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As a business owner, you may be considering a cap-
tive insurance program. On the plus side, you could 
generate profit through captive insurance, and there 
are tax benefits. On the minus side, if you are a con-
tractor, you are in the business of construction, not 
insurance. Basically, creating a captive means that you 
become your own insurance company. 

Over time you are stabilizing your company’s in-
surance budget, so carriers aren’t dictating terms. 
Instead, you are paying premiums to a company that 
you own. Sounds pretty good, but there are caveats. 
Three aspects that will help determine your readiness 
and need for a captive program: control, cost and risk. 

Let’s start with control. Essentially, a captive is a whol-
ly owned subsidiary of your company, or of a group 
of companies. You set the deductible, the premium 
and scope of coverage. You have to create an entity, 
and like any other insurance company, it is subject to 
the same regulations as a commercial insurer. For tax 
reasons, many captives are located offshore in Ber-
muda or the Cayman Islands where they function as 
tax shelters.

The next challenge with a captive is cost. To set up 
your own, it will probably run about $50,000 to per-
form a feasibility study and determine what you want 
insured. An annual audit and actuarial work could 
run $20,000 to $30,000 per year. However, you can 
mitigate your cost by using a licensed manager who 
administers captives for many businesses. One such 
company is Capterra Risk Solutions, founded by 
Sandra Fenters. Her company develops and manages 
captives.

“If you are a large publicly traded company, you 
may decide to manage your captive in house,” says 
Fenters. “But the majority of enterprises with captive 
insurance outsource it. They want to do what they do 
best every day.” Captives, she says, are a marathon, 
not a sprint. 

Fenters says that those who reap the most benefit are 
clients with a solid balance sheet, good claims han-
dling and procedures firmly in place. Their motivation 
is to create a profit center, or to use their captive as a 
negotiation tool with the commercial market.

Captive Insurance Programs: 
Should You DIY to CYA?
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Then there is the consideration of risk. You may be 
able to insure a high-risk item with a captive that a 
conventional insurer would not readily cover, or cover 
at all. It may be more economical to increase your 
deductible with a standard insurance policy, but use a 
captive to insure the deductible. Similarly, your cap-
tive might cover amounts that go beyond the caps 
of conventional insurance policies. Other items that 
are attractive to cover through captive insurance are 
environmental claims, legal defense costs or even 
common items like auto insurance and workers’ com-
pensation.

A captive can be financially beneficial for a smaller 
company. The operating company can deduct premi-
um payments. However, the insurance company gets 
to take a deduction on reserves set aside for future 
claims. If annual premiums are under $1.2 million the 

company doesn’t pay federal income tax on premium 
income, which translates to a profit center generated 
by the subsidiary insurance business. The dividend tax 
rate is only 15 or 20 percent, which is quite a bit lower 
than the 35 percent tax rate you would normally pay. 

It’s not all gravy. The IRS is more aware than ever of 
captives and scrutinizes items that you cover through 
your captive. Additionally, if you are only going to be 
able to justify putting $50,000 to $100,000 in annual 
premiums into the captive, it’s probably not cost ben-
eficial. The break comes at around $500,000 in annual 
premiums, at which point the cost of setting up and 
running a captive becomes worthwhile.

If the idea of a captive insurance program seems like a 
good fit for your operation, contact your ParenteBeard 
representative for further insight.
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I’m Not Paying for That: 
Claims Management
You can’t predict all of the unexpected occurrences on 
a job, and there is always a tension between the owner 
and the contractor when it comes to determining who 
should pay for additional labor and materials. The con-
tractor wants to be compensated fairly while the owner 
wants to minimize unexpected costs.

Any change in a job is generally resolved through the 
contract documents. The contract language will dictate 
the change order terms. The two parties can negotiate 
a price. Every contract is different, but all agreements 
should have a mechanism by which changes will be 
billed. It might be time and materials, or it might be 
pursuant to agreed upon unit prices. There are many 
variations on price changes in construction agreements.

However, contract language may not resolve the differ-
ence in cost, so the contractor then moves on to the 
next step and submits a formal claim for extra compen-
sation. The claim is often a middle ground, in an effort 
to avoid a lengthy and expensive legal battle. 

