ACCOUNTING STANDARD 7 – CONSTRUCTION CONTRACTS

From the beginning of the civilization construction industry has been an indicator of development of the economy. Since construction plays a vital role in contributing to the GDP (12.1% in 2005-06) of the nation, it is important to ascertain the financial positions of the enterprises of this industry. But as it is an ongoing continuous activity, it is not possible to immediately ascertain at one point of time, the financial position (profit or loss) of the contract – complexity increases in cases of multiple contracts with different start/end dates. The date on which the contract is entered into and the day of completion of contract fall in different accounting periods. Thus the allocation of contract revenue and contract costs to the accounting periods in which construction work is performed tends to be subjective to the projects and the stage of construction. This affects the financial reporting and also affects the decision taken by the share holders and management.
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To overcome this hurdle the Institute of Chartered Accountants of India has issued Accounting Standard 7 prescribing the accounting treatment of the construction contracts, and also lays down the criteria for recognition of the revenues and costs relating to the contracts.

The standard was initially issued in December 1983, and had the title ‘Accounting for construction contracts’. The standard was revised on April 1st 2003. 

Definitions:

Construction Contract: - is a contract specifically negotiated for the construction of an asset or a combination of assets that are closely interrelated or interdependent in terms of their design, technology and function or their ultimate purpose or use”.

Hence, a construction contract is an agreement entered into for rendering of services which are directly related to the construction of an asset, destruction or restoration of an asset, and the restoration of the environment following the destruction of an asset. 

Types of contracts:

AS 7 has categorized the contracts into two types namely,

· Fixed price contract 

· Cost plus contract


Fixed price contract: - A fixed price contract is a construction contract in which the contractor agrees to a fixed contract price, or a fixed rate per unit of output, which in some cases is subject to cost escalation clauses. 
Escalation clause- This clause is incorporated to modify the contract price in the event of change in various circumstances, such as change in exchange rate in case of foreign contract, economical changes like inflation etc.       
Example: Suppose a manufacturer of widgets enters into a long-term sales contract with a customer. The buyer and the seller agree to include an escalation clause which will adjust the selling price once a year to account for changes in labour and materials costs.

Cost plus contract: - A cost plus contract is a construction contract in which the contractor is reimbursed for allowable or otherwise defined costs, plus percentage of these costs or a fixed fee.

Therefore, a contract based on the total cost incurred in making it plus a stated percentage or a fixed fee is called a cost-plus-fixed-fee contract. These contracts are common when there is no historical basis for estimating costs and the contractor would run a risk of loss. For example, defence contracts involving sophisticated technology.

Contract Revenue: Contract revenue must comprise of the following, 

· The initial amount of revenue agreed in the contract i.e., either a fixed or a cost plus contract price,

· Variations in the contract work such as change in specifications or design of the asset, etc, 
· Claims such as the reimbursements for costs not included in the contract price, 

· Incentive payments for early completion of the contract or if the performance exceeds the targets agreed upon,

Contract Cost: Contract cost should comprise of the following 

· The cost that relates directly to the specific contract which includes Labour costs, cost of material, depreciation of plant & machinery used on the contract, transportation costs of equipment, cost of technical assistance, etc. 

· Costs that are attributable to contract activity in general and can be allocated to the contract such as insurance, construction overheads etc,  and

· Such other costs which can be specifically chargeable to the customers as per the agreement may include general administration costs & development costs.

