actually constructing the storm
sewers. Sewer construction would require special-
ized equipment, estimated to cost about $500,000,
that cannot be used in road construction.

EMPLOYEES AND PERSONNEL
MANAGEMENT ACTIVITIES

(A A B AR EE AN ENEENNENENENESERESRENENNENENRNEHSHNLHN]
In 1995, QA employed a total of 39 people, includ-
ing Marl, Doris, Don, and Greg Halvensen. QA's 25
laborers were divided into five field crews:a dedi-
cated paving crew, three full-time site preparation
crews, and one multitask crew capable of handling
site preparation and asphait paving, as well as lim-
ited excavation, grading, and storm sewer and drain
tile construction. Each of these five crews was
headed by field supervisors. Additionally, QA em-
ployed a yard supervisor for the rock and equip-
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ment, an asphalt plant operator, a sales assistant
(Steve Lorens), an office manager (John Richards),
and an office worker (Janice Jeffries).

When paving and related types of work could
not be done due to rain or cold weather, QA’s
crews were given time off without pay. When the
paving operation was shut down for the winter
season, the field laborers were placed on seasonal
layoff, while the remaining personnel worked part
time. During this 4-month pericd, the supervisors
and asphalt plant manager engaged in equipment,
vehicle, and facility maintenance and were on call
for plowing snow. Although QA had an arrange-
ment to plow snow for a few commercial and in-
dustrial customers, the firm had not made a major
effort to expand this winter activity because snow
removal was hard on the equipment.

The starting wage for the 25 field laborer posi-
tions at QA was $8 per hour in 1995, with a pay re-
view scheduled at the end of a 90-day probation
period. When positions became available, field la-
borers who had survived the probation period and
had experienced the variety of work required for
paving are promoted to other supervisory posi-
tions or to positions as equipment operators, if
they had an appropriate license. A commercial
driver’s license was required to operate dump
trucks and tractor trailers. All of QA’s field supervi-
sors were required to hold a valid commercial
driver license. Operation of the liquid asphalt
tanker required a license to haul hazardous mate-
rials because liguid asphalt was classified as a haz-
ardous material by the DOT. No license was
required to operate “off road” equipment.

Because of the low unemployment rate, QA has
found it difficult to find and retain laborers. Em-
ployees often will seek other positions with indus-
trial or commercial firms soon after they realize
that shoveling hot asphalt on summer days is diffi-
cult work. John Richard’s review of company em-
ployment records revealed that, on average, one
laborer position turned over every week. Since
about a month is needed for a new employee to be-
come relatively proficient working on a paving
crew, almost ail of QA’s work crews were con-
stantly either short a laborer or had an inexpe-
rienced person to train. In 1995, only a few
nonsupervisory employees had been with QA for
more than 3 years. In contrast, the six supervisors
and the asphalt plant manager had an average
tenure of 7 years with QA.

None of the local asphalt paving firms had a



unionized labor force in 1995. Svenson had been
unionized until it was purchased by Packer Paving.
Under its new ownership, Svenson had published
new terms of employment designed to bring wages
and benefits in line with Packer's nonunion opera-
tions. The union that had represented Svenson’s
employees then voted to strike, but within 2
months most of the employees returned to work
under the new labor conditions. As a result of this
union-busting action, several of the unionized gen-
eral contractors in the Williston area began to hire
QA for paving work rather than Svenson. Nation-
ally, 16.7 percent of the 1.8, workforce was repre-
sented by unions in 1995. Workers represented by
unions earned one-third more in 1995 than work-
ers not represented by unions.

Average hourly earnings in 1995 for U.S. con-
struction workers, of whom 18.8 percent were rep-
resented by unions, were $15.08. This earnings
figure may be compared with the average hourly
earnings of workers from all industries of $11.44.
Throughout the year, construction workers aver-
aged 38.8 hours of work per week, compared with
the 34.6 average hours of work per week for all
workers for all industries. It also may be noted that
the minimum wage rate established by the federal
government was $4.23 per hour in 1995, although
some states had laws establishing higher minimum
wage rates. During the 34 weeks of paving in QA's
fiscal 1995 year, QA's ficld workers averaged almost
exactly 40 hours per week, although some weeks
included several hours of overtime work. If a proj-
ect deadline was in danger of not being met, QA’s
policy was to reassign crews from other projects to
expedite the delayed project’s completion rather
than to use overtime, which would significantly in-
crease labor cost.

As part of QA’s hiring process, and consistent
with the statute of the state in which QA operates,
all acceptable applicants were hired conditionally
and required to submit to preemployment sub-
stance abuse testing. QA also required such testing
{(also permitted by state statute) for all employees
who had been involved in a serious work accident
or demonstrated unusual behavior that could en-
danger the life of other employees. Even though
state law permitted random testing of employees
for substance abuse, QA did not do so. The firm be-
lieves its policies have improved employee perfor-
mance and the quality of their workforce.

