WIP for service providers – case study

1. The querist is a partnership firm carrying on business of excavating earth on contract. The services of the querist are required mainly by concerns engaged in road and building construction. The querist owns necessary equipments and machinery for carrying out excavation and employs labour for the purpose through labour contractors. The querist raises a bill on the client on completion of assigned work and in respect of contracts involving longer time duration, running bills as per terms of contract are also raised. For the purpose of raising a bill, it submits its work completion statement, which is verified by the client or its representatives and after verification report is received, a bill is raised.
2. Since inception, the querist is following cash system of accounting and the revenue is accounted only after payment is received and not when bills are raised. Similarly, expenses are also accounted for only on actual payment. Unrealised bills are not accounted to the revenue account. The querist does not account for work-in-progress at the end of each year, inasmuch as either such work is already billed by way of a running bill, and therefore, it represents outstanding debtors and not work-in-progress, and in respect of unbilled work, the proportion of the same to total work is very small in any year, as it ensures that a bill or at least a running bill is raised at the end of financial year in respect of all work in hand.
3. The method of accounting has been accepted in all its past income-tax assessments. However, in current assessment, which is pending, the Assessing Officer has raised a query as to why cost of work-in-progress should not be determined and credited to profit and loss account, as work-in-progress has to be accounted for. It is also contended that not accounting for the same violates principle of matching costs with revenue. For the purpose, the assessing officer has proposed to determine/estimate cost of both, the unbilled work, which is a very small amount, as well as cost of work represented by the unpaid bills raised in last fortnight of the financial year.
Query :
4. On the above facts, querist seeks opinion on whether its method of accounting is correct and whether proposed action of the assessing officer is justified ?
Opinion :
5. The query can be redrafted as follows :
(i) Whether following the accounting principle of matching costs with revenue, expenses actually paid by an assessee following cash system of accounting, can be disallowed on the ground that revenue has not been received and accounted for ?
(ii) Whether determination of work-in-progress in the case of the querist is correct ?
Concept of matching of cost with revenue :
6. The Assessing Officer proposes to add cost of WIP on the ground that the same has to be considered as required by the concept of matching of cost with revenue. The reasoning being that as revenue is not recognised, cost has to be carried forward even though paid. The concept of matching of cost with revenue is a principle of accounting. Undisputedly, accounting principles and practices have to be considered in determining taxable profits. However, applicability of accounting principles and practices is subject to specific provisions of the law. It has been laid down in Challapali Sugar, 98 ITR 167 (SC), Tuticorin, 227 ITR 172 (SC), Bokara Steel, 102 Taxman 94 (SC) that if accounting principles or practices are at variance with specific provisions of law, then primacy has to be given to provisions of law and not accounting principles.
7. The concept of matching of cost with revenue is thus subject to specific provisions of the Income-tax Act. As per the said principle, if cost has been incurred but revenue has not been realised and is expected to be realised in subsequent years, the cost is accumulated and carried forward to subsequent years and it is not debited to profit and loss account of the year in which it is incurred. However, the said accounting practice is at variance with specific provisions of the law. S. 37(1) provides for deduction of revenue expense incurred wholly and exclusively for the purpose of business. Once liability towards an expense has been incurred in accordance with the method of accounting followed by the assessee, as required by S. 43(1), then irrespective of the fact that any revenue has been earned, expense has to be allowed in the year in which it is incurred [see CIT v. Malayalam Plantations Ltd., 53 ITR 140 (SC)]. Thus, once liability is incurred, there is no postponement of the same and the expenses have to be allowed in computing taxable profits, though in books of accounts they have been carried forward to be debited in the year in which revenue is earned. Recently, the Mumbai High Court in Bhor Industries, 264 ITR 180 (Bom.) considered applicability of the said principle where the Department was contending that expense had to be spread over a number of years and allowed as per treatment in books of accounts. The Mumbai High Court rejected the contention of the Department and held that expense is allowable in the year in which it is incurred, irrespective of its treatment in books of account of debiting it over a number of years. As held in the said case, the concept of matching cannot be applied in income-tax proceedings for carry forward of costs, if the expense has been incurred, in accordance with the method of accounting followed.
8. In the present case, the assessing officer, by applying the principle of matching cost with revenue, has proposed to carry forward cost already incurred which is at variance with specific provisions of S. 37(1) and S. 43(1). The querist has incurred various costs as per the method of accounting followed by it and is, therefore, allowable as deduction and the same cannot be postponed to next year on the ground that revenue is not recognised.
Considering work-in-progress for determination of profits :
9. The basic purpose underlying the valuation of the closing stock is to balance the costs of the goods entered on the other side of the account at the time of their purchase or production, so that by cancelling out of the entries, relating to the same stock from both sides of the account, would leave only the transactions on which there have been actual sales in the course of the year showing profit or loss actually realised on the year’s trading. The basic principle underlying the valuation of stock is to get a correct picture of the profitability of the business and not for reduction or enhancement of profit. It is merely a process of carrying forward of costs for goods which are yet to be sold at the year end. Valuation of stock-in-trade is not a source of profit, as laid by the Supreme Court in Chainrup Sampatram v. CIT, (1953) 24 ITR 481, 487 (SC).
10. Undoubtedly, whichever method of bookkeeping is adopted for computing the true profits of the year, the stock-in-trade must be taken into account. The same logic is applied in determination and accounting for work-in-progress. However, the question that arises in the case of the querist is whether the process of determination and accounting for work-in-progress applies also to a concern which is merely rendering services without any inputs as to materials, etc. and there is no tangible product or item in hand.
 