Recognition of contract revenue and contract costs 
When it is possible to reliably estimate the outcome of the contract, the contract cost and contract revenue should be recognized as expense and income respectively by the help of the percentage completion method.  
Percentage Completion Method

Percentage completion method is a method of reporting income from long-term contracts based on the percentage of a contract completed and this provides useful information on the extent of the contract activity and performance during an accounting period. It is possible to recognize revenue annually in proportion of progress of work to match with corresponding construction cost incurred in that year with the help of this method.  
Example: 

ABC Ltd Commenced a construction contract on 01.04.2007. The fixed contract price is Rs.6,00,000. Cost incurred till date is Rs.3,90,000. The estimated cost to complete the project is Rs.2,60,000. 
Find the total estimated cost, Percentage of completion and the Profit or loss to be recognized for the year
Accounting Treatment:
Total cost= Costs incurred till date +Estimate of cost till

                    Completion

                = 3, 90,000+2, 60,000 = Rs.6,50,000

Percentage of completion = Costs incurred till date         
           Total costs
                                            = 3, 90,000 *100 = 60%




                                              6, 50,000
Revenue to be recognized till date =Estimated total revenue 
                                                      x Percentage of completion
                                                          = 6,00,000*60%
                                                          = Rs.3,60,000



  

Current period revenue = Total revenue to be recognized 
                                             till date (less) Revenue 
                                             recognized in prior periods
                                         = 3,60,000-0= Rs.3,60,000              
 
Gross profit =Current Period Revenue less current costs = 
                     = 3, 60,000 – 3,90,000 = Rs. (30,000)
.

Total foreseeable loss = Total cost–Total contract price 
                                      = (6, 50,000-6,00,000)                                                             

                                      = Rs. (50,000)
(Less): Loss for current year = Rs. (30,000)
Provision to be made to the extent of = (50,000) – (30000)
                                                            = Rs. (20,000)
Profit and Loss A/c
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Journal Entries:
· Cost of construction: 

Debit:   Construction in process (CIP)       

       Credit:  Materials, cash, payables, etc   
· Progress billings:

       Debit:   Accounts receivable     
        Credit:  Billings on CIP         
· Collections:

Debit:   Cash

       Credit   Accounts receivable
· To recognize revenue and gross profit: 

Debit:   Construction in process (gross profit) 

       Debit:  Construction expenses 

 Credit: Revenue

· To record completion of project:

Debit:  Billings on CIP

             Credit: Construction in Process

The percentage completion method is applied on a cumulative basis in each accounting period to the current estimates of contract revenue and contract costs.

The standard also provides that whenever total cost is expected to exceed the total contract revenue the loss should be recognized as an expense immediately based on the conservatism principle. 
Co-relation with  other Accounting Standards
The effect of a change in the estimate of the outcome of a contract is accounted as a change in the accounting estimate in accordance with AS 5 (Net profit or Loss for the period, prior period items and changes in Accounting Policies). The changed estimates are used in determination of amount of expense and revenue recognized in that period in which the change is made.
The percentage completion method suffers from a serious drawback i.e. anticipation of profits. As the method recognizes revenue pending the final outcome of the contract, it is possible that an enterprise may distribute dividends based on reported profit of the year while the result of the contract is a loss. Thus this method should be used with caution and should not be used unless it is possible to make a reasonable estimate of the final outcome of the contract.
As per the AS 7 (Construction Contracts) - when the outcome of a construction contract can be estimated reliably, the Revenue from construction contracts should be recognized based on percentage completion method allocating cost and revenue each year, but Under the Income-tax Act, 1961 one may follow mercantile accounting (accrual basis) or cash accounting. If the assessee follows cash system of accounting for tax purposes then there is a potential conflict of a timing difference (AS-22). The tax costs could be higher in the initial years if advances are offered to tax. The tax costs could be lower in the initial years if no advances are received. Book profits will be different from tax profits if different methods adopted.
Disclosure

The following items are to be disclosed by an enterprise under AS 7 

· The amount of contract revenue recognized in the period.

· Methods used to determine the contract revenue recognized in the period.

· Methods used to determine the stage of completion of contracts in progress.

· Aggregate amount of costs incurred less amount charged to Profit and Loss A/c up to the reporting date.

· The amount of advances received.

· The amount of retentions.

· The gross amount due from the customers for contract work as an asset.

· The gross amount due to the customers for contract work as a liability.

