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W
hile your construction business may be worth
a lot to you, others in the industry may see it 
differently. And, unlike public companies

whose value is determined by the market, most private
business owners never calculate their company’s value
until forced to do so. That calculation is well worth 
performing, however, for a number of reasons.

Business owners often decide to value their firms 
because of a planned purchase, sale or dissolution.
But they also may need valuations for estate planning
and tax purposes, to provide information for a divorce
settlement, or to raise capital.

The first step
Valuing a business is a tricky process, and, in almost 
all cases, you should hire a valuation professional to
help you determine a fair price. The advisor’s financial
expertise and knowledge of the construction industry 
are critical to establishing an accurate picture of your
company’s worth.

An expert will work with you to assess all the factors
that can affect your company’s value, including profit
margins, historical and projected growth rates, supplier
and client relationships, and future earnings potential.
A valuation expert will also review liabilities — lawsuits
or construction claims — that could negatively affect
your business’s worth.

Valuation methods
In most situations, there are three ways to value a
business: market approach, income approach and 
asset approach. The valuator determines which
approach or combination of approaches is most
appropriate for your company.

With the market approach, the valuator looks at what
comparable businesses recently sold for. For reliable
results, the companies must share certain similarities,
including size, methods of operation, markets and cus-
tomers served, and accounting methods. If a business is
one of a kind or doesn’t have many competitors, there
may be few or no companies to which it can be com-
pared. In that case, the market approach won’t work.

The income approach is generally used when valuing
small, closely held businesses, typical of most construc-
tion companies. The valuator, working with the owner
to project probable future sales, earnings and cash
flow, estimates the company’s value based on its ability
to generate income.

With the asset approach, a valuation expert determines 
the value of a company’s assets or equity interest. This
method, which is based directly on the value of business
assets less liabilities, is appropriate when the company’s
profits are small compared to its assets. These assets
might include new equipment or a proprietary computer
tracking system.

Costly mistake
When trying to determine a value, some business owners
try to save money by relying on industry “rule-of-thumb”
estimates, without consulting financial analysts. Most
financial analysts advise against do-it-yourself projections,
however, because they are typically gross simplifications.

None of the rule-of-thumb estimates, for example, assess
such factors as the business’ specialized market niche,
management depth, customer relationships, industry
trends, reputation, location, competition, capital struc-
ture and other information exclusive to the business.

The bottom line
Whether your goal is to effect a merger
or acquisition, sale, or liquidation,
or simply to create a realistic estate
plan, your starting point should be to
get a firm handle on the value of your
business. The knowledge you gain 
during the valuation process, combined
with a valuator’s professional judgment
and experience, will help ensure you
don’t overvalue or undervalue your
company — knowledge that, in itself,
is priceless. l

Knowing your company’s value: Priceless
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IRS reviews look-back computation
The IRS is eyeing the need for regulatory changes to the “look-back interest” rules for long-term con-
struction contracts. The agency recently informed directors and managers in its Large and Mid-Size
Business Division that it has designated the rules as an “emerging issue that should be reviewed.”

Contractors typically use the percentage-of-completion method to account for income generated
from a long-term contract, which the IRS defines as any contract that is not completed in the
same tax year in which it was begun. Computing net income or loss under the percentage-of-
completion method relies on estimates during the contract period. Taxable income is calculated
using these estimates.

When the project is finished, the IRS requires contractors to pay or receive interest on differences 
in estimated vs. actual profits — in other words, to look back. The process is confusing and has
required the IRS to spend significant time settling disputes and misunderstandings.

Contractors have been known to compute the look-back incorrectly or fail to compute the look-
back interest when required, according to the IRS. Some common errors include:

• Improperly computing interest from the net operating loss carryback year rather than the net
operating loss generating year,

• Computing look-back interest at the entity level for partnerships or S corporations when a
computation is required at the owner level,

• Attaching Form 8697 to the tax return rather than filing it separately, and

• Not reporting cumulative changes to look-back taxable income and look-back tax liability on
Form 8697.

Despite industry calls for its repeal, the look-back computation survives — at least for now — but
changes could be on the horizon.

T
he American Jobs Creation Act of 2004 brings
some of the most significant tax law changes 
in years, and it’s good news for the construction

industry. While some of the changes will directly 
benefit contractors’ wallets, others will have a more
subtle influence.

Biggest benefit
Perhaps the biggest benefit to contractors is the new tax
deduction for manufacturers — which includes contrac-
tors in the definition. Because of the way Congress
designed the deduction, it will effectively reduce your
overall corporate tax rate.

When fully phased in by 2010, the deduction will be
equal to 9% of the lesser of your qualified production

activities income or taxable income for the year. The
new deduction starts at 3% for 2005 and 2006, and 
will rise to 6% for 2007 through 2009. One caveat: 
The deduction is limited to 50% of wages paid during
the tax year.

S corporation benefit
Congress also made S corporations more flexible by
increasing the permissible number of stakeholders 
from 75 to 100, treating all members of a family as 
one S corporation shareholder (instead of just husband
and wife as in the past), and allowing large families
to retain their holdings while expanding ownership 
opportunities outside the family.

