construction company accounting guide

Construction accounting is a specialized field with unique challenges and demands. Navigating its
complexities requires a robust understanding of specific accounting principles and practices. This
construction company accounting guide is designed to equip you with the knowledge to manage your
finances effectively, from initial project budgeting to final financial reporting. We'll delve into essential
topics like job costing, revenue recognition, managing retainage, understanding construction overhead,
and the importance of accurate financial statements. Whether you're a seasoned contractor looking to
refine your financial processes or a new business owner seeking foundational knowledge, this
comprehensive guide will provide actionable insights to enhance your construction company's
profitability and financial stability.
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Understanding the Fundamentals of Construction Accounting

Construction accounting is not a one-size-fits-all approach. It's a distinct branch of accounting tailored
to the unique nature of construction projects, which are often long-term, complex, and involve
significant upfront investment. Unlike general business accounting, construction accounting must
contend with factors like fluctuating costs, multiple ongoing projects, varying payment schedules, and
the recognition of revenue over extended periods. Mastering these fundamentals is the bedrock upon
which a financially healthy construction business is built. Without a solid grasp of these core principles,
companies risk inaccurate financial reporting, missed profit opportunities, and potential cash flow

crises.

The Unique Nature of Construction Projects

Construction projects are inherently different from the sale of manufactured goods. Each project is a
unique undertaking, often starting from raw land and culminating in a finished structure. This means
that costs are incurred over time, and revenue is earned as work progresses. The tangible nature of
the output, combined with the extended timelines, necessitates specialized accounting methods to
accurately track expenses and recognize income. Furthermore, the involvement of multiple
stakeholders, including clients, subcontractors, suppliers, and regulatory bodies, adds layers of

complexity that demand meticulous record-keeping and financial management.

Why Specialized Construction Accounting is Crucial



General accounting principles often fall short when applied to the construction industry. Specialized
construction accounting ensures that financial reporting accurately reflects the economic reality of each
project. This includes methodologies for tracking direct costs, allocating indirect costs, managing
change orders, and dealing with retention withheld by clients. Accurate accounting is not just about
compliance; it's about informed decision-making. It allows construction companies to understand
project profitability, manage cash flow effectively, bid on future projects with confidence, and secure
financing when needed. Mismanagement of these aspects can lead to significant financial

repercussions.

Key Financial Concepts for Construction Companies

Beyond the basic debits and credits, construction companies need to be intimately familiar with a set
of financial concepts that are particularly relevant to their industry. These concepts are the building
blocks for understanding project profitability, managing cash flow, and ensuring the long-term viability

of the business. Neglecting these key areas can lead to serious financial missteps.

Job Costing: Tracking Project-Specific Expenses

Job costing is arguably the most critical aspect of construction accounting. It involves meticulously
tracking all costs associated with a specific project, often referred to as a "job." This includes direct
costs like labor, materials, and equipment, as well as allocated portions of indirect costs. Accurate job
costing allows companies to determine the true profitability of each project, identify cost overruns early,
and provide data for more accurate future bidding. Without robust job costing, a construction company

is essentially flying blind, unaware of which projects are truly making money.



Understanding Direct vs. Indirect Costs

In construction, distinguishing between direct and indirect costs is fundamental to proper job costing
and profitability analysis. Direct costs are those directly attributable to a specific project. These include
the wages of the crew working on that project, the cost of materials delivered to the site, and the rental
fees for equipment used exclusively on that job. Indirect costs, on the other hand, are expenses that
benefit multiple projects or the company as a whole, such as office rent, administrative salaries,
insurance premiums, and utilities for the main office. Properly allocating these indirect costs to

individual jobs is essential for a true picture of project profitability.

The Importance of Cash Flow Management

Cash flow is the lifeblood of any business, but for construction companies, it's even more critical due
to long project cycles and payment delays. Effective cash flow management involves forecasting
incoming revenue against outgoing expenses, ensuring that the company has enough liquid assets to
cover its obligations at all times. This includes managing accounts receivable, understanding payment
terms with clients and suppliers, and having strategies for dealing with potential cash shortfalls, such
as lines of credit. A construction company can be profitable on paper but still fail if it doesn't manage

its cash effectively.

Essential Accounting Practices for Construction Projects

Implementing specific accounting practices tailored to the construction environment is paramount for
financial accuracy and project success. These practices go beyond general bookkeeping and address

the unique challenges presented by the industry.



