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Every construction company owner 
needs an exit strategy — whether that 
involves transferring the business to 

family members or selling it to a manage-
ment team or to a third party. Regardless of 
the strategy you choose, the earlier you begin 
planning your exit, the smoother the transi-
tion will likely be. And if your ultimate goal is 
to sell to a third party, starting early gives you 
time to maximize the company’s value and 
minimize the tax consequences of the sale.

Enhancing value
Start by obtaining a current valuation of your 
business. Doing so will help you understand 
the various factors that drive your company’s 
value and identify any weaknesses. Armed 
with this information, and sufficient time, you can 
take steps to enhance the value of your business.

Suppose, for example, that your management 
team is weak in certain areas or relies too heavily 
on your management skills. By bringing in new 
management talent or providing training to your 
existing team, you can increase the company’s 
value to prospective buyers.

Or, suppose that a high percentage of your jobs 
are concentrated in a particular industry or a few 
key customers. By better diversifying your jobs, 

you may be able to reduce your business’s risk 
and enhance its value.

These are just two examples of the many ways 
planning can increase the value of your busi-
ness. Keep in mind that the right strategies will 
depend on the types of potential buyers you 
expect to target. For instance, a strategic buyer 
may be less concerned with the quality of your 
management team than a financial buyer is.

Reducing taxes
The tax implications of a business sale depend on 
a number of factors, including the organizational 
structure of your company and the way the trans-
action is structured. 

If your business is a corporation, for example, 
you can structure the transaction as a stock sale 
or an asset sale. Selling stock is advantageous 
because your profits generally are taxed at lower 
capital gains rates. Asset sales are typically taxed 
as a combination of capital gain and ordinary 
income, depending on how the purchase price is 
allocated among various assets. Also, C corpora-
tions (or, in some cases, S corporations that have 
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converted from C corporations) are taxed twice: 
once at the corporate level and again when the 
proceeds are distributed to shareholders.

Unfortunately, few buyers are willing to take 
stock. For one thing, they don’t want to acquire 
all of your company’s potential liabilities. Plus, 
buying assets generally gives the buyer a higher 
basis in depreciable property.

Assuming that a sale of your business will be 
structured as an asset sale, two ways you can 
soften the tax blow are:

1. Purchase price allocation. Allocation of 
the purchase price among various 
assets has a big impact on a trans-
action’s tax consequences. To 
pass muster with the IRS, 
the allocation must bear a 
reasonable relationship to 
the assets’ actual value, 
but the parties have some 
leeway for negotiation.

As the seller, you’ll want 
to allocate as much of the 
price as possible to assets 
that qualify for favorable 
capital gains tax rates, such as 
real property. The buyer, on the 
other hand, will favor allocations 
to property that can be depreciated 

quickly, such as equipment and vehicles. This is 
usually undesirable for a seller, however, because 
gain on fully depreciated property is taxed as 
ordinary income.

One planning strategy is to allocate a portion of the 
purchase price to personal goodwill. (See “Goodwill 
provides tax-saving opportunity” above.)

2. Alternative payment forms. Alternative pay-
ment structures may allow you to defer taxes on a 
portion of the sale price. For example, you might 
negotiate an installment sale or an earnout provi-
sion (under which a portion of the sale price is 

contingent on the buyer achieving a certain 
level of earnings).

Another option, if your busi-
ness owns real estate, is to 

exchange it for income- 
producing real property  
in a tax-free exchange.

Taking your time
To improve your chances 
of a satisfactory exit, start 

planning now. There are 
many strategies you can 

use to enhance the value  
of your construction business 

and reduce taxes. But, in many 
cases, these strategies take some  

time to implement. n

Goodwill provides tax-saving opportunity
Allocating a portion of the purchase price to goodwill offers tax benefits for both the buyer and 
seller of a construction company. As the seller, you enjoy capital gains treatment, while the buyer 
obtains an amortizable (over 15 years) asset.