Construction companies 
on firm footing with Jobs act
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A
fter years of double-digit health insurance 
premium increases, you, like most contractors,
are probably looking for ways to tame your

costs while still offering employees quality, affordable
health care.

Fortunately, you have a variety of ways to accomplish
your goal. Uncle Sam is now in the health care business,
offering Flexible Spending Accounts (FSAs), Health 

Savings accounts (HSAs), Health Reimbursement
Arrangements (HRAs) and Premium-Only Plans (POPs).

Flexible Spending Accounts
An FSA is a medical expense reimbursement tool that
allows you to withhold amounts from employees’ pay on
a pretax basis and credit those dollars to a Flexible
Spending Account. Employees then request nontaxable
reimbursement from the FSA to cover medical expenses

Contractors seek Rx 
for soaring health care costs

New opportunities
Two more provisions of the Jobs act are likely to have
positive results for contractors, as well. One reduces the
commercial leasehold improvement depreciation period
to 15 years from 39 years; the second implements the
same 15-year depreciation period but also allows struc-
tural improvements for restaurants.

The changes will create more opportunities for contrac-
tors to improve aging and unproductive workspaces,
whether for offices or restaurants.

Disadvantages
You may find at least one change in the law that is less
welcome. Rather than the $100,000 write-off previously
available for vehicles that weighed more than 6,000
pounds, there is now a $25,000 cap on deductions for
vehicles that weigh between 6,000 and 14,000 pounds —
a category that includes sport-utility vehicles, or SUVs,
and large pickup trucks.

The new law also limits the deduction for vehicles con-
tributed to a charity. If a charity sells a donated vehicle,
the donor may deduct only the amount of the actual
sales proceeds. If the charity keeps and uses the vehicle,
the donor may deduct only the amount the charity
acknowledges as its value.

Seek a professional
As with any tax legislation, the 2004 American Jobs
Creation Act contains a number of restrictions and
requirements that your tax professional understands and
can apply to your situation. Your advisor can help you
identify the opportunities and challenges the new law
represents for your business. l

The new law will create more
opportunities for contractors 

to improve aging and unproduc-
tive workspaces, whether 
for offices or restaurants.
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not paid by their health plans, such as copays,
deductibles and over-the-counter drugs.

Although employees will forfeit any unspent account
funds at the end of the year, they will pay less payroll
taxes and federal, state and, often, local income taxes
on salary redirected to the FSA.

You — as the employer — will save about 8% of every
dollar your employees redirect to the FSA. That’s
because you will not owe payroll taxes — Social Security
tax and federal unemployment tax — on employees’ con-
tributions. You decide how much your employees can
contribute to a medical FSA, though most employers
limit contributions to anywhere from $2,500 to $5,000.

Health Savings Accounts
An HSA pairs a high-deductible health plan with a 
tax-free savings account for medical expenses. The
plan’s annual deductible must be at least $1,000 
for individual coverage and at least $2,000 for 
family coverage.

Employees own and manage their own accounts,
applying tax-free payments to qualified medical
expenses. Contributions to savings accounts can 
come from you, your employees or both. Annual 
contribution limits to the accounts are capped at 
either the policy deductible or $2,650 for individuals
and $5,250 for families — whichever amount is less.

Any balance left in an HSA rolls over to the next year.
The accounts are held in trust for employees, so the 

dollars are available even after they terminate employ-
ment. If an employee dies, the HSA transfers to a benefi-
ciary designated by the employee.

Health Reimbursement Arrangements
HRAs are funded solely by employer contributions,
and permit companies to reimburse employees for a
wide range of medical expenses. Like HSAs, HRAs 
are tax free and work best with high-deductible 
insurance policies.

With an HRA, you have considerable leeway in how
you define the medical claims that will be reimbursed.
For instance, you may want to designate the HRA to
pay for dental expenses only. The HRA can specify that
only certain types and amounts of expenses will be eligi-
ble for payment. If employees don’t use all the money in
their individual HRA accounts, you may either get it
back or roll over unused funds to the next year.

Because the employer retains ownership of HRA
accounts, rollovers to a new employer’s HRA are at 
the discretion of the originating employer. Likewise,
originating employers decide whether to allow
employees to access any funds remaining in their
accounts at termination or retirement.

FSA HSA HRA POP

Employer size Small and large Small and large Small and large Small to midsize

Employer 
contributions

Optional Optional Required Optional

Employee 
contributions

Yes Yes No Employee share of
health insurance

Employer 
tax savings

About 8% of every
dollar of employee
contributions

About 8% of every
dollar of employee
contributions

Business expense
deduction for 
payments

About 8% of every
dollar of employee
contributions

Roll unused dollars
to next year

No Yes At employer’s 
discretion

N/A

Comparing benefits

Uncle Sam is now in the 
health care business.



