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VARIABLE CONSIDERATION: LIQUIDATED DAMAGES
Topic 606, Revenue from Contracts with
Customers, also known as the revenue
standard, has been a hot topic in the
construction world since implementation.
The standard established a five-step
process for companies to evaluate their
revenue with customers. While all steps
are important in this five-step process,
none are as important as step three
which is determining the transaction
price.
Step three of the revenue standard tends
to revolve around variable considerations
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and estimation of the monetary value
associated with these considerations.
The amount of consideration, otherwise
known as transaction price, that the
company may get after performing a
service can be either fixed or variable.
This variable method requires estimations
to be done before the end of the
contractual period. Multiple forms
can affect variable consideration, like
change orders, incentives or claims,
and liquidated damages. Liquidated
damages are often overlooked because
they are amounts needed to be paid

to customers as opposed to what is
received. The new revenue recognition
standard has determined that transaction
price includes both the amount to be
received from the customer along with
the amount to be paid to them, which
includes liquidated damages. Oversight
of this variable consideration has led to
revenue being overstated.
There are two standards allowed when
estimating variable consideration,
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the expected value method, and the
most likely amount method. The main
difference between the two being the
number of outcomes there may be,
the expected value method having
more possibilities and the most likely
amount method having a small number
of possibilities. Once the transaction
price is estimated, the company must
make sure the amount of revenue
to be received by the company is
probable. This is typically viewed
under U.S. GAAP as 75% or greater.
However, when considering variable
considerations or more so liquidated
damages, companies should be asking
themselves if there is a 25% or more
likely chance this will need to be paid.
If the answer is yes, then they need to
exclude that balance from revenues
as the likelihood of payment of this
balance is probable.
As an example of this, a company
is contracted to build a road, with
contractual consideration of $200
million. $190 million of that is fixed

consideration, while $10 million of
it is variable consideration to cover
liquidated damages on a “per day
late” basis. $10 million was the
amount determined that would be the
maximum amount the company would
pay for being late in completing the
job. The company uses the information
they have available like their history
with the owner, the type of project,
the geographical area, and their
past practices to avoid having to pay
liquidated damages. Based on history,
they conclude that they are 25% or
more likely (not 75%) to have to pay
$7 million in liquidated damages. The
transaction price at contract inception is
therefore set to $93 million.

applied correctly. Companies should
consider liquidating damages prior to
heading into annual financial statement
engagements with their CPA.

Correctly applying the variable
consideration model will result in a
decrease in time for cash outflows and
along with it, a decrease in the amount
of revenue recognized sooner than
expected. Companies should put more
care in making sure liquidated damages
or other cash outflows are being

financial statement

Please feel free to reach out to one of
our construction accounting specialists
on this important topic.

Companies should

consider liquidating
damages prior to

heading into annual
engagements with
their CPA.
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IMPLEMENTING PRE-QUALIFICATION METHODS
FOR SUBCONTRACTORS DURING COVID-19
As a surprise to no one, COVID-19 has
had a large impact on subcontractor
pre-qualifications. The pandemic
has led to low readings on both the
Construction Backlog Indicator, which
measures the amount of work that will
be performed by contractors in the
coming months, and the Construction
Confidence Index, which measures the
expectations for sales, profit margins,
and staffing. Low readings on these
have led to additional concerns for
rising costs as well as credit worthiness
of subcontractors. As the pandemic
lingers, the current readings have
risen some, but the outlook could
lead to a decreased or stagnated
backlog combined with low profit
margins and sales confidence, causing
some subcontractors to overextend
themselves.
Three main impacts for subcontractors
have been noted as a direct result of
the COVID-19 pandemic.
1. Financial health: With low
confidence indexes, increasing
material and labor costs and
pandemic uncertainties, the
financial health of many
Companies has fallen since the
onset of the pandemic.
2. Supply chain disruptions: As
price fluctuations on materials run
rampant and delays on delivery are
a common theme, estimating total
costs and hitting target completion
dates become more and more
difficult.
3. Labor force: In an already
difficult labor market, dealing with
COVID-19 restrictions, unexpected
quarantines, and finding qualified
people to work has become
increasing burdensome and costly.
In order to avoid awarding work
to subcontractors who are unable
to deliver, certain pre-qualification
criteria should be implemented. These
pre-qualifications follow the 3 Cs –
capacity, capital, and character, which
help give insight into the capabilities of
a subcontractor.

1. Capacity: How big and what
types of jobs can a subcontractor
handle? Analyzes manpower,
location, skills, and experience.
2. Capital: How stable is their
financial position? Examines their
financial statements, financial
history, and revenues.
3. Character: What is their
industry reputation? Evaluates
their professional history, safety
incidents, and reputation.

created bottom line income for
some companies where a loss
position would have occurred
otherwise.
2. Material prices and damages.
Not only are material prices
fluctuating at great rates, but
companies are also heavily
scrutinizing contracts with
suppliers, specifically the provisions
regarding damages, price
fluctuations, and material delays.