If your company is a C corporation, you’ll enjoy even greater benefits if you can establish that  
some or all of this goodwill is personal — that is, associated with the individual owners — rather 
than corporate. To the extent that goodwill is an asset owned by the shareholders rather than  
the corporation, any payments for that goodwill go directly to the shareholders, bypassing the  
corporation and avoiding double taxation.

To take advantage of this strategy, start planning as early as possible. There may be steps you can 
take to preserve personal goodwill and avoid transferring it to the company. 
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Do you know where your  
company stands financially?

A ll business owners (including contractors) 
need to get a handle on where their com-
panies stand in relation to the past and to 

others in their respective industries. Unfortunately, 
too many contractors fail to do so and, as you can 
imagine, this can undermine their bottom lines. 
Fortunately, there are ways to keep track of key 
performance measures using proven benchmark-
ing methods. 

Look for improvements
The first thing to know about benchmarking 
is that it’s a very effective management tool. 
Benchmarking tells you how your company is per-
forming and shows you where you can improve. 

Internal benchmarking, or tracking your own per-
formance, is your guide to weaknesses and oppor-
tunities within your operation. If, for example, 
your long-term debt-to-equity ratio (an indicator 
of your ability to pay long-term debt) is rising, 
benchmarking will alert you early so you can 
determine why it’s happening and bring it back 
into proper alignment. Similarly, if your repeat 
business percentage is declining, benchmarking 
can give you a heads-up so you can identify and 
correct the problem. Also, some contractors might 
not have debt, especially general contractors. In 
such cases, it would be critical to measure days 
outstanding, profitability, or fade/gain.

External benchmarking helps you understand 
how other construction companies like yours 
have performed. For instance, how does your 
time to completion compare with those of similar 
businesses? Industry organizations, such as trade 
associations, can be a good source of informa-
tion, though they tend to have a regional focus. 
Another tool is to compare financial stats such as 
days outstanding or profit margins.

But, be wary of the source and content of any 
benchmarking studies you review. National bench-
marking, while informative, may not be useful for 
a locally or regionally focused contractor because 

construction practices vary widely across the coun-
try. Similarly, a contractor with national reach would 
likely find local or regional data to be less helpful or 
even misleading. 

Choose your metrics
The specific benchmarks you use should be those 
that have the most effect on your company. A 
plumbing contractor, for example, is unlikely to 
be as concerned with capital equipment costs as 
an excavator will be.

In deciding which benchmarks would be best for 
you, consult with your financial advisor. Some 
you’ll likely consider include a comparison of 
estimates to historical averages using a three- to 
five-year period. You should also determine how 
your gross profit in backlog compares to historical 
averages. Plus, you need to know how profit rec-
ognized to date compares to historical averages.

You’re also likely to look at labor costs (including 
overtime), overhead, materials and equipment 
costs, cycle time, and change orders and late 
work orders (those submitted after cutoff dates). 
In addition, surety information — how your 
bonding compares to that of your peers — is 
valuable. Your bonding company is likely to be 
the most important user of your financial state-
ment, and any benchmarks you establish in that 
area can only help your capacity, especially if you 
can demonstrate that you’re working to improve.
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A s the economy continues to improve, 
many construction companies are shifting 
from survival mode into growth mode. 

That’s good news, but it’s critical for contractors 
to take a cautious approach to growth.

According to Thomas C. Schleifer, a professor at 
Arizona State University’s Del E. Webb School 
of Construction, the failure rate for construction 
companies during an economic recovery is triple 
the failure rate during an economic downturn. 
Why? Because growth, while healthy, also puts a 
strain on your cash flow. 

7 wise ways
The key to surviving the recovery is to manage 
cash flow wisely. Here are seven ways to do so:

1. Stick to what (and whom) you know. Few 
things increase your risk more than uncertainty. 
As work becomes more plentiful, it may be 

tempting to take every project you can handle. 
But it’s best to stay within your comfort zone.  
By sticking with your areas of expertise — and 
working with customers with whom you have 

Surviving the economic recovery 
depends on your cash flow

Use the right measurements
Once you’ve established your benchmarks, 
assemble the data you need to measure them. 
Again, your financial advisor can be a good  
partner in the process.