Metal buildings receive stamp of approval
More and more contractors are putting their pedal to the metal — metal 
building systems, that is. Contractors are turning to these systems for the 
savings, efficiencies, flexibility — and sales — they deliver.

How it works
A metal building system is an integrated set of components and assem-
blies that form a building. It includes roof and wall sheeting, purlins,
girts, frames, columns and accessories. The parts are delivered to the job

site and form the shell of a complete structure. 

Cost savings begin on the drawing board. Frame, roof and wall components are made to exact
owner specifications using advanced computer methods. Metal buildings can be put up in weeks
vs. the months required for conventional building materials and methods. There is no welding or
fabrication on site, so there is no waste. And pricing is more accurate because of metal building
system standardization.

The fast track
Industry experts estimate that you may save up to 30% in construction costs on metal buildings —
depending on the project — in part because they are often delivered under the design-build
approach. Single-source control streamlines communication with the owner and simplifies the
entire contracting process.

A large portion of design and construction takes place almost immediately, reducing project time
and costs. Moreover, contractors are not under budget pressures and compelled to cut corners,
because costs are locked in from the outset.

Built to last
Sophisticated metal building systems can readily incorporate aesthetically appealing exteriors,
such as glass, wood, stucco, brick and stone, that result in versatile structures with dramatic
effects or that blend in with their surroundings. 

Design flexibility is one of the main benefits of metal buildings. They can be expanded or converted
for other uses. For example, removing an end or sidewall, erecting new framework and adding
matching wall and roof coverings allow changes readily. 

Metal buildings also have long-term value. They won’t rot, warp or be prone to insect infestation.
Plus, they are corrosion- and fire-resistant, durable and energy-efficient.

Viable alternative
Modern metal building systems are an attractive alternative for the cost-conscious building
owner. These custom-engineered structures offer levels of flexibility, durability and reliability 
that rival that of other construction methods.
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Premium-Only Plans
With POPs, employees pay their portion of 
insurance premiums on a pretax basis, which 
means the employee’s taxable income is lowered.
If your employees’ taxable income is lower, your 
payroll taxes will also be lower.

Offsetting costs
The goal behind these consumer-driven products is
this: Because employees will initially spend their own
money for health care expenses, they will be more 
prudent in their spending. As your employees become
financially responsible for more of the real cost of
health care services, you will save on premiums, taxes
and long-term health care costs. l
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F ew topics are as unpleasant for business owners 
as the prospect of a tax audit, yet audits are an
inevitable byproduct of taxes — which, of course,

are inevitable themselves.

Although no hard and fast rules exist when it comes 
to what the IRS looks for during an audit, a business
that has something to hide will certainly be more 
vulnerable than one that doesn’t. And, as with many
activities, the best defense for a tax audit is to develop
a good offense first.

Documenting honestly
Tax experts advise companies to carefully document
travel, entertainment, medical and other business-
related expenses. Expenses that are out of the ordinary,
unexplained or excessive in the mind of a tax examiner
can trigger further investigation.

IRS officials also warn con-
tractors to be honest in 
how they classify their
employees. It may be tempt-
ing to categorize salaried
workers as independent con-
tractors to avoid payroll
taxes, but the practice carries

significant risk. Not only could you end up paying
those back taxes anyway, but also interest and other
penalties to remedy potential violations of wage laws.

It’s also important to keep good records, with detailed
accounts of daily business transactions, receipts for
charitable donations, documentation for any investment
losses, and copies of invoices and purchase orders.

Meticulous recordkeeping simplifies tax preparation
and ensures that your returns will include all the
deductions to which you are entitled. Should it be
required, good documentation also helps explain 
your position to the IRS.

Getting audited 
Despite your best efforts, you may be subject to one 
of three types of audits, listed in order of gravity:

1. The IRS sends you a letter, usually seeking 
documentation to support certain deductions 
you’ve taken. This is the easiest audit you’ll face.

2. The office audit, where the IRS asks you to take
receipts and other documents to a local IRS office.

3. The field audit, which is conducted by the IRS at your
office or home.

The keys to surviving an audit are knowing what areas
the IRS will look at and being prepared to answer
potential questions. To get ready, collect and organize 
all relevant income and expense records. If any records
are missing, you should reconstruct the information as
accurately as possible, based on other documentation.

Having an accountant or other tax professional respond
to the auditor’s inquiries and provide the necessary 
information is usually the best approach. The weaker
your case, the more value a tax advisor can provide. In
addition, IRS agents are often more comfortable dealing
with professionals who understand tax law.

Appealing results
The odds are usually stacked against those who are
audited; it’s difficult, if not impossible, to walk away
without owing something. Those who want to dispute
the final tax bill can appeal audit results by writing the
IRS Appeals Division. Appeals rejected there can then
be pursued in Tax Court. You do not have to pay dis-
puted amounts while your case is pending.

While tax advisors can help you get through an audit
as painlessly as possible, the best defense is having
business practices that keep you above suspicion —
and maintaining the records to prove it. l

How to prepare for and survive a tax audit

Contractor’s
toolbox


