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CONTRACTOR FINANCIAL STATEMENTS

Presented by

Geoff Delisio, P.E.
Assistant Bond Manager
Liberty Mutual Surety

Joseph Ruch
Senior Surety Manager
Liberty Mutual Surety

Contractors are sometimes confused as to why their surety modifies certain balance
sheet items that have been prepared in accordance with GAAP. For example, sure-
ties often adjust the value of a contractor’'s goodwill, pension plan, leases, tax-
deferred assets, and fixed assets to name a few. This session discusses how and
why these types of adjustments are performed, which will help contractors get a
truer assessment of their performance.

> Describes the types of adjustments sureties typically make to contractors’
balance sheets.

> Explains the rationale behind adjustments made by the surety in its analysis
of a contractor’s financial statements.

> Establishes a basis for better communication between a contractor, its ac-
countant, and its surety representatives.
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Geoff Delisio
Assistant Bond Manager
Liberty Mutual Surety

Mr. Delisio is cospeaker for Workshop T7, “A Surety’s View of Contractors Financial Statements,” on
Tuesday. His current position with Liberty Mutual Surety is Assistant Bond Manager in the Atlanta field
office. From the Atlanta office, Mr. Delisio focuses on contract surety in the Southeast. In addition, he
assists in the management of a 12-person surety office. Prior to his current field position, he has
worked in both underwriting and claims capacities in Liberty Mutual Surety’s Home Office. Mr. Delisio is
also involved with internal training of underwriters within Liberty Mutual Surety.

Prior to joining Liberty Mutual in 2001, Mr. Delisio spent 10 years working in the engineering/construc-
tion field. He held a variety of technical, marketing, and managerial positions working in Atlanta, Chica-
go, and Boston. Mr. Delisio’s last position prior to joining Liberty Mutual involved managing the North-
east region for a nationwide engineering firm. He was responsible for five offices in the Northeast and
approximately 130 technical people in that position. He is a registered Professional Engineer in the
states of Georgia and Pennsylvania.

Mr. Delisio graduated with a Bachelors Degree in Civil Engineering from Ohio State University in 1990.
In 2001, he completed a Master of Business Administration from Northeastern University in Boston, MA.

Joseph Ruch (Joe)
Senior Surety Manager
Liberty Mutual Surety

Mr. Ruch is is cospeaker for Workshop T7, “"A Surety’s View of Contractors Financial Statements,” on
Tuesday. He has over 20 years of experience in various accounting/financial arenas with particular em-
phasis in the construction industry. He began his accounting career in public accounting for several re-
gional CPA firms in the Philadelphia area and served as a Controller for a regional developer prior to
joining Liberty Mutual Surety (LMS) in October 2001.

At LMS, he has completed numerous account visits at the request of segment leaders and field manag-
ers for accounts that show deficiencies in internal controls, job costing systems, reporting require-
ments, or financial conditions with the intent of furnishing a report to the underwriting staff with recom-
mendations to strengthen observed weaknesses. He was instrumental in development of portfolio
scoring model and synthetic capital at-risk scenarios for presentation to senior management in assist-
ing in the identification of accounts that are outside acceptable levels from a pure financial statement
credit default as a precursor to review by independent unit with direct access to the President of LMS.
He also serves as a member of Credit Committee which serves as a governing committee for larger ex-
posures, types of bonds written, and general feedback for senior management.

Mr. Ruch is licensed as a Certified Public Accountant in the state of Pennsylvania and earned his M.B.A.
from Temple University in May 2003. He is a member of both the American and Pennsylvania Institutes
of Certified Public Accountants. He has served as a lecturer for internal training programs at LMS.
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Notes

This file is set up for duplexed printing. Therefore, there are pages that are intentionally left
blank. If you print this file, we suggest that you set your printer to duplex.



A Surety’s View of
Contractor Financial Statements

Presented by:

Geoff Delisio
&
Joe Ruch

Liberty Mutual Surety
Plymouth Meeting, PA.

GAAP Hierarchy/Political
Environment

* FASB Original Pronouncements

e FASB’s ARB, APB, FIN, FTB and EITF

e AICPA Bulletins, A&A Guides, and SOP
e SEC and SARBOX

e PPC, Miller, other publications
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¢ Audit, review and compilation

e Political landscape

See page 18 for a guide to the acronyms used in this presentation.



Construction Industry

Financial reporting and auditing is
governed under SOP 81-1, issued July,
1981

AICPA A&A Guide for Construction
Contractors (annual update)

Practitioners Publishing Company (PPC)
Miller Construction Guide

Taxation and impact to analysis

Statement of Position 81-1

Percentage of Completion Method
Completed Contract Method
Measuring progress on contracts
Income determination

Cost to complete

Change orders

Claims

Job site visits




Disclosure
Recommendations

Accounting policy and taxation
Computation of income earned
Contracts receivable
Underbilling/Overbilling

Joint venture activity

Related party activity
Equipment and leases

Debt

Backlog

Supporting Schedules

Work in Progress

Completed Contract

Earnings from Contracts

General and Administrative Expenses
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Current Issues Impacting
Construction/Surety Industry