Just make sure you’re working with complete 
information that’s relevant to what you’re mea-
suring. A single financial statement from five years 
ago won’t provide an accurate representation of 
what you were doing back then, and a marketing 
summary that confidently predicts you’re going 
to double your gross revenues next year isn’t a 
reliable guide to the future.

Last, when you’ve collected all the information,  
keep it together — benchmarking should 
become a regular part of your financial opera-
tions. If you report financial information every 
quarter, benchmark every quarter, too.

Spread the word
Benchmarking results shouldn’t be hidden in a 
drawer. It’s critical to share the results with every 
employee. Why? Even if you generally like to 
hold your financial data close to the vest, sharing 
certain results can be a great motivator for your 
crews. It’s one thing to know your equipment 
maintenance costs are on the rise; it’s another to 
have managers who are determined to ferret out 
why and be aggressive in turning them around. 

For the same reasons, share benchmarking 
results widely. All your employees will likely have 
an interest in the findings — particularly those 
whose departments were measured. Spreading 
the word can build enthusiasm that will carry you 
through any needed changes and keep existing 
excellence in place. n



a successful track record — you’ll have a good 
idea of what to expect and will be better able to 
predict your working capital needs and manage 
your cash flow.

If you do step out of your comfort zone, consider 
asking for a deposit or accelerated payment 
terms to help cover the risks associated with 
unanticipated demands on your resources.

2. Know your customers. Evaluate the financial 
strength and creditworthiness of potential cus-
tomers, as well as their reputations for paying 
on a timely basis. If you have doubts about your 
ability to collect, think twice before committing 
your time and resources to their projects.

3. Coordinate with vendors and suppliers. Try 
to spread out payables by arranging staggered 
payment dates. Don’t make payments earlier 
than required unless you’re entitled to a discount 
for doing so.

4. Establish policies and procedures. Make 
sure your project management team submits 
paperwork and issues invoices on a timely basis. 
Develop a policy to create strong working rela-
tionships with your customers’ accounts payable 
personnel. Follow up with them to be sure pay-
ments are on schedule rather than waiting until 
a payment is past due. Create clear procedures 
for identifying changes in the scope of work and 
promptly preparing and documenting change 
orders in accordance with contract terms.

5. Take your company’s pulse. Monitor work-
in-process reports, cash flow reports and other 
documents to spot cash flow issues while there’s 
still time to address them. Pay close attention 
to underbilling and overbilling. Underbilling 
may reflect inefficient billing and management 

practices that can cause cash-flow problems. 
Overbilling can enhance your cash flow, but it 
may also signal underlying problems, such as 
unrecorded construction costs or unapproved 
change orders.

Keep an eye on financial ratios and key perfor-
mance indicators to spot dangerous trends that 
may affect your cash flow. For example, the current 
ratio (current assets / current liabilities) measures 
your ability to satisfy short-term liabilities with cash 
and other relatively liquid assets. Another useful 
benchmark is working capital turnover (revenue 
/ working capital), which tells you the amount of 
revenue supported by each dollar of net working 
capital. A higher ratio may signal a need for addi-
tional working capital to support future growth.

6. Have a system. It’s critical to implement a 
cash management system. Prepare budgets and 
cash-flow forecasts and make necessary adjust-
ments during the course of a job. Create a plan 
for dealing with periods of tight cash flow.

7. Review your contracts. Whenever possible, 
negotiate contract terms that promote healthy 
cash flow. For example, ask for a lower retainage 
percentage or for retainage to be phased out 
over the course of a job. And negotiate a front-
loaded billing schedule so that payments are  
better aligned with your planned expenditures.

A proactive approach
These are just a few of the many strategies avail-
able for maintaining healthy cash flow. By taking a 
proactive approach to cash-flow management, you 
can improve your construction company’s chances 
of staying in business — and even growing your 
business — during the recovery. n
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ContraCtor’S toolbox

Contractors often assume that their commer-
cial general liability (CGL) insurance policies 
will cover them in the event of a construc-

tion defect claim. But that’s not necessarily the case. 
Coverage may be denied if construction defects 
either: 1) aren’t considered accidental “occurrences” 
under applicable state law, or 2) fall within one or 
more policy exclusions.