Although no firms are required to provide
fringe benefits for their employees, and small firms
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cannot usually afford to do so voluntarily, QA pro-
vided some employee benefits. The company had
an employee health insurance program, available af-
ter the 90-day probation period. Under this pro-
gram, the company contributed $80 per month to
offset some of the insurance premium for its em-
ployees’ health insurance plan and allowed its em-
ployees to have the remainder of the premium cost
deducted from their weekly paychecks. Because
the business was seasonal, the firm also offered to
help its employees manage their yearly cash flow. A
pay-ahead schedule was made available that allowed
employees to have additional money deducted from
their weekly pay checks during the summer to
cover insurance premijums due in the winter when
they were on seasonal layoff. The firm also provided
a term life insurance policy for each employee who
had been with QA for at jeast 1 year equal to their
annual wage or salary. At the beginning of the vear’s
paving season, QA also provided a wage or salary in-
crease based on the increase in the cost of living for
all employees who had been with the firm at least
since the beginning of the previous year.

The Halvensens believed that employees
needed to have a vested interest in the firm if QA
was to be successful. Therefore, each December
every employee who worked the entire season re-
ceived a year-end bonus of 1 percent of the wage
or salary earned during the year. Greg had sug-
gested tying the bonus to the firm’s profits rather
than wages. He reasoned that such a change would
encourage the employees to work more efficiently,
thereby reducing material waste, which wouid
lower the firm’s construction cost, and increasing
labor productivity, which would aliow the firm to
complete more revenue-genetating projects. How-
ever, Mark and Doris vetoed his proposal because
they did not want their employees, nor their com-
petitors, to know QA’s profitability.

ACCOUNTING AND OFFICE
MANAGEMENT ACTIVITIES

[ ESNEENENESNNNERNNENENNERRENERNSEERESENLNEREJES.]
QA’s income statements (Exhibit A) were struc-
tured somewhat unusually in order to make it eas-
ier for Greg to prepare bids. General and
administrative salaries included the compensation
(wages and benefits) paid to Mark and Doris Hal-
vensen, John Richards, and Janice Jeffries. In 1989,
Mark began receiving a salary, rather than an hourly
wage rate as Greg had joined the firm, taking over
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his father’s sales responsibilities. The firm’s contri-
bution to Social Security (6.2 percent of all earn-
ingsy and Medicare (1.45 percent of all earnings)
taxes for these four people were included in other
G&A expenses. All remaining employees were paid
an hourly wage rate. Construction labor included
the compensation (wages and benefits) for all the
firm’s other emplovyees, including Don and Greg
Halvensen and Steve Lorens. QA’s contributions to
Social Security and Medicare taxes for these em-
ployees were included in other construction ex-
penses. Other construction expenses also included
equipment, maintenance and repair costs, fuel
costs, and rental costs for equipment that QA re-
quired for a specific job but did not own.

Since joining QA, Greg had developed a strong
working relationship with First State Savings, a lo-
cally owned bank. At mid-November, 1995, QA had
13 notes outstanding, all with First State Savings.
Through Greg’s efforts, none of the notes required
monthly paymernts from the end of December until
the end of April. All the notes were secured by the
firm’s vehicles and equipment, whose purchase the
debt financed. The notes on more recent fixed-as-
set purchases carried interest rates ranging from
9.5 to 10.5 percent. The schedule of future princi-
pal repayments is shown in the table below. When
Doris saw the principal repayment schedule, she
expressed concern that the debt burden was too
high. She said that if the number of local building
permits continued to decline, QA’s sales could drop
even more, and if that happened, the firm’s prof-
itability would fall and QA might be unable to re-
pay its debt obligations.

Quality Asphalt, Inc.
Principal Repayment Schedule

September 30, 1996 $126,000
September 30, §997 $117,300
September 3Q, (998 $108,000
September 30, 1999 $ 83,600
September 30, 2000 % 30,100

John Richards and Janice Jeffries were responsi-
ble for all of QA’s paperwork, including bookkeep-
ing, compliance reporting, billing, and personnel
record keeping. The firm cutsourced its legal, ac-
counting, financial reporting, and auditing work.
QA must have its five largest projects audited at the
end of every year. This special audit report must be
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submitted to the contract compliance office of the
state highway department in order for QA to re-
main on the list of contractors qualified to bid on
state-funded or state-administered projects.

During the construction season, Janice was re-
sponsible for tracking the construction materials
ordered, by product type, in order to verify bills as
they were received from suppliers. Time cards
were used for payroll purposes. Each day all con-
struction employees who were paid an hourly
wage were required to record the number of hours
they worked. The firm'’s receivables and payables,
including payroll, were monitored using the
Peachtree computerized accounting system that
Greg and john selected in 1990.

Because QA engaged in both manufacturing (as-
phalt production) and construction activities, the
firm was subject to both general industry and con-
struction industry Qccupational, Safety, and Health
Administration (OSHA) regulations. In addition, the
firm must comply with the requirements of many
other regulatory agencies, including those of the
Environmental Protection Agency (EPA), the Equal
Employment Opportunity Commission (EEOC), the
state department of transportation (DOT), the Fed-
eral Highway Administration (FH'WA), and the Im-
migration and Naturalization Service (INS) for
employee citizenship status checks. John was re-
sponsible for filing the necessary compliance
reports and for keeping abreast of legal develop-
ments that were likely to affect the firm's opera-
tion. He also was responsible for hiring employ-
ces and for the substance abuse testing, since
employment and medical records must be kept
confidential.

