
W
ork ing c apit a l s imply
s t ate d is a comp a ny’s
current assets minus its
current liabilit ies. The
amount of working cap-

ital a company has is the direct result of
net earnings retained by the sharehold-
ers in the company, less any amounts
used to acquire long term assets such as
property and equipment. Companies that
have a long histor y of earnings w ill have
a strong working capital balance which
w il l provide the company w ith business
flexibilit y, the abilit y to get through a
recession, and most impor tantly for a
contractor, prov ide the basis for their
bonding program.

Cur rent assets for a cont r ac tor are
n or m a l l y m a d e up of c a s h , a c c ou nt s
receivable, including retainage, costs and
est imated earnings in excess of bil lings,
inventor y, and prepaid expenses. A con-
tractor may also include in current assets

marketable securit ies, due from affi l i-
ates and shareholders. Current liabili-
t ies for a contractor are made up of an
amount due on the line of credit, current
por t ion of long ter m debt, bi l l ings in
excess of costs and est imated earnings,
and accr ued expenses such as pay rol l
a nd rel ate d p ay rol l t a xe s , i nsu r a nce ,
income taxes and year-end bonuses. For
S Corporations, a contractor may choose
to accrue the shareholder distr ibutions
that are expected to be paid out by the
contractor subsequent to year end due
on the flow through income to the ow n-
ers. Though GAAP does not require an
S Cor porat ion to accrue the distr ibu-
t ions that w il l be paid to its sharehold-
e r s , w e s t ro n g l y re c o m m e n d t h at a
contractor, at a minimum, disclose the
amount to be paid in the tax footnote to
t h e f i n a n c i a l s t ate m e nt s . Re m e mb e r,
amounts that are included in the con-
tractor’s current assets and liabilities are
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expected to turn over in the company’s
nor mal operat ing c ycle the fol low ing
year.

As of the contractor’s year end, referred
to as its financial position, the makeup
of the contractor’s current assets and lia-
bilit ies will be evaluated by its surety to
come up with the contractor’s adjusted
working position at year end. I spoke with
Michael Gilbert, of the DeSanctis Insur-
ance Agenc y located in Wobur n, MA.
Mike is a veteran insurance and bonding
agent for the construction industr y and
he noted that, although each surety may
evaluate working capital differently, they
will in general adjust a contractor’s work-
ing capital for the following reasons:
• Exclusion of accounts receivables

over ninet y days;
• Exclusion of prepaid expenses;
• Exclusion of any due from share-

holders or affi l iates, unless the bal-
ance is paid subsequent to year end
prior to the opinion date on the
contractor’s financial statements;

• Inventor y, depending on its
makeup, may be discounted by the
suret y by 10 percent to 50 percent;

• Costs and est imated earnings in
excess of related bil l ings may be
excluded if it is due to a loss con-
tract or if the contractor does not
have a legit imate reason for being
under-bil led as of year end, such as
being on a different method of rev-
enue recognit ion (accrual) for
income tax report ing, or if it is due
to language in the contract.
Mike also noted that marketable secu-

rities, although not commonly seen on a
contractor’s balance sheet, may be dis-
counted by the surety up to 50 percent based
on the risk associated with the portfolio.

T he cont r ac tor’s cur rent l iabi l i t ies
w il l be evaluated by the suret y to ensure
that deferred income taxes and accrued
expenses such as workmen’s compensa-
t ion and general liabilit y insurances are
properly stated as of year end. As pre-
viously mentioned, the contractor’s bal-
a n c e s h e e t a s of ye a r e n d i s t h e
contractor’s financial posit ion as of that
one day. It is the basis for the users of the
financial statements to determine what
the bonding and banking programs w il l

be for the upcoming year. That said, it
is imperative that a contractor maximize
its financial position as of year end in order
to improve the makeup of its working
capital. This process star ts three to four
months prior to year end as fol lows:

Current Assets:
• Cash–As of year end the contractor

should have a minimum of ten to
twent y day’s cash on hand. This is
achieved by follow ing up on cash
collect ions and managing the
accounts payable and line of credit
balances.

