
Surety Analysis of a Contractor’s Financial
Statement

How the CPA Presentation and the Surety Analysis Differ
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• FINANCIAL STATEMENTS – Why/How they drive surety credit
availability

• ANALYSIS OF A CONTRACTOR’S BALANCE SHEET – Walk through
a contractor’s year end statement

• KEY FOOTNOTES – What do they mean? How do they aid or
hinder the underwriting process?

• BASICS OF UNDERWRITING – Debunking the mystery of surety
underwriting

• DISCUSSION OF CURRENT SURETY MARKET

Outline of Presentation
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• Engage With a CPA Who Specializes in Construction Accounting
– Surety requires Percentage of Completion (POC) statement

• Not all CPA’s understand the reporting requirements of POC as it relates
to construction.

– Benefits the surety relationship
• Surety companies are more willing to lend credit or provide favorable

terms for a surety program if they can rely on expertise of the CPA
– Benefits the contractor

• Construction accounting experts can help manage tax planning as it
relates to construction entities

– POC accounting may not be as advantageous for tax savings as other
accounting methods, but some contractors are required to use it
due to revenue size

– Manage balance sheet/estimates of profitability to defer taxes
– Utilize accelerated depreciation methods
– Understand Net Operating Loss (NOL) Carryback and Carryforward

rules

FINANCIAL STATEMENTS
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• What a Quality Financial Statement Looks Like
– “Balanced” Balance Sheet

• Total Assets = Total Liabilities + Equity
– Income Statement
– Statement of Cash Flow
– Footnotes

• Accurate
– Numbers match from balance sheet to footnotes
– Present information that is factual and relevant to the contractor

• Concise
• Descriptive

– Supplementary Schedules
• AR and AP Aging Schedules
• Schedule of G&A
• WIP/Completed Contract Schedule

FINANCIAL STATEMENTS (con’t)
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• Surety Credit is driven by Balance Sheet

–Goal to assess net quick working capital
to cash flow backlog

–Current assets are cash, close to cash or
going to be cash within 1 year

–CPA statement (as given) vs. surety
analysis (as allowed)

Surety Financial Analysis
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• #12 on ENR Top 400 list
• $4B revenue civil and GC projects
• $7B backlog
• NYSE traded, all public info from 10 K
• SAMPLE ONLY – not Travelers analysis – no
access to internal info

Tutor Perini Disclaimer
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• Cash
–Almost always analyzed 100%
“allowed”

–JV proportionate share consolidation

• Restricted Cash
–Held for insurance claim deductibles
–deferred out of current assets

Analysis of Current Assets
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• Accounts Receivable
– within 90 days and retention “allowed” in full
– “If not collected in 90 days, why leave
current?”
• If collected subsequent to f/s date it may be
allowed

• Could be deferred or excluded altogether
based on circumstances

– Analysis depends on Aging of A/R schedule

Analysis of Current Assets
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• Underbillings

–Generally allowed 100%

–“If you have performed the work,
why not billed?”

Analysis of Current Assets
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– Underbillings couldmean
• early indication of profit write downs
• unapproved change orders that can never
be billed

• timing issues governed by contract billing
period

– Based on circumstances may be excluded from
the balance sheet analysis

Analysis of Current Assets
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• Deferred Tax Asset – will not add to cash flow
• Other Current Assets not scheduled, not allowed
• Income tax refund – allowed with tax filing
• Equity in JV – depends on accounting method

Analysis of Current Assets
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• Inventory
– “How much turning into a billing, and
then into cash this year?”