Work-in-progress in cases of assessees
rendering services :
11. In cases where only services are rendered, there is no purchase or sale of goods or material, nor any production or manufacture of goods. In such a scenario, the source of receipt is service charges in the form of labour receipts, professional charges, etc. In the expenditure side, the main element of expenditure is again payments related to services rendered i.e., in the form of labour payments, professional charges, salary, etc.
12. There could be no element of any stock-in-trade or work-in-progress in case of mere rendering of services, for the reason that there is nothing tangible to value as on a particular date of valuation. There is nothing tangible in hand which can be sold to realise its value. Services are rendered and fees or charges for the same are receivable is the only tangible thing, but there is no stock, no material, nothing at all in hand which can be valued and credited in books of accounts at the year end. Unlike in a trading or manufacturing concern, where in the normal trade cycle before debtors on account of sale arise, concern would have stock-in-hand, whereas in case of a service concern, expense incurred is directly converted into debtors and there is no intermediary stage when tangible stock is in hand. As per the method of accounting regularly employed, if the assessee follows mercantile method of accounting, both the income and the expenditure is booked on accrual, whereas if the assessee follows cash system of accounting, only the actual payments and receipts are accounted for in the books of account. Thus, irrespective of the method of accounting employed, there is nothing tangible to value as on a particular date, since there is neither any goods or material in hand to which the assessee has a right, nor the services already rendered could be treated as stock-in-trade or WIP, since the work is already accomplished and no asset remains in hand. In such cases, the assessee has only right to recover dues for the services rendered. By the very peculiar nature of work done and services rendered, the querist can contend that there is no work-in-progress, which has to be determined and accounted for.
 
Opinion :
13. The querist is merely rendering service by engaging himself in the activity of excavating of soils/land belonging to others. Once the services are rendered, the work is over as far as the querist is concerned, and accordingly, raises bills for the work done. As the querist is following cash system of accounting since inception, the actual receipt constitutes income and not the receivables. Similarly, the actual payments made would be allowed as deduction in computing the total income. Both these income and expenses are based on actual receipts and actual payments, in contrast to the principle of mercantile system of accounting, whereby receivable and payable both are taken into consideration.
14. On the basis of above discussion, the querist has a good case to contend that having regard to the nature of services rendered, there cannot be any work-in-progress or stock-in-trade, which can be quantified and valued and credited to books of accounts.
15. Further, whatever expenses have been incurred, have been actually paid, and therefore, as per cash system of accounting followed, the same is allowable in the year and the concept of matching costs with revenue cannot be invoked as discussed above.
16. Further, what the assessing officer is designating as work-in-progress is not work-in-progress but accomplished work, except for a very small proportion. The said work had been completed before the year end and bill for the services had been raised before the end of the year. It is only because the payment was not received and the querist is following cash system of accounting that revenue was not recognised. They are debtors and cannot be credited to profit and loss account by terming it as work-in-progress.