Accurate Bidding and Estimating

The financial journey of a construction project begins long before ground is broken, with the bidding
and estimating process. Accurate bidding requires a thorough understanding of material costs, labor
rates, subcontractor bids, equipment needs, and overhead expenses. Over- or underestimating can
have severe consequences: underestimating leads to unprofitable projects, while overestimating can
result in losing bids. A robust accounting system provides the historical data necessary for precise

estimating, forming the basis for project profitability.

Managing Change Orders

Change orders are modifications to the original scope of work on a construction project. They are
common in the industry and can significantly impact project costs and timelines. Proper accounting for
change orders is vital. This involves documenting each change, obtaining client approval, and
accurately updating project budgets and cost tracking. Failing to account for change orders properly

can lead to disputes, lost revenue, and inaccurate project profitability calculations.

Subcontractor Management and Payments

Most construction projects involve subcontractors performing specialized tasks. Managing
subcontractor payments requires careful attention to contract terms, invoice verification, and payment
schedules. It's also crucial to track any retainage withheld from subcontractor payments, as this
impacts the cash outflow. Ensuring that subcontractor costs are accurately allocated to the correct
projects and that payments are made in a timely manner is essential for maintaining good relationships

and avoiding legal issues.



Managing Construction Project Costs

Controlling and accurately tracking project costs is a core function of construction accounting. This
involves implementing systems and processes that provide real-time visibility into where money is

being spent and how it aligns with the budget.

Labor Cost Tracking

Labor is typically one of the largest cost components in construction. Accurate labor cost tracking
involves meticulously recording hours worked by each employee on specific jobs, along with their
corresponding wages and benefits. This data is essential for understanding labor productivity,
identifying cost overruns, and ensuring that labor costs are correctly allocated to each project. Utilizing

time-tracking software or apps can greatly improve the accuracy and efficiency of this process.

Material Cost Control

Managing material costs requires diligent tracking from purchase to project delivery. This includes
negotiating favorable pricing with suppliers, tracking inventory, and ensuring that materials ordered are
actually used on the intended project. Proper documentation of material purchases, including invoices
and delivery receipts, is critical for accurate cost allocation and to prevent losses due to theft or waste.

Understanding material usage per job also informs future estimates.

Equipment Costs and Utilization

The costs associated with construction equipment, whether owned or rented, can be substantial.

Effective management involves tracking ownership costs (depreciation, maintenance, insurance) and



rental costs, and then allocating these to specific projects based on usage. Understanding equipment
utilization rates is also important; idle equipment represents a sunk cost. By tracking which equipment
is used on which job and for how long, companies can better understand the true cost of using that

equipment and make informed decisions about purchasing versus renting.

Revenue Recognition in Construction

Recognizing revenue in construction is a complex area governed by accounting standards, primarily
the Percentage-of-Completion method. This method ensures that revenue is recognized as the project
progresses, reflecting the economic reality of the work performed rather than simply when payment is

received.

The Percentage-of-Completion Method

The Percentage-of-Completion (POC) method is the most common revenue recognition method for
long-term construction contracts. Under POC, revenue is recognized based on the proportion of the
work completed during a reporting period. This proportion is typically determined by comparing the
costs incurred to date with the estimated total costs for the project. For example, if a project is
estimated to cost $1 million and $200,000 has been spent, and the total estimated cost is $1 million,
then 20% of the total contract revenue is recognized for that period. This method provides a more

accurate reflection of a company's financial performance over time.

Completed-Contract Method Considerations

While less common, the Completed-Contract method is an alternative where revenue is recognized

only when the contract is fully completed. This method is generally permitted only when the contractor



has the ability to be reimbursed for all allowable costs incurred plus an appropriate amount for profit,
or when there are no significant uncertainties regarding the recoverability of costs or the completion of
the contract. This method can lead to lumpy revenue recognition, with large amounts recognized at

project completion rather than spread out over the project's life.

Impact of Contract Modifications on Revenue

Contract modifications, including change orders, can have a significant impact on revenue recognition.
When a change order is approved and becomes part of the contract, it affects the total contract price
and potentially the total estimated costs. These changes must be incorporated into the revenue
recognition calculations using the Percentage-of-Completion method, ensuring that the recognized

revenue accurately reflects the revised contract terms and the progress of the work.