–Discounted 25 50% based on turnover,
make up, and valuation

– Footnoting helps analysis

Analysis of Current Assets
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• Marketable Securities/Investments
– Fire sale value?
– Generally allowed 75% of stated value
depending on make up of securities

–Common stocks allowed 75%
–CDs allowed 100%
–Related company or privately held stock
may be excluded from Net Worth
altogether

Analysis of Current Assets
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• Goodwill and intangibles – generally
excluded from Net Worth
–Accounting entry for balance sheet
–Not a hard asset contributing to
operations

–No indemnity or loss recovery

Analysis of Current Assets
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• Note Receivables – Related Parties
– “When collected?”
– Typically not allowed as a current asset

• Unless demonstrated intent to repay may be
allowed

• Repaid subsequent to the reporting date may be
allowed

– Footnoting is critically important

Analysis of Current Assets
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• Most Current Liabilities are allowed 100%
• Revolving Bank Line of Credit

– Fully current
– Possible exception maturity beyond 18 24 months

• Overbillings
– “What has been done with the money?”

• Held in cash, earning interest – good
• Spent on Fixed Assets, applied to other jobs, or
spent outside of the company – not good

– May indicate good cash management practices
– Overbillings in relation to underbillings, accounts
receivable, and cash

Analysis of Current Liabilities
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• Deferred income taxes
– Due to method of income recognition current
liability

– Due to depreciation method long term
liability

– Footnoting is important for analysis

Analysis of Liabilities
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• Leases
– Capital leases require no adjustments
– Operating and Synthetic leases require further
investigation

• Are total obligations fully disclosed in footnotes?
• Is it really a capital lease with the exception of a
percentage point on the term or other technicality?

– FASB rules may change disclosure in the future

Analysis of Current Liabilities

Prop
rie

tar
y ital le

point o

es ma

Pres
en

tat
ion

ments
s req

s fully

s



• Note Payable – Shareholder or Related Party
– Analysis depends on terms and intention
– May be subordinated to surety with formal
agreement
• increases working capital and net worth for
surety analysis

• stipulates no payments unless first notifying
surety

Analysis of Current Liabilities
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• Income Tax Liability on S Corp
– taxes on earnings are paid by shareholders
personally

– adjustment to financial analysis for
distributions to cover taxes due after the
financial reporting date

– surety rule of thumb is 30% of net income

Analysis of Current Liabilities
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• Working Capital Ratio
– As allowed current assets minus as allowed
current liabilities

– Ratio = analyzed working capital/total backlog

• Net Worth Ratio
– Allowed net worth after excluding soft assets
or uncollectible items, or adding subordinated
Note Payables

– Ratio = analyzed net worth/total backlog

Selected Ratios
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• Net Cash %
– Cash minus short term external sources
divided by Total Assets

– Short term sources – bank line borrowing, net
payables exceeding receivables, net overbills
exceeding underbills

– Higher is better – typically 20%+ indicates
strong liquidity

Selected Ratios
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• AR Turnover (AR/Revenue * 360)
• Average number of days that AR are outstanding
• Lower is better –typical GC 40 45 days

• Debt to Equity
– Surety standard varies by trade
– Over 2.5 : 1 will be discussed further
– Differentiate revolving debt and equipment debt

Selected Ratios
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• Income Statement Analysis
– Completed Contracts vs. Uncompleted Contracts
– Gross Profit vs. Net Income

• G&A Analysis, Other/Interest Expense
– Distributions/Dividends

• Distributions/Dividends should not exceed net income
• Surety Companies prefer that dividends/distributions be used
for taxes only

• Cash Flow Analysis
– Cash Flow from Operations
– Cash Flow from Investing/Financing

• Management/Use of Revolving Bank Line, PPE Purchases

Income Statement/Cash Flow Analysis
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• Backlog Definition
– Backlog = the amount of costs remaining that must be cash flowed
– Backlog = Work On Hand = Aggregate Program Size = Work In Progress = Total

Cost To Complete on all outstanding work
• Key Points of Analysis

– Over/Underbillings must tie back to the balance sheet (i.e. numbers match on
balance sheet and WIP schedule)

– Revenue Earned on WIP/Completed Contract schedule should tie back to P&L
on POC basis

• Verify earned revenue from Completed Contracts vs. Work In Progress
– Sureties use trend reports to track project profitability over time
– JOB BORROW = Pure (Billings > Costs) in excess of Total Est Gross Profit