These pre-qualifications benefit the
subcontractors as well, as meeting
these qualifications can lead to more
work and financial incentives from
contractors.

The main goal of these prequalification considerations is to
mitigate as much risk to the owner/
general contractor as possible. This
can best be done by spending time
looking for risks and red flags upfront,
implementing the 3 Cs, and having an
active and ongoing pre-qualification
process. Although the pandemic has
brought much uncertainty, a contractor
needs to be able to adjust and adapt.
These processes will help identify those
companies that can and those that
cannot.

In addition to the 3 Cs, certain
pandemic specific considerations
should be noted when evaluating a
subcontractor.
1. PPP Loans: When considering a
subcontractor’s capital, the status
and impact of the company’s PPP
loan(s) should be reviewed. While
financials are being looked at
much more forgivingly due to the
pandemic, PPP loan forgiveness

Please take the time to review this
process and contact one of our
construction accounting specialists.
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CFMA 2021 CONSTRUCTION FINANCIAL BENCHMARKER

The 2021 CFMA survey used results
from 1,284 companies to create
financial benchmarks for construction
companies to compare and evaluate
financial performance to remain
competitive. The information requested
from companies consisted of financial
results for the year end 2020.
Of the companies surveyed, those in
Specialty Trade produced the highest
response rate, followed by Industrial
& Nonresidential, and Highway/Heavy
(Exhibit 1). Most companies that
responded were S corporations and
private companies (71%). Slightly less
than half acted in a subcontractor
compacity, followed by general/prime
contractors (those who self-perform
over 20%) and then companies
that self-perform less 20% of their
construction work (Exhibit 1).
EXHIBIT 1: SURVEYED COMPANIES
Respondent type 		
Percentage
Specialty trade 		
45%
Industrial & nonresidential 29%
Heavy/highway 		
22%
		
Role 		
Subcontractor 		
43%
General/prime (self-perform
over 20%)		
41%
General/prime (self-perform
less than 20%)		
15%
Most companies received the Paycheck
Protection Program (PPP) loans to assist
with the difficulties of the COVID-19
pandemic. PPP loans were included
in other income if forgiven or if the
company used the grant approach.
More than half of those who applied
had received at least partial forgiveness
by year end. The PPP loans likely
attributed to some monetary relief for
construction companies.

liquidate trade payables improved
(Exhibit 2). Additionally, the average net
income before tax margin was over 6%
for most companies. PPP loans forgiven
or recognized under the grant method
contributed to approximately 2% of
bottom-line profitability. Sales remained
mostly stagnant with the largest change
being a slight decline in the smallest
companies by total sales. There was
also a 6% decrease in backlog from the
prior year.

and gross profit per employee were
higher, as were gross profit margin and
net income after tax margin (13%).

Overall, both the return on assets (ROA)
and return on equity (ROE) showed
increases from prior year, with ROA
having its highest rate since 2010
(Exhibit 2). From the data collected the
number of days to collect accounts
receivable improved and days to

The Best-in-Class companies, the top
25% of contractors, outperformed the
typical company information noted
above. They had significantly higher
ROA and ROE (Exhibit 2), less debt,
and a more stable fixed asset ratio.
Additionally, their employee productivity

Best-in-Class 		
Return on assets (ROA)
Return on equity (ROE)

EXHIBIT 2: RATIOS
All companies 		
Return on assets (ROA)
Return on equity (ROE)
Number of days to collect
accounts receivable
Number of days to
liquidate trade payables

Continued on page 5...

2020
13%
36%
53 Days
30 Days

33%
66%
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Industrial and nonresidential
From the Industrial and nonresidential
companies information, 90% of them
were privately owned businesses with
7% being owned by an employee stock
ownership plan (ESOP). Those operating
under a general/prime contractor made
up 50% and those primarily operating
in a construction management capacity
made up 38%. Almost all revenue was
derived from commercial and industrial
building construction followed by
industrial building construction (Exhibit
3). Most of these companies are
headquartered in the Southwest with
the Midwest close behind (Exhibit 3).
Industrial and nonresidential companies
were the most successful at using assets
to generate more sales than assets.
Additionally, they maintained their
leverage ratio, which was higher than
the other categories.
Exhibit 3: Industrial & nonresidential
Results
Revenue 			Percentage
Commercial and industrial
building construction
85%
Industrial building
construction		 13%