Because of the pending conversion of all pub-
licly funded projects to metric measurernents, John
planned to institute a metric training program for
the firm’s employees. Several state- and FHWA-
funded projects had already been awarded using
metric units exclusively. Conversion would require
some minor equipment changes and changes to
QA’s record keeping and documentation. Don Hal-
vensen was convinced that many laborers and sev-
cral of the supervisors would resist the changeover
to the metric system as long as possible. Further-
more, because the conversion would not apply to
privately funded projects, the firm’s employees
must be “fluent” in both the English and metric sys-
tems. Otherwise, errors would most likely be made
in preparing bids and in the actual construction
work. If project costs were underestimated, the



firm could lose money if it was awarded the proj
ect, and if project costs were overestimated, the
firm could lose the opportunity to earn revenue,
Measuring errors in the field operations could re-
sult in having to redo work, causing considerable
waste of materials and labor time.

Although time cards were used for payroll pur-
poses and construction material purchases were
carefully monitored, QA had no internal job cost
accounting system to determine the actual costs of
various paving projects. As a result, cost estimates
for bidding purposes tended to be based on “edu-
cated guesses.” According to John, if the time cards
recorded not only the number of hours worked but
also the projects worked, much more accurate proj-
ect cost information could be generated. However,
Don did not believe the field personnel would co-
operate simply because they were too exhausted at
the end of a long day to want to do more paper-
work. Steve Lorens requested that the firm buy a
computer software package, such as Timberline, de-
signed for construction contractors to integrate
project estimation and job costing. Besides the esti-
mated cost of $25,000 to set up such an integrated
system, John was concerned that the new system
would be incompatible with the present office
software.

Greg used Microsoft Works computer spread-
sheets to develop project bids. QA’s bids and
quotes for work that was not bid were based on
the sum of three components. (Refer to the income
statement in Exhibit A.) Greg considered all items
included under cost of construction to be “variable
costs.” When these variable costs for the project
had been estimated, a “fixed cost” overhead alloca-
tion was included. This fixed-cost component in-
cluded all the items listed under general and
administrative expenses. These total fixed costs
were then allocated to the project based on the
project’s estimated asphalt tonnage as a percentage
of the estimated total asphalt tonnage for QA for
the year. Finally, the project price was adjusted
based on Greg’s overall assessment of the situation.
The bid price would be raised or lowered to reflect
QA’s backlog of work or to match Greg's estimate
of competitors’ prices or the price Greg believed
the market would bear.

As of 1995, QA did not have an objective that
related to winning a specified percentage of bid
projects, nor did it have a policy to include a spe-
cific profit margin percentage as part of the bid
price. Greg was aware of the limitations of the sys-
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tem for preparing bids. He was concerned that
without a job costing system, the firm could not re-
ally know if it had made a profit or suffered a loss
on any given project. He believed that having such
information would be valuable in establishing
guidelines for pricing certain types of projects.
Greg’s approach to bidding was to bid each project
“to make as much money as possible, given the Fm-
ited costing information available” Don continued
to oppose such changes primarily because he be-
lieved that implementation would be burdensome
on all the construction-related employees. “Why do
we need to do this now when we have operated
fine without it for over 25 years?”

PLANNING FOR TOMORROW

LA I B S B B I N I B BN BB A LI N K N NN N
As Greg sat alone in his office reflecting on QA’s
history and current activities and examining the fi-
nancial statements, he became even more con-
vinced that QA had to move forward. But how
could he convince his brother and parents that
growth was in all their best interests? If the econ-
omy remained strong in 1996, saies and profitabil-
ity probably would both improve somewhat. But
he was sure that such modest growth wouldn't be
enough to support three generations of Halvensens
in the future. But which opportunities would be
best for the firm? Expansion would require more
debt and more interest expense. Just how much
could QA afford, and how would that limit its
choices? Surely not taking advantage of opportuni-
ties would “pave the way” for Svenson to exert
even more control in the Williston area in the fu-
ture. But expansion probably also would intensify
QA’s rivalry with Svenson, at least in the short run.
Could QA handle it? If Don continued to feel pres-
sured in managing the field operations, then would
doing more jeopardize QA’s reputation for quality
work and timely service? Even though their parents
weren't as actively involved in the business as they
had been, they still did pitch in when needed and
still made all the major decisions. But would they
continue to help as they had for the last 5 yvears, or
would they finally retire completely? And if they
did retire, who would “be in charge” with final say
about the firm's direction? Of course, if they didn't
have their parents’ salaries to pay, they could afford
to employ more people to help Don. Just what
should he say tomorrow at the family’s Thanksgiv-
ing “powwow”?