FIN 46R

e Leases

Pension Accounting

Big GAAP vs. Little GAAP
Public vs. Private
International vs. US GAAP
SARBOX

Items Adjusted by Sureties

¢ Accounts Receivable ¢ Marketable Securities

¢ Under billings ¢ Subordinated Debt

¢ Goodwill/intangibles e Corporate Tax Accruals

¢ Capital/Operating Leases ¢ Depreciable Fixed Assets

¢ Deferred Tax Assets

e Shareholder Notes
Receivable




Account Receivables

e GAAP Definition

» Validity versus timing of receipt

» Confirm the existence of the invoice, approval by the
Architect/Owner and subsequent collection after cut-

off date

e Surety Approach
» Consider the validity and timing equally important

» Take into consideration the federal and state prompt
pay regulations

» Amounts over 90 days moved to non-current assets

9

Under Billings

e GAAP Definition

» Generated by costs & estimated earnings in excess
of billings

» Caused by one or more issues

e Surety Approach
» Impacts to cash flow and profit

» Historical pattern of fades or late stage under
billings cause surety to discount under billings from

current assets
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Goodwill/intangibles

e GAAP Definition

» Can be internally developed or purchased
through the acquisition of a business

» Goodwill related to purchases
»FASB 142

e Surety Approach
» Value at liquidation of firm is suspect
» Assets that are purchased “have legs”
» Discounted from net worth and working capital

Capital Leases/
Operating Leases

e GAAP Definition

» Capital leases reported as an asset and the
corresponding liability

» Operating leases expensed as incurred; full
disclosure in notes to financial statements

e Surety Approach

» Inconsistent; changing over time
» Assess impact to WC, D/NW & ROA
» Review utilization of equipment

10




Deferred Tax Assets

e GAAP Definition
» Covered under FASB 109

» Related to timing differences not permanent
differences

» Netting only if right of offset exists

» Impacted by accounting methods and tax
regulations

1Y * Surety Approach
» Realization for the asset is based on future
occurrence

» Generally discounted from net worth and working

capital
13

Shareholder Note Receivable

e GAAP Definition

» Classified as an asset

» Terms and conditions will determine whether
current or non-current asset

e Surety Approach
» Review repayment schedule
» Shareholders available assets
» Potentially discount from WC or NW
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Marketable Securities

e GAAP Definition

> “Listed” stocks, bonds, U.S. gov't debt
> Balance sheet valuation at “fair value”

» Can be current or non-current

e Surety Approach
» Market fluctuations/marketability
> All marketable securities not equal

» Percentage of value would be discounted from
current assets to secondary assets

Subordinated Debt

e GAAP Definition

» Classified as a note payable from the company to
creditor

» Potential tax advantages and flexibility versus paid
in capital

e Surety Approach

» Creditor would take a position subordinate to the
surety

» Formal process
» Portion of debt may be included in NW

12




Corporate Tax Accruals

e GAAP Definition

» Tax responsibility not at entity level, no tax provision

» Changing from completed contract to percentage
complete can have compounding problems (for C-
Corps)

e Surety Approach
» Difficulty in assessing deferred taxes

» Taxes will be paid at individual level using distribution
from company

» Rule of thumb: use 35% or 40% of net income for year
as a future distribution

Depreciable Fixed Assets

e GAAP Definition
» Assets capitalized if long-term use
> Wear and tear decreases value of assets over time

» Book value vs. Market value

e Surety Approach
» Use of debt in capital equipment procurement

» Could be “value” to fully depreciated assets with a
market value

» Trouble determining “market value”

» “Hidden equity”

13
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Successful Strategies on
Handling Your Surety
Relationship

Understand your surety’s underwriting
posture

Understand how your surety analyzes
your financial statement

Know where you stand within their
portfolio of accounts

Invite the surety to obtain a complete
understanding of internal controls and
processes

Your Surety’s
Underwriting Posture

What are their drivers?
» Financial
* Equity or liquidity/cash
* Profitability
* Indemnity package available

20
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Your Surety’s
Underwriting Posture

e What are their drivers?
» Financial
> Aggregate exposure
* T-listing
e Company philosophy
¢ Reinsurance considerations

21

Your Surety’s
Underwriting Posture

e What are their drivers?
> Financial
> Aggregate exposure

> Construction risk
* Assess backlog and work program
utilization
e Class of construction

* Geographic spread

22
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How Your Surety Analyzes
Your Financial Statements

* What changes are made and why
e Review copies of analysis at meetings
* Engage your surety in a consulting

mode - get their thoughts and ideas

23

Ranking Within Portfolio of
Accounts

e Sureties use a “ranking system” of
some type
» Credit model or credit score system
» Forced ranking on financial ratios

» Combination of objective and subjective
factors

e Know how they use the “score”

e Know where you stand
» Overall accounts
> Within construction type

24
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Ask Questions — Be Informed

25
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Acronyms

GAAP—Generally Accepted Accounting Principles

FASB—Financial Accounting Standards Board

ARB—Accounting Research Bulletins

APB—Accounting Principles Board Opinions

FIN—FASB Interpretations

FTB—FASB Technical Bulletins

EITF—Emerging Issues Task Force

AICPA—American Institute of Certified Public Accountants

A & A Guides—Accounting and Audit Guides

SOP—Statement of Position

SARBOX—Sarbanes-Oxley

PPC—Practitioners Publishing Company

AR—Accounts receivable, generally classified as a current asset
NW-—Net worth or equity, defined as total assets minus total liabilities
WC—Working Capital, liquidity, “net quick,” defined as current assets minus current liabilities

D/NW—Debt to net worth, generally expressed as a ratio. A factor which measures the relative
amount of leverage a company is using.

ROA—Return on assets. Factor that measures the efficiency of income on the assets of the
company.

T-Listing—Treasury Listing
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