
In a tight but improving surety market…

How Can Contractors Improve Their Bonding Capacity?
By Vito G. Loisi, CPA, Partner-in-Charge of Construction and Real Estate Industry Group
Wolf & Company LLP

Construction contractors, even while project owners are requiring more bonds for more projects, continue 
to confront a surety industry made conservative by several straight unprofi table years. 

The insurance industry endured unprecedented challenges in the opening years of this decade, with 
a sweeping effect on surety policies. (Although surety bonds aren’t insurance, they’re often issued by 
insurance companies, and 80 percent are reinsured.)

A sharp rise in construction failures, a $40 billion bill for the 9/11 attacks, and the spectacular 
bankruptcies of Enron, K-mart, WorldCom and other companies all combined for a heavy toll on insurers 
and sureties. The surety market broke even or experienced heavy losses between 2000 and 2004, 
resulting in a new strictness in the way surety providers look at construction companies and classify bond 
requests. Essentially, the sureties’ defi nition of acceptable risk narrowed.

But now surety losses are shrinking. Signs of a turnaround are evident. If the trend continues, contractors 
can expect to see surety companies easing their requirements somewhat.

A softer surety market will affect construction companies differently. Some contractors who have found 
it hard to obtain suffi cient bonding may see new fl exibility on the part of sureties. If such fi rms can 
stabilize their businesses through better practices, smarter allocation of resources and more accurate 
measurements, they should be able to obtain higher bonding limits and compete for more bonded work.

On the other hand, when bonding becomes more accessible, bonding capacity will provide less of a 
competitive edge than it presently does. A well-run fi rm that can obtain adequate bonding today should 
make full use of this temporary advantage.

Key Indicators Sureties Watch
Contractors face widespread bonding requirements today. Not long ago, only the federal government 
required construction bonds; today, most state and local construction is bonded, and around a third of 
privately owned projects are bonded. With tighter budgets governing projects everywhere, owners want 
stronger protection against contractor default.

Some construction companies face the challenge of establishing a surety line from scratch, while others 
seek to maintain or increase their limits. Regardless, every contractor should be aware of the main 
indicators that interest surety companies. 

Profi tability
With so many construction companies doing well today, why should a surety risk a bond for an 
unprofi table one? One bad year can sometimes be explained, but a construction company that loses 



money two years running, even if its net worth is respectable, raises a red fl ag in today’s surety market. 
Build up a sizeable reserve fund in the event of a bad year or a bad job.

One step a contractor can take to improve profi tability is to decrease bonuses and control overhead costs. 
In turn, improved profi tability increases stockholders’ equity, and the larger a company’s stockholders’ 
equity, the easier it is to obtain bonding capacity and potentially less expensive bonds.

Net worth and working capital
Surety companies take a hard look at a bond applicant’s net worth. They generally discount assets 
that include risk, like aged receivables and inventory. Sureties also look at how assets are allocated. A  
contractor may show a strong bottom line, but if its capital consists almost entirely of equipment and fi xed 
assets, can it really fund a job? If such a company’s cash and credit line were to dry up, it couldn’t simply 
sell equipment to pay wages and other job costs, because then it couldn’t do the job at all.

That’s why a surety company likes to see contractors with strong working capital (defi ned as current 
assets minus current liabilities). Current assets include cash, receivables under 90 days and some 
inventory — assets that can likely be turned into cash within a year — as opposed to property, plant, 
equipment and other long-term resources.

Before a surety company agrees to write a 
construction bond, it prequalifi es the contractor. After 
it writes a bond, the surety monitors the contractor’s 
performance. Here are some of the main documents 
surety underwriters use to measure a construction 
fi rm’s strength.

Financial information
Annual fi nancial statements prepared by an 
accountant who understands construction. These 
fi nancial statements must include your balance 
sheet, statements of income and cash fl ows, 
equity reconciliation, accounts receivable and 
payable, and overhead expenses. Also include 
schedules of completed contracts and projects in 
progress.

Current tax returns.

Schedule of equipment.

Personal fi nancial statements for company 
owners. Financial interactions with the company 
are particularly important to detail.

Company information
An organizational chart showing employees and 
responsibilities.