Accidental defects
In many states, unintentional construction 
defects are considered accidental. Any result-
ing property damage, therefore, may constitute 
a covered occurrence under a contractor’s CGL 
policy. But courts in some states deny coverage, 
reasoning that defective construction constitutes 
a normal business risk typically not assumed by 
a CGL insurer. To allow coverage, these courts 
say, would inappropriately cause a CGL policy to 
function as a surety or performance bond.

Even if you’re operating in a state in which con-
struction defects fall within the scope of CGL 
insurance, your policy may contain one or more 
exclusions that preclude coverage. For example, 
many policies include an “expected or intended 
injury” exclusion that denies coverage for prop-
erty damage that’s “expected or intended from 
the standpoint of the insured.” Some courts have 
interpreted this language to apply to any “foresee-
able” property damage or bodily injury, including 
damage resulting from defective construction.

The “your work” exclusion
This exclusion typically reads something like: 
“This insurance does not apply to property dam-
age to work performed by or on behalf of the 
Named Insured arising out of the work or any 

portion thereof, or out of materials, parts or 
equipment furnished in connection therewith.”

Typically, the “your work” exclusion contains an 
exception for property damage arising out of 
work performed by subcontractors, so general 
contractors remain protected against construc-
tion defect claims. But, in some policies, this 
exception is omitted.

Assumptions about bonding
To ensure that you’re protected, review your 
policy’s language and familiarize yourself with 
the laws of the jurisdictions in which you do busi-
ness. And don’t assume that you’re covered by 
surety or performance bonds. These bonds may 
or may not cover construction defects and, even 
if they do, you may be required to indemnify the 
surety if you remain solvent.

In addition, if 
latent defects 
cause prop-
erty damage 
after a project 
is substantially 
complete, the 
surety may no longer be liable or your claim may 
be barred by applicable statutes of limitation or 
contractual limitations periods.

Insurance gaps
If there are gaps in your insurance protection, 
consider purchasing supplemental coverage — 
such as builder’s risk or professional liability  
coverage. And if you’re uncertain about the 
extent of your CGL coverage, be sure to consult 
your attorney and insurance broker. n

Your insurer may not cover  
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GBQ understands that the construction industry requires 
expertise and knowledge specific to its unique characteristics. 
Developers, contractors, architects, engineers and builders 
need a business advisor that understands the daily ins and 
outs of the industry.

GBQ has a long history of providing outstanding client service to 
contractors. Our client list includes general contractors, specialty 
trade contractors, heavy highway contractors, homebuilders and 
residential contractors. We have a team primarily dedicated to 
serving the construction industry, and therefore, we understand 
challenges and issues of all facets of construction. 

Think of our certifications as required permits. 
GBQ is a member of Construction Industry CPAs/Consultants 
Association (CICPAC). This national organization, headquartered 
in Chicago, Illinois, is comprised of CPA firms that have  
significant practices in the construction industry. Many of the 
firms who are members of this group also provide valuable 
input into the various bodies of The American Institute of 
Certified Public Accountants who set accounting policy for the 
construction industry. Only one firm may represent CICPAC 
in each member city and GBQ is the sole representative for 
CICPAC in Franklin and several surrounding counties.

We’ve built a solid practice to help you build, well, anything.

Our construction services:
●  Tax Planning and Compliance
●  State and Local Tax
●  Financial Statement Preparation
●  Systems and Procedures Analysis
●  Bonding and Financing Analysis
●  Transaction Advisory Services
●  Consulting Services

●  Assistance with quantification of damage and delay claims
●  Construction litigation and support services
●  Calculation of labor burden rates
●  Calculation of overhead recovery
●  Budgeting and cash flow analysis
●  Job costing analysis
●  Succession planning
●  Business valuations
●  Project manager financial training
●   Benchmarking and analytical review 