Claims take many forms. They can be for everything 
from labor, to associated benefits of that labor, materi-
als, equipment, overhead and even extra time. Claims 
can originate from either side and fall into two major 
categories: direct and consequential. Contractors and 
owners alike may seek to recoup losses for scope 
changes, delays, acceleration, disruption, corrective 
work, fraud or a total suspension of work. 

As a contractor, you may be so concerned about mak-
ing money that you overlook the time spent on extra 
work. Every day you are on the job that you shouldn’t 
be costs money. And that often leads to additional 
claims, which can range from the sublime to the ridicu-
lous. Imagine a claim for $55,000 to change the color of 
paint from green and yellow to red and white.

The biggest mistake contractors make is that they don’t 
account for their work separately and apart from their 
contract work. Say there is a change in circumstance 
leading to additional work – that is a cost event. But 
you, as a contractor, do not take the time to document 
that cost event in a new account. 

To avoid complications, open up a separate job cost 
account where you can specifically track the circum-
stance and the related financial information.

In a tough marketplace, you want a good chance of 
collecting and recovering your incurred costs. Your 
best practice is to take a step back at the job outset. 
Prepare for the claims long before they occur. Open up 
cost accounting codes for all of the work – both known 
and anticipated.  Thus time and materials associated 
with the change can be tracked immediately. 

It is difficult and sometimes not possible to go back 
after the fact and claim you have more costs when 
they are not detailed in your job cost records. Keeping 
good records as you go is your best course of action. 
The priority is to keep the job moving. The owner may 
not agree on the price of the additional work. But if you 
have it all on paper, you will have a far easier time legiti-
mizing your claim.
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When bidding on any publicly funded construction 
contract, you are more likely than not going to need 
a surety bond. Some private entities may have similar 
requirements. The ability to obtain bonding is a key for 
most contractors to survive. Bonding helps the con-
tract owner ensure that a project will be completed for 
the agreed upon amount. The ability to bid more work 
creates additional revenues and, if managed correctly, 
additional profits for the contractor. 

In order to obtain a bond, a contractor must go 
through the underwriting process. Not only does the 
bonding company look at your financial statements 
and job schedules, but it will also request more infor-
mation supporting the amounts on the financial state-
ments. It will also assess the financial situation and 
integrity of company owners. 

Typically, an underwriter will take your current financial 
statements and adjust for certain items they will not 
consider to grant bonding credit. 

Typical adjustments are:

 > Profit reduction on open contracts

 > Reduction of certain under billings

 > Prepaid expenses disallowed in working capital

 > Reduction of related party receivables

 > Reduction of inventories

 > Recognition of a tax liability to pass through  
owners

Using these adjusted financial statements, the surety 
uses multipliers to determine your bonding capacity. 
The amount of bonding granted could be significantly 
different from what you estimated. You should work 
with your ParenteBeard accountant to understand 
potential bonding adjustments in your financial state-
ments. Have your accountant prepare a balance sheet 
showing the adjusted amounts for the potential items 
listed above. 

So You Need a Bond.  
Now What?
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In addition to financial statements, the surety will look 
at other matters not specific to the numbers. They 
assess your availability of capital. You need to show 
your sources of available credit to pay bills in a cash 
crunch. The surety will look to see if you are in a job 
borrow situation. They will check the financial condi-
tion of the owners and may request guarantees.

The surety will determine if there is enough capac-
ity for the contractor to take on the work. Stressed 
resources can create unnecessary cost. More work is 
not always pleasing to the surety. In addition a surety 
will review the type of work being done. There is noth-
ing riskier than having a school builder try to erect 
another Hoover Dam. They like when you do what you 
are good at. 

Then there is character. The key people in your organi-
zation will be up for review. They will be vetted through 
resumes and references. 

Obtaining a bond may seem like a daunting task. 
Being prepared for the surety will provide them with 
additional comfort while underwriting. Open communi-
cation and transparency are important. Proper prepa-
ration for your surety underwriting experience will help 
you navigate this process. Your ParenteBeard accoun-
tant can help you prepare and maximize the amount of 
bonding available. 
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1. Estimating and Bidding

 > Before you even start an estimate, qualify the 
project owners’ ability to pay. Ask the owner about 
financing sources.

 > Take a systematic approach to bidding contracts. 
The process should ensure that all costs have 
been considered, including labor, material and 
equipment costs at current prices and overhead. 
Estimate by type of work or different phases for 
each job. 

 > Be consistent. Use the same methodologies for 
allocating indirect costs as those used in your 
financial statements. 