• Accounts Receivable–During the
last four months of the year, the
monthly requisit ions should be sent
out t imely and accurately to avoid
delays on being paid. Retainage
should be monitored and also fol-
lowed up on for final bil l ing and
collect ion. Pending change orders
for work performed and costs
incurred should be followed up on
for t imely approval and bil led.
Pending change orders as of year
end that are approved subsequent to
year end should be documented and
a list compiled and picked up as of
year end as unbil led accounts
receivable.

• Costs and Estimated Earnings in
Excess of Billings–As previously
stated, a balance in this balance sheet
account is normally a danger sign to
the surety of potential loss contracts.
Unless the language in a contract
causes the under billing, (contract
does not allow a contractor to bill up
front for mobilization) the balance in
this account should be kept to a min-
imum. The contractor should be able
to show the surety that subsequent to
year end, any under billings by con-
tract were billed.

• Inventor y–A contractor, during the
last four months of the year, should
be working the inventor y balance
dow n by using available materials
on ongoing jobs. This w il l also help
improve the contractor’s cash flow.

• Due from Shareholders/Affi l iates–
Any balances in these accounts
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should be cleared up by year end. If
the balances cannot be paid by year
end, the contractor should disclose
in the related par t y footnote to the
financial statements when the
amount(s) were paid subsequent to
year end to avoid exclusion by the
suret y from working capital.

• Prepaid Expenses–Since the suret y
excludes from working capital the
balance in prepaid expenses as of
year end, the contractor should
keep these balances as low as possi-
ble. The prepaid expenses on a con-
tractor’s balance sheet most of the
t ime are deposits made prior to year
end on insurance policies in effect
the fol low ing year, thus cannot be
avoided.

• Marketable Securit ies–A contractor
should keep the money as cash and
avoid invest ing in marketable secu-
rit ies at al l cost. Unless, that is, the
contractor has a mature balance
sheet, is extremely well capitalized,
and has excess working capital
where as the amount taken out of
cash to be invested would not com-
promise the company’s bonding
program. Also, the company’s
investments should be conser vat ive.

Current Liabilities:
• Line of Credit–As of year end, a

contractor should apply excess case
to reduce the line of credit balance
to zero or as low as possible.
Although this does not affect a con-
tractor’s working capital, it does
help improve the company’s debt-
to-equit y rat io.

• Cur rent Por t ion of Long-Ter m
Debt–This balance represents the
tota l debt pay ments cur rent ly due
on long-ter m assets , pr imar i ly
proper t y and equipment, f inanced
through ter m notes w ith f inancia l
inst itut ions. As a r ule of thumb,
cont rac tors should never use cash
to purchase long-ter m assets due
to the effec t it has on its working
capita l . When proper t y and equip-
ment (exclude land and bui lding)
are f inanced, the ter m of the note
should match the est imated usef ul
l i fe of the asset . The effec t on
working capita l of purchasing
long-ter m assets is the dow n pay-
ment on the acquis it ion and the
cur rent por t ion due on the note
payable.

• Accounts Payable–Accounts
payables are primarily made up of
contract costs and, as w ith the line
of credit, excess cash should be used
to pay dow n the balance at year end.
Again, this w il l have no effect on
working capital and w il l help
improve the company’s debt to
equit y rat io. Note: Contractors w il l
only apply cash receipts on current
contract receivables against
accounts payable due on those spe-
cific contracts. Also, it is impor tant
for the contractor to keep accounts
payable days outstanding in line
w ith industr y standards and ven-
dors’ expectat ions.
A contractor, by fol low ing the above

procedures to maximize its working cap-
ital posit ion at year end, w i l l prov ide
the suret y the basis for a strong bond-
ing program. �
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