Regions
Southwest		 27%
Midwest			22%
Specialty trade
Specialty trade were mostly
subcontractors (88%). ROA, ROE, and
net income before tax were slightly
higher than the overall average (Exhibit
4). These companies also maintained a
steady leverage ratio that was slightly
higher than heavy/highway companies
and were also slightly more successful at
using assets to produce sales over assets
than heavy/highway.
Exhibit 4: Specialty trade results
Ratios 			Percentages
Return on assets (ROA)
16%
Return on equity (ROE)
38%
Net income before tax
8%
Heavy/highway
Heavy/highway were mostly general/
prime subcontractors (77%) and
had almost half their revenue come
from highway, street, and bridge
construction and slightly over a quarter
from other heavy and civil engineering
constructions. Net income before taxes

was higher than prior year and the
overall average. ROA was higher than
prior year and matched the overall
average while ROE was lower than the
overall (Exhibit 5).
EXHIBIT 5: HEAVY/HIGHWAY
Ratios 		
Percentages
Return on
Assets (ROA)
13%
Return on
Equity (ROE)
26%
Net Income
Before Tax
8%
Conclusion
To compare a company’s financial
performance with the results, use the
Construction Financial Benchmarker
(www.financialbenchmarker.com)
provided by the CFMA or ask one of
our experienced professionals.
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NATIONAL CONSTRUCTION PRACTICE LEADER APPOINTED
TO MANAGING DIRECTOR

UHY Advisors, Inc. has announced the appointment of twelve new managing directors
including John Gallo.
Gallo is a managing director of UHY Advisors in the Great Lakes. He is a member of the
tax practice with over 20 years of tax planning and compliance experience. Gallo leads
the national construction practice, and for the first time this year, the firm was ranked
in the top 25 of the “Largest Construction Accounting Firms” by Construction Executive
Magazine. He specializes in Internal Revenue Code Section 460 guidance and various
construction revenue recognition methods and develops internal programs and training
for construction accounting and taxation matters.
John Gallo
Managing Director,
UHY Advisors

GREAT LAKES CONSTRUCTION CONFERENCE — SEE YOU THERE!
UHY will be sponsoring and participating in the first Great Lakes Construction Conference held by the
CFMA coming up in February 2022. John Gallo and Justin Gysel will be discussing current tax topics
that will impact the construction industry. The event will be held on February 20th and 21st, we look
forward to seeing you there!

CONSTRUCTION INDUSTRY INSIGHT
UHY LLP’s National Construction Practice is comprised of the country’s foremost experts in regards to audit and assurance,
tax planning and compliance, and business advisory services for the construction industry. We work with a wide range of
key industry segments including general contractors, underground contractors, underwater construction, tunnel, and bridge
and heavy highway contractors.
As active members of various national, state and local construction associations, state housing councils and specialty trade
groups, our team keeps alert to industry trends and opportunities. Our professionals are leaders in the industry and take
the steps necessary to ensure our client’s future success by identifying and addressing new accounting requirements and
regulations. You can depend on us to anticipate major industry issues that might impact your company and help you
structure workable solutions.

OUR LOCATIONS
We have ample locations across the country with a heavy regional presence in the Great Lakes, Mid-Atlantic, Midwest
and Northeast. Visit uhy-us.com to find an office near you.

Our firm provides the information in this newsletter as tax information and general business or economic information or analysis for educational purposes, and none of the information
contained herein is intended to serve as a solicitation of any service or product. This information does not constitute the provision of legal advice, tax advice, accounting services,
investment advice, or professional consulting of any kind. The information provided herein should not be used as a substitute for consultation with professional tax, accounting, legal,
or other competent advisors. Before making any decision or taking any action, you should consult a professional advisor who has been provided with all pertinent facts relevant to your
particular situation. Tax articles in this newsletter are not intended to be used, and cannot be used by any taxpayer, for the purpose of avoiding accuracy-related penalties that may be
imposed on the taxpayer. The information is provided “as is,” with no assurance or guarantee of completeness, accuracy, or timeliness of the information, and without warranty of any
kind, express or implied, including but not limited to warranties of performance, merchantability, and fitness for a particular purpose.
UHY LLP is a licensed independent CPA firm that performs attest services in an alternative practice structure with UHY Advisors, Inc. and its subsidiary entities. UHY Advisors, Inc. provides
tax and business consulting services through wholly owned subsidiary entities that operate under the name of “UHY Advisors.” UHY Advisors, Inc. and its subsidiary entities are not
licensed CPA firms. UHY LLP and UHY Advisors, Inc. are U.S. members of Urbach Hacker Young International Limited, a UK company, and form part of the international UHY network of
legally independent accounting and consulting firms. “UHY” is the brand name for the UHY international network. Any services described herein are provided by UHY LLP and/or UHY
Advisors (as the case may be) and not by UHY or any other member firm of UHY. Neither UHY nor any member of UHY has any liability for services provided by other members.
©2022 UHY LLP. All rights reserved. [0222]
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