• i.e. Billed more than contractor will earn in total profit, indicating the contractor will have
to put money back into a project at some point

– Underwriter will look for cash balance to cover
– Can occur when unapproved change order work has been performed without

adjusting GP%

Analysis of Work Schedules
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• Method of Accounting Revenue/Cost Recognition
– Must be Percentage of Completion

• Scheduling of N/P and N/R
– Footnotes should include:

• Maturity Date
• Secured By (i.e. equipment, collateral, real estate?)
• Terms of Payment (Length of Note (i.e. months, years), Payable When?)
• Interest Rate
• Total Amount Owed
• Party that the debt is payable to

– Underwriters are interested in Balloon Payments, High Interest Rates
• Subsequent Events

– AR Collections
– Marketable Securities/Investments Sold
– Inventory Turnover and Make Up
– Underbillings

Key Footnotes to Financial Statement
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• Accounts Receivable and Accounts Payable
– Provide information relating to the cash flow management of a contractor

• Does the contractor collect/pay in a timely manner?
– Are receivables/payables hung over consecutive reporting periods? If so,

why?
• If a receivable/payable is delinquent, signals to an underwriter a potential cash flow

issue or litigation
• WIP Analysis/Completed Contract

– Profit Fade
• Be conservative with estimates of how profitable a project will be. Surety companies

become concerned when projects exhibit fade year after year
– Analysis of overhead expenses vs. remaining profitability in backlog

• Will the current work on hand be profitable heading into next fiscal year?
• Seasonal issues may arise depending on the trade/size of the contractor

• G&A Schedule
– Allows for both the surety and contractor to review any changes made over a

trending period
• Good to analyze where costs can be cut to increase bottom line profitability

Supporting Schedules

Prop
rie

tar
y e of

projects
expenses vs
k o han

s ay arise

th the
eriod

d to analyze

Pres
en

tat
ion

nageme

ive rep

als to an



28

• Rule of Thumb: 10% of Working Capital/Net Worth = amount of
surety credit available. Can be higher or lower dependent upon:
– Surety Market/Underwriter
– Class of Business

• Sub vs. General
• Hazardous Work (i.e. environmental)
• Heavy Highway vs. Civil Engineer
• Size of Contractor

– Length of Time in Business
– Personal Financial Wherewithal/Indemnity Pledged
– Business Model/Financial Ratio Analysis
– Surety Appetite

• Net Worth driven companies (pre recession)
• Some sureties are not “sub contractor” friendly
• Some surety companies will give credit to “off balance sheet” worth (i.e.

PPE, personal worth)

Basic Rule of Underwriting
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• Surety Industry Profitable for 7 straight years
• Continued Consolidation in surety market:

– 50% of surety market written by Top 5 surety companies
(measured by direct premium written)

– 80% of surety market written by Top 20 surety companies
(measured by direct premium written)

• Loss Ratios are steady among Top 20 Surety Companies
– Loss ratios increase significantly among smaller surety

markets
• New entrants to the surety market

– Berkshire Hathaway Group
– Aspen
– Philadelphia

Current Surety Market
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• “Soft” Market for Well Capitalized GCs, Best in Class Subcontractors
– Competition remains steady between various surety markets

• Excess capacity available for contractors who wish to grow
• Competitive rates, indemnity terms are available

• “Hard” Market for many subcontractors
– Balance sheets impacted during the recession due to lack of work and tighter margins

• Historically, economic recovery signals additional losses in the surety industry
– Many contractors load up on work due to availability, but not priced correctly

• Labor, Material
– Contractors do not have the resources to complete work (i.e. not enough cash flow,

labor, PPE)
• Contractors must prequalify subcontractors/suppliers

– Subcontractor/Supplier Prequalification Packet
• References (suppliers, owners, bank, and surety), Corporate Credit Report, Financial Review

– Subcontractor Bid or Performance/Payment Bonds
• Prequalification Letters and Bid Bonds are a start, don’t necessarily guarantee bonding

availability
– SubGuard/SDI

Current Surety Market
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