Resumés of principals and key employees.

Description of the fi rm’s cost accounting system, 
showing its integration into general ledger and 
how the job costing procedures operate. 

Management policies and controls for monitoring 
job performance.
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A business plan summarizing the fi rm’s specialties, 
markets and prospects for growth and profi tability. 

A business continuation plan, explaining any 
buy-sell agreements and plans for continuity if the 
owner dies or becomes disabled.

References. Minimally, provide contact information 
for owners, subcontractors, suppliers, architects 
and engineers on previous projects. Letters of 
recommendation are even better.

Completed Contractor’s Questionnaire, published 
by the National Association of Surety Bond 
Producers (NASBP), or Contractor’s Qualifi cation 
Statement, published by the American Institute of 
Architects (AIA).

Banking and insurance information
Bank letter, showing history of relationship and 
balances.

Evidence of a bank line of credit. For a surety, 
this is the best demonstration of a strong banking 
relationship with good borrowing ability, especially 
if it’s unsecured or secured only against long-term 
assets.

Certifi cate of liability insurance.

Job information
Contract.

Bid results.

Subcontract or purchase order forms.

Job history.
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Are you bond-worthy? Can you prove it?



Working capital gauges a fi rm’s ability to fi nance its operations and indicates the level of protection 
creditors and surety companies can expect when they underwrite the fi rm’s operations.

In assessing a contractor’s working capital, a surety will discount 30 percent to 50 percent of inventory. It 
won’t recognize prepaid expenses or offi cer or shareholder receivables. Strong net worth combined with 
weak working capital is common, particularly for contractors like road builders with heavy investment in 
equipment. Sureties were once more fl exible in bonding such fi rms, but most now insist on an adequate 
level of working capital.

While a surety looks for evidence that a contractor can complete a job, it’s also preparing for a bad 
outcome. If the bond is called, the surety intends to recover its losses with claims against the contractor’s 
assets, and it makes sure beforehand that there are assets at the ready.

Cash fl ow
Maximizing your cash on hand is a key to increasing your bonding capacity.  Most surety losses are the 
result of a contractor’s cash-fl ow failure. Given cash or lending resources, most contractors can fi nish 
most jobs, even though they may take a loss. What stops them is a shortfall of cash and credit — in 
which case the surety must either step in and fi nish the contractor’s work, pay the contractor’s subs and 
suppliers, or both.

Cash fl ow isn’t just money in the bank; it’s also borrowing ability, so a strong line of credit with a bank is a 
plus. But keep in mind that interest-bearing debt — a fi xed cost which must be serviced even if the market 
slows — is an unfavorable liability in a surety’s eyes.

A surety may use the following formula to calculate free cash fl ow: net income plus depreciation, 
amortization and other non-cash items, less principal payments on debt. If this number is small and the 
balance sheet shows that the company is highly leveraged, the surety may reduce the bonding capacity of 
the contractor because of a concern about the entity’s ability to fund its debt service.

Work-in-process (WIP) calculations
Surety companies prefer to underwrite contractors who operate with accurate WIP estimates and steady 
work. Without accurate estimates being refl ected in the company’s WIP schedule, the contractor will 
experience repeated gain or fade on job profi tability for fi nancial statement purposes. These gains or 
fades will cause the surety to question the contractor’s estimating ability, which could have a negative 
impact on bonding capacity.  

A profi t fade means the contractor recognized profi t too early and must pay for it later. After a surety 
company bonds a contractor based on a solid fi nancial statement, it doesn’t want to see losses showing 
up later. In fact, if one project manager has a habit of overly optimistic estimating, with resulting profi t 
fades, a surety will notice his or her presence on a new project and discount the company’s bond-
worthiness accordingly.

A general contractor might anticipate completing a million-dollar job for $800,000. If it incurs $400,000 in 
costs the fi rst year — 50 percent of the total — it will recognize 50 percent of the total contract price as 
revenue, or $500,000. Accordingly, for that year, income minus costs produces a gross profi t of $100,000.