Handling Retainage in Construction Accounting

Retainage is a common practice in construction contracts where a portion of the payment due to a
contractor or subcontractor is withheld until the project is completed and accepted by the owner. This
practice is designed to ensure satisfactory completion of the work. However, it creates unique

accounting challenges, particularly regarding cash flow and revenue recognition.

What is Construction Retainage?

Retainage is a percentage, typically between 5% and 10%, of each progress payment that the owner
withholds from the prime contractor. The prime contractor, in turn, often withholds retainage from its
subcontractors. The total amount of retainage is usually paid out upon substantial completion of the

project and satisfaction of all contract terms. It acts as a safeguard for the owner against incomplete



work, defects, or non-payment to subcontractors and suppliers.

Accounting for Retainage Receivables

For a general contractor, retainage withheld by the client represents a receivable — money that is owed
to them but not yet paid. This receivable should be tracked separately and recognized as an asset on
the balance sheet. It's important to maintain a clear record of the total contract value, the amount
billed, the amount received, and the retainage outstanding for each project. This aids in cash flow

forecasting and ensures that all earned revenue is accounted for.

Retainage Payable to Subcontractors

When a contractor receives retainage from a client, they often withhold a similar percentage from their
subcontractors. This "retainage payable" is a liability for the contractor until it is paid to the
subcontractor, usually after the project is completed and the contractor receives their own retainage.
Proper accounting involves tracking these liabilities and ensuring that subcontractors are paid the

correct amounts in a timely manner, according to the contract terms.

Understanding and Allocating Construction Overhead

Construction overhead refers to the costs that are not directly tied to a specific project but are
necessary for the overall operation of the construction business. Accurately calculating and allocating
overhead is crucial for determining true project profitability and ensuring that all operational costs are

covered.



Types of Construction Overhead

Overhead costs in construction can be broadly categorized into two main types:

» Direct Overhead (or Project Overhead): These are costs incurred specifically for a project but not
directly labor or materials, such as site supervision, temporary facilities on site, permits, and

bonds.
¢ Indirect Overhead (or General & Administrative Overhead): These are costs that support the

entire business operations, such as office rent, administrative staff salaries, marketing, utilities

for the main office, accounting and legal fees, and insurance for the company as a whole.

Methods for Allocating Overhead

There are several methods for allocating indirect overhead costs to specific jobs. Common methods

include:

» Percentage of Direct Labor Cost: Overhead is applied as a percentage of the direct labor costs

for each project.

» Percentage of Total Project Cost: Overhead is allocated as a percentage of the total direct costs

(labor, materials, equipment) for each project.

¢ Machine Hour Rate: For companies with significant equipment usage, overhead can be allocated

based on the hours equipment is used on a project.

¢ Labor Hour Rate: Overhead is allocated based on the number of direct labor hours spent on a

project.



The chosen method should be consistently applied and should reasonably reflect how overhead costs

are incurred in relation to the project activities.

The Impact of Overhead on Bidding

Overhead costs must be factored into bids for new projects. If overhead is not adequately accounted
for, the company's bids will be too low, leading to losses. Conversely, overestimating overhead can
make bids uncompetitive. A clear understanding of overhead costs, derived from accurate accounting,
allows for more competitive and profitable bidding strategies. It ensures that the company is not just

covering direct project costs but also contributing to the overall sustainability of the business.

Essential Financial Statements for Construction Businesses

Just like any business, construction companies rely on key financial statements to understand their
financial health, track performance, and make informed decisions. However, the specific information
presented in these statements for a construction company often reflects the industry's unique

characteristics.

The Income Statement (Profit and Loss Statement)

The income statement shows a company's revenues, expenses, and profits over a specific period. For
a construction company, this statement will highlight contract revenues, cost of goods sold (which
includes direct costs like labor, materials, and subcontractors for projects), and operating expenses.
The gross profit on contracts and the net profit for the period are key metrics that indicate the
company's profitability. Understanding the gross profit margin for individual projects as presented on

the income statement is crucial for assessing pricing and cost control effectiveness.



The Balance Sheet

The balance sheet provides a snapshot of a company's assets, liabilities, and equity at a specific point
in time. For a construction company, the balance sheet will typically feature unique accounts such as
"Work in Progress" (representing the costs incurred and revenue recognized on uncompleted
contracts), "Retainage Receivable" (money owed by clients that is being withheld), and potentially
"Retainage Payable" (money owed to subcontractors that is being withheld). These accounts are vital

for understanding the company's financial position and liquidity.