 > Have subcontractor policies in place to govern 
how many bids should be obtained, and if the low-
est bid is not taken, document why and consider 
requiring certain approvals.

 > Depending on the size or complexity of the con-
tract estimate, get a second opinion from another 
estimator.

 > Consider the impact of backlog on resources and 
adjust markup accordingly.

2. Contract Documentation and Approval

 > Put policies in place regarding who’s responsible 
for reviewing contract documents. 

 > Recognize any language that’s not in your fa-
vor. Consult an attorney who specializes in the 
construction industry to craft language that is as 
advantageous as possible. 

 > During the documentation and approval phase, set 
up a centralized file for the job that contains docu-
ments, minutes and correspondence.

3. Job Costing

 > Treat each contract as a separate profit center. 
Use accounting software that captures job costs 
by contract. A good accounting system will pro-
vide timely costs by contract.

 > Reconcile job costs per the contract schedule to 
the general ledger in total.  This ensures there are 
no unallocated costs that could result in inaccu-
rate measurement of contract performance. 

4. Revenue Recognition

 > Total contract price starts with the signed contract, 
but includes change orders (COs). Procedures 
should be in place for COs to be identified in the 
field and communicated to accounting. 

 > To receive a proper percentage of completion 
calculation, update the cost to complete estimate. 
Schedule quarterly or monthly meetings between 
the accounting department and project manag-
ers to discuss the status of contracts, including 
change orders, job performance and profitability. 
Accounting will adjust for all those factors when 
working on the Work in Progress schedule.

5. Change Orders and Claims

 > In the field, it’s important to have the job supervi-
sor identify work that falls outside the scope of the 
contract and communicate to accounting.

 > Any work not within the original scope of the 
contract should be given unique cost codes to 
properly track. 

 > Get change orders approved by the owner as 
quickly as possible. The more you capture in 
change orders, the better off you’ll be.

 > Keep all documentation. It’s very important should 
a change order turn into a claim. 

6. Monitoring Results

 > Procedures should be in place to review com-
pleted contracts and determine what went well or 
wrong.  Issues could relate to estimating, project 
management or some combination.

 > Post mortems can be tracked by type of work, 
project manager or estimator to identify trends.  
Share best practices with the team to improve 
everyone’s results.

The Six Key Internal Controls 
Contractors Should Consider
Key internal controls generate accurate financial information for your construction business and safeguard your 
company’s assets. These guidelines help prevent fraud and minimize mistakes in the accounting system.
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Industry Experience
Our proven expertise in the construction and real estate industry enables us to minimize your worries so that you 
can profitably manage your day-to-day operations. We offer services that stay on the cutting edge of construction 
industry issues. Our combination of technical excellence and exceptional client service will set the foundation for 
your future growth and success.

Here’s how we can help you:

 > Audit, accounting and tax services

 > Providing assistance in preparing and presenting 
financing application packages

 > Reviewing construction and real estate contracts  
and other documents for tax and financial  
statement considerations

 > Recommending lease or buy decisions for your 
equipment acquisitions

 > Evaluating the purchase, receiving and materials 
management process

 > Reviewing job costing and estimating procedures 
and recommending and implementing  
improvements

We serve a variety of clients including:

 > Architectural firms

 > Electrical contractors

 > Excavating and paving contractors

 > Commercial and home builders

 > General contractors

 > Heavy highway builders

 > Hospitality industry

 > Masonry contractors

 > Mechanical contractors

 > Plumbing contractors

 > Real estate developers

 > Roofing contractors

Our memberships in key industry organizations include:

 > Associated Builders and Contractors

 > American Subcontractors Association

 > Construction Association of Western Pennsylvania

 > Construction Financial Management Association

 > Master Builders Association of Western  
Pennsylvania

ParenteBeard is ranked among the top 25 accounting firms in the U.S. With over 1,000 professionals, the firm  
is a leader in providing CPA and business advisory services to construction contractors, real estate companies,  
small businesses, middle market companies, nonprofits and SEC registrants. As an independent member of  
Baker Tilly International, ParenteBeard is proud to provide the highest level of service to clients nationally  
and internationally.

About Us

For more information on our Construction & Real Estate Practice, contact 
Partner Michael C. Malinoski, CPA 

Construction & Real Estate Practice Leader 
Michael.Malinoski@ParenteBeard.com
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