However, what if next year at job’s end the contractor’s total costs have mounted to $900,000? Its total 
profi t on the job is now only $100,000 — which it has already recognized. The originally anticipated profi t 
margin of $200,000 has now faded to $100,000, and the company will need to report this profi t fade in the 
second year.  Accordingly, the gross profi t for year two will be zero, since 100% of the total profi ts on the 
job were recognized in the fi rst year. In hindsight, the company should have only recognized revenue of 
$444,444 in the fi rst year ($400,000 divided by $900,000 times the $1,000,000 contract amount) and the 
balance in year two.
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Profi t gains are less worrisome, and may merely register a fi rm’s conservative projections. But a 
construction company’s ability to accurately estimate work is critical, and steady WIP fi gures offer 
evidence of that strength.

A surety looks at charge rates, too. If a company charges a D8 bulldozer at $125 an hour on one job 
and $175 on another, a surety wonders why. The company’s WIP fi gure may be undervalued if it’s 
undercharging for equipment.

Overbillings and underbillings
The percentage-of-completion method for recognizing income 
is required for most construction companies. This calculation 
determines whether a contractor has overbilled or underbilled on a 
project.

Overbilling has advantages when a job is going well. An overbilled 
contractor is either managing cash well — working on the owner’s 
capital instead of its own, saving money on interest — or building 
profi t in the job that will show up as gain. But when a contractor is 
struggling, overbilling can indicate “job borrow” — using cash from 
one job to fund losses on another, which will show up eventually, 
too.

An underbilling means that a contractor has not billed the owner or 
general contractor enough based on the percentage of completion 
as refl ected by the actual costs to date compared to the total 
estimated costs for the job. This could be a result of the billing cut-off as outlined in the contract. It may be 
an indicator that a job is less profi table than projected and that the gross profi t could be overstated. Either 
way, underbillings can be a potential sign of poor cash management.

Whatever the cause, underbillings that reach 25 percent of working capital raise a warning to sureties, 
and the construction company should always be prepared to explain what caused them. 

Accounting for change orders and claims
A change order that adds $100,000 to a job can cause a contractor to recognize substantially more 
revenue. If the order was verbal, issued in the fi eld in the rush to complete a job, and then the owner says 
it was never approved, the contractor may have recognized too much revenue, resulting in a profi t fade. 
Claims can raise concerns, too, particularly when a contractor approaches a new bonding agent. No 
surety is looking to pick up another surety’s problems.

Claims are standard in construction, of course, and surety companies look at a company’s experience 
over time. Still, a high number of claims going out or coming in may signal that a contractor has a history 
of problems with owners or suppliers. Generally, contractors shouldn’t recognize revenue from their 
own claims against an owner until the claim is won. As for claims against the contractor, they represent 
liabilities that can reduce profi t on the job.

Joint venture partners
When a contractor can’t fi nd suffi cient bonding, it should keep working on the issues that are holding 
things up. Meanwhile, it might consider a joint venture.

Some contractors can increase their effective surety limits by leveraging the strength of another fi rm, 
usually a larger one, in a joint venture. A company with untapped bonding capacity has something of 
value to trade with a smaller company that’s willing to pay fees or a share of profi ts for the opportunity to 
bid profi table work.
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Did You Know?
The percentage-of-
completion method 

forbids booking expenses 
for materials until they’re 

actually used. Failure 
to observe this rule can 
result in an underbilling.



Maintaining the Bonding Relationship
Because the surety relationship is so critically important to the growth and development of your company, 
maintain a close relationship with your bonding company whether you seek to establish, grow or maintain 
your bonding capacity.

Get to know the surety company 
What ratios and fi gures does it consider most important? What kinds of companies does it underwrite? 
Some mainly serve large contractors, while others specialize in new or smaller fi rms. You will establish a 
stronger relationship with a bonding company that tends to serve your type of company.

And get to know the surety’s home offi ce as well. A local underwriter may understand your underbilling 
strategy, but if the home offi ce only sees fi gures on paper, and not the capable, trustworthy company that 
stands behind the fi gures, it may discount your worth.

Be a communicator
Schedule regular meetings — right after your yearly fi nancial report is a good time — and keep up a fl ow 
of clear, well-presented fi nancial information and job status reports.

Surety companies know that problems arise in construction projects; what they want is accurate and 
detailed information. So don’t surprise a surety with bad news late in the game. If you see trouble brewing, 
bring your surety into the loop immediately.