The Cash Flow Statement

The cash flow statement is critical for construction businesses because it tracks the movement of cash
into and out of the company over a period. It's divided into three sections: operating activities,
investing activities, and financing activities. For construction, the operating activities section is
particularly important, as it reflects cash generated from or used by core construction operations,
including collections from customers for work completed and payments to suppliers and
subcontractors. A strong positive cash flow from operations is essential for sustained business

operations.

Choosing the Right Accounting Software for Your Construction

Company

The right accounting software can be a game-changer for a construction company, streamlining
processes, improving accuracy, and providing valuable insights. With numerous options available,

selecting the best fit requires careful consideration of specific business needs.



Key Features to Look For

When evaluating accounting software for a construction business, prioritize features that directly

address industry-specific requirements. These include:

¢ Job Costing Capabilities: The ability to track costs and revenue by project is non-negotiable.

» Progress Billing and Invoicing: Support for various billing methods like progress billing, time and

materials, and fixed-price contracts.

* Accounts Payable and Receivable Management: Efficiently managing payments to suppliers and

tracking payments from clients.

e Payroll Integration: Seamless integration with payroll processing, including union dues and

certified payroll requirements if applicable.

¢ Reporting and Analytics: Robust reporting features for job profitability, cost analysis, and financial

summaries.

¢ Multi-currency and Multi-company Support: If the business operates in multiple locations or has

different entities.

e Integration with Other Tools: Compatibility with project management, CRM, or estimating

software.

On-Premise vs. Cloud-Based Solutions

Construction companies have a choice between on-premise software, which is installed and run on



local computers, and cloud-based solutions, which are accessed via the internet. Cloud-based software
often offers greater flexibility, accessibility from anywhere, automatic updates, and typically a
subscription-based pricing model. On-premise solutions may offer more control over data but often

require more upfront investment and ongoing IT maintenance.

Popular Construction Accounting Software Options

Several software solutions are specifically designed for the construction industry. Some of the leading
options include: QuickBooks Desktop Enterprise with Contractor Edition, Sage 300 CRE, Viewpoint
Vista, and Procore. Each offers a range of features and scalability to suit businesses of different sizes
and complexities. Researching these options and taking advantage of free trials can help identify the

best match.

Best Practices for Construction Company Financial

Management

Effective financial management in a construction company goes beyond just accurate bookkeeping. It
involves a proactive approach to planning, monitoring, and controlling financial resources to ensure

long-term success and profitability.

Regularly Review Financial Statements

Make it a habit to regularly review your company's financial statements — income statement, balance
sheet, and cash flow statement. This allows you to track performance against budget, identify trends,
and spot potential issues early. Understanding your key financial ratios, such as gross profit margin,

current ratio, and debt-to-equity ratio, can provide valuable insights into the company's health.



Maintain Strong Internal Controls

Implement robust internal controls to safeguard assets, prevent fraud, and ensure the accuracy of
financial records. This includes segregation of duties (e.g., the person who approves invoices is not
the same person who issues payments), authorization procedures for expenses, and regular bank

reconciliations. Strong controls are the first line of defense against financial errors and improprieties.

Stay Current with Tax Regulations

The construction industry has specific tax regulations and requirements. Staying up-to-date with these
is essential for compliance and for taking advantage of any available tax benefits. This can include
understanding deductions for equipment, materials, and labor, as well as rules around payroll taxes,
sales taxes, and income taxes. Consulting with a tax professional experienced in construction

accounting is highly recommended.

Frequently Asked Questions

What are the key accounting principles specific to construction
companies?

Key principles include the percentage-of-completion method (or completed-contract method, though
less common now) for revenue recognition, capitalizing costs like materials, labor, and overhead, and

managing retainage.

How does the percentage-of-completion method work in construction



accounting?

This method recognizes revenue and expenses as work progresses. It's typically calculated by dividing
the costs incurred to date by the estimated total costs of the contract. This ratio is then applied to the

total contract price to determine revenue recognized.

What are the main cost categories a construction company needs to

track?

Major categories include direct costs (materials, labor, subcontractors), indirect costs (equipment
rental, site supervision, project management), and general & administrative expenses (office staff,

marketing, insurance).

How should a construction company account for change orders?

Change orders, which modify the original contract, should be documented thoroughly. If they increase
the contract price and are approved, the additional revenue and associated costs should be

incorporated into the percentage-of-completion calculation.

What is 'retainage’ in construction accounting and how is it handled?

Retainage is a portion of the payment withheld by the client until project completion and acceptance.

It's recorded as an asset (Accounts Receivable - Retainage) until it's paid to the contractor.

What are the best practices for managing project profitability in
construction accounting?

Best practices include accurate cost estimating, rigorous job costing, regular variance analysis
between budgeted and actual costs, proactive change order management, and diligent billing and cash

flow forecasting.



How does cash flow management differ for construction companies
compared to other industries?

Construction often involves large upfront costs, long project cycles, and payment terms that can lag
behind actual work completion. This necessitates careful cash flow forecasting, managing receivables

(including retainage), and potentially securing lines of credit.

What software solutions are recommended for construction
accounting?

Popular choices include specialized construction accounting software like Sage 300 CRE, Viewpoint,
FOUNDATION, and Procore, which offer features for job costing, project management, and billing

tailored to the industry's unique needs.

What are the implications of GAAP or IFRS for construction company
accounting?

Generally Accepted Accounting Principles (GAAP) and International Financial Reporting Standards
(IFRS) provide the framework for accounting practices. For construction, they dictate revenue
recognition methods, cost capitalization, and financial statement presentation, ensuring consistency

and comparability.

Additional Resources

Here are 9 book titles related to construction company accounting guides, with descriptions:

1. The Contractor's Ledger: Mastering Financial Management for Construction Businesses
This comprehensive guide delves into the unique accounting challenges faced by construction firms. It
covers essential topics like job costing, revenue recognition for long-term projects, and managing

retainage. The book aims to equip contractors with the knowledge to improve profitability, ensure



compliance, and make informed financial decisions.

2. Blueprint for Profit: A Construction Accounting Handbook

Designed for both seasoned professionals and newcomers to construction finance, this handbook
offers practical strategies for financial success. It breaks down complex accounting principles into
digestible sections, focusing on cash flow management, budgeting, and bid analysis. Readers will learn

how to leverage accounting data to optimize project outcomes and the overall health of their business.

3. Building Your Bottom Line: Accounting Strategies for the Modern Builder

This title explores the evolving landscape of construction accounting, incorporating modern software
solutions and best practices. It addresses issues such as change order management, risk assessment,
and the impact of technology on financial reporting. The book provides actionable advice for

maximizing efficiency and profitability in today's competitive construction environment.

4. Foundations of Financial Success: Construction Accounting Essentials

This book serves as a fundamental resource for understanding the core accounting principles vital to
construction companies. It meticulously explains concepts like overhead allocation, accounts
payable/receivable for construction, and preparing financial statements. The goal is to provide a solid

grounding in financial literacy for all levels within a construction organization.

5. Cost Control & Cash Flow: The Constructor's Financial Compass

Focusing on two critical aspects of construction finance, this guide offers detailed insights into
managing project costs effectively and ensuring healthy cash flow. It provides methods for tracking
expenses, forecasting financial needs, and mitigating the risks associated with project overruns. This

resource is invaluable for maintaining financial stability and operational efficiency.

6. Navigating Project Finance: An Accounting Guide for Contractors

This specialized guide addresses the intricacies of financing construction projects from an accounting
perspective. It covers topics like understanding financing agreements, accounting for work-in-progress,
and managing the financial implications of project delays or disputes. The book empowers contractors

to navigate the complex world of project funding with confidence.



7. Estimating, Bidding, and Beyond: The Financial Edge for Construction

This book bridges the gap between initial project estimation and ongoing financial management. It
emphasizes how accurate accounting practices inform more precise bidding and ultimately contribute
to greater profitability. Readers will learn to use financial data to refine their estimating processes and

secure more lucrative contracts.

8. The Surety's Scorecard: Accounting for Bondability and Financial Health

This title specifically targets the accounting requirements and financial metrics that are crucial for
construction companies seeking surety bonds. It explains how to present financial information to
bonding companies, manage debt, and build a strong financial reputation. The book is essential for

contractors aiming to expand their capacity through surety bonding.

9. Compliance & Control: Safeguarding Your Construction Company's Finances

This guide focuses on the critical elements of accounting that ensure compliance with regulations and

internal controls for construction businesses. It covers tax considerations specific to the industry, fraud
prevention strategies, and the importance of robust internal financial processes. The book provides the

framework for protecting a company's assets and maintaining its integrity.
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