Also, notify your bonding company of changes in your company, such as shifts in ownership or top 
management and forays into new markets or specialties.

Communication is a two-way process. While you’re telling an underwriter about your business, listen 
closely. Surety companies want contractors to succeed on projects, and if a surety believes your fi rm 
might not succeed, understand why and address those issues in your business. The surety has real-world 
experience, and its reluctance to write a bond indicates real problems.

Ensure utmost integrity
A surety wants complete confi dence in a contractor’s integrity. Unjustifi ed bonuses, questionable loans, 
powerboats on company accounts and well-paid relatives with vague responsibilities are all danger signs.

Also, no bond applicant should ever try to hide assets. If the worst happens, the surety will fi nd those 
assets and take them, and bill you for the effort.

And remember, bonding companies don’t just look at your bonded work. They view your entire backlog as 
potential risk. If you’re losing money on a $20 million unbonded project, why will you do any better on a 
bonded $10 million job?

Conclusion
Preparing a company for bonding success is complicated — like the construction industry itself — and 
it requires a strong team. Seek help from a banker, a lawyer and an accountant who know the terrain, 
maintain close ties with the surety industry and know what the underwriters want. 

Advisors like this will not only give you good advice, they’ll also build the surety’s confi dence in dealing 
with your construction fi rm and smooth the way considerably.

Our accounting fi rm has extensive experience in helping construction companies increase their bonding 
capacity. We can work smoothly with your existing team or help you build a new one. If you’d like to 
discuss the surety environment and review your own situation, please contact us.   ■
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Surety ResourcesSurety Resources
Contractors who want to learn more about bonding will fi nd a variety of tools and resources available. These organizations 
serve as clearinghouses:

Surety Information Offi ce (SIO)   www.sio.orgSurety Information Offi ce (SIO)   www.sio.org
The surety industry’s information source. Its mission: To increase the use of corporate surety bonds in the private sector and 
promote the value and importance of contract surety bonds in public and private construction.

Surety & Fidelity Association of America (SFAA)    www.surety.orgSurety & Fidelity Association of America (SFAA)    www.surety.org
Trade association of companies that write the majority of surety and fi delity bonds in the United States. Mission: Promote and 
preserve the use of fi delity and surety bonds to protect public and private interests.

National Association of Surety Bond Producers (NASBP)   www.nasbp.orgNational Association of Surety Bond Producers (NASBP)   www.nasbp.org
The international organization of professional surety bond producers and brokers. Mission: Strengthen professionalism, 
expertise and innovation in surety and advocate its use worldwide.

U.S. Small Business Administration (SBA)   www.sba.gov/OSGU.S. Small Business Administration (SBA)   www.sba.gov/OSG
The SBA can guarantee bonds for contractors up to $2 million, providing an incentive to surety companies to increase 
bonding availability. The SBA’s site also lists Small Business Development Centers, which provide technical help to 
contractors.

Local programsLocal programs
You’ll also fi nd information on these sites about the many resources available to contractors in their local areas. Usually 
sponsored by governments and institutions, these include local surety associations, bonding support programs, educational 
seminars and, in some states, surety guarantees similar to the SBA’s.

About Our Firm
Wolf & Company LLP is one of the Chicago area’s top accounting and consulting fi rms. Based in 
Oak Brook, Illinois, the fi rm has been serving closely held businesses and their owners, including general 
contractors, subcontractors, and real estate developers and managers, for more than 25 years. The 
fi rm’s 120 professionals provide an extensive range of accounting, auditing, tax, fi nancial advisory and 
consulting services.  

We are a member company of the Wolf Financial Group, giving us the ability to serve a broad array of 
fi nancial service needs including investment management, employee benefi t, insurance and investment 
banking services. 

Wolf & Company LLP is an active member of PKF North American Network and PKF International, 
associations of legally independent fi rms that share information and support one another as resources on 
international and select domestic assignments. This provides Wolf clients with access to the knowledge 
and expertise they need to manage their increasingly global operations. 

2100 Clearwater Drive, Oak Brook, Illinois 60523
630-545-4500     www.wolfcpa.com
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