


CONSTRUCTION CONTRACT’S (AS-7)
A. Types of Construction Contract: Construction contracts are of two types:

a. Fixed price contracts - In this case of contract, contractor agrees for fixed price of the contract or fixed rate/unit. However, in some cases the contract price is subject to escalation.

b. Cost-plus contract - In these contracts, contractor is reimbursed the cost fixed percentage of profit.

B. Calculating the profit or loss of a construction contract: Profit or loss on construction contract is Contract revenue - Contract Cost.
C. Contract revenue: Contract revenue includes/ excludes the following: 
    Add/Includes:
a. Revenue/price agreed as per Contract.

b. Revenue arising due to escalation clause.

c. When a fixed price contract involves a fixed price per unit of output, contract revenue increases as the number of units is increased.

d. Variations, Claims & Incentive payments.

Less/Excludes: 
a. Penalties arising from delays caused by the contractor in the completion of the contract.
b. Variations.
E. A variation is an instruction by the customer for a change in the work to be performed. It may lead to an increase/decrease in contract revenue. Variations are considered only when:

a. There is a certainty of collection (it is probable that the customer will accept) the variation &

b. There is a certainty of measurement.

F. A claim is an amount that the contractor seeks to collect from the customer as reimbursement for costs not included in the contract price. Examples are customer caused delays. Claims are considered only when:

a. There is a certainty of collection &

b. There is a certainty of measurement.

G. Incentive payments are additional amounts payable to the contractor if specified performance standards are met or exceeded. Ex. an incentive payment to the contractor for early completion of the contract. These are considered only when:

a. There is a certainty of collection &

b. There is a certainty of measurement.

H. Percentage of completion method (PCM): As per AS 7, the contract revenue will be recognised with reference to STAGE OF COMPLETION at the reporting date. This is called PCM.

I. Determination of stage of completion:  

a. Cost to Cost method: The percentage of completion would be estimated by comparing total cost incurred to date with total cost expected for the entire contract: 
           Percentage of Completion = 


          Cost to date                             


         Cost incurred + Estimated cost to complete
Current period revenue from Contract = Contract price X Percentage of completion –          Revenue previously recognised.

b. Technical survey method:
E.g.: A construction contract of a two floor building for Rs. 15 lakhs (with a 50% margin)

	Divisions of contract
	Technical Completion
	Cost to complete

	Foundation
	35%
	5

	1st Floor
	10%
	1

	2nd Floor
	15%
	1

	Tiling, painting, fitting etc.,
	40%
	3

	
	100%
	10


Foundation work was completed.

Under the cost to cost method, revenue of Rs.7.5 lakhs (15 Lakhs X 5/10 Lakhs) would be recognised & cost of Rs.5 lakhs would be recognised and profit of Rs. 2.5 lakhs would be recognised. Under the Technical survey method, revenue of Rs. 5.25 lakhs (35% of Rs. 15 lakhs) would be recognised, cost of Rs.3.5 lakhs (35% of Rs. 10 lacs) would be recognised and a profit of Rs. 1.75 lacs would be recognised. 

J. Conditions for recognising the contract revenue:
a. No significant uncertainty exists regarding the amount of consideration. 

b. No significant uncertainty exists regarding the collection of consideration. 

K. When outcome of contract cannot be estimated reliably: In those circumstances the revenue should be recognised only to the extent of contract costs incurred of which recovery is probable, thus no profit is recognised. 
L. Subsequent uncertainty in collection: When uncertainty of collection of revenue arises subsequently after the revenue recognition, it is better to make provision for the uncertainty in collection rather than adjustment in already recognised revenue.

M. Contract costs consist of the following: 

a. Specific costs: Labour cost, Cost of material used in construction, Depreciation of plant and equipments used on the contract, Cost of hiring plant, Cost of design and technical assistance & Claim from third parties. These costs should be reduced by incidental income, for example, sale of scrap material.

b. Cost attributable to contract: Insurance, Cost of design and technical assistance that is not directly related to a specific contract & Construction overheads. 

c. Pre contract cost: Contract costs include the costs incurred in securing the contract.

d. Cost excluded: General administration cost, Selling cost, Research and development.
N. Provision for expected losses: When it is certain that total contract cost will exceed total contract revenue, the expected losses should be immediately provided for. 
ILLUSTRATIONS

Q.1. Calculate the contract revenue from the following details:

	Particulars
	Years

	
	1st
	2nd
	3rd

	Initial contract revenue

Revenue increase due to escalation in 2nd year

Claim from contractee

Incentive payments

Penalties
	1000

---

---

---

---
	1000

200

---

---

50
	1000

---

100

150

---


Sol.: Calculation of contract revenue:

	Particulars
	Years

	
	1st
	2nd
	3rd

	Initial contract value

Increase in revenue due to escalation

Claims

Incentive

Penalties

Contract Revenue
	1000

---

---

---

---

1000
	1000

200

---

---

(50)

1150
	1000

200

100

150

(50)

1400


Q.2. Tagore Ltd. has undertaken bridge construction contract to be constructed in 3 years. Initial contract revenue Rs.900 crores. Initial contract cost Rs.800 crores.

	Particulars
	Years

	
	1st
	2nd
	3rd

	Estimated contract cost

Increase in contract revenue

Estimated additional increase cost

Contract cost incurred upto
	805

---

---

161
	---

20

15

584
	---

---

---

820


At the end of 2nd year cost incurred includes Rs.10 crores, for material stored at the sites to be used in 3rd year to complete the project.
Sol.: Amount of revenue, expenses and profit recognised in statement of P&L a/c in three years:

	Particulars
	Up to

reporting

Date
	Recognised in

earlier years
	Recognised in

C. Year

	Year I:

Revenue (900X20%)

Expenses

Profit

Year II:

Revenue (920X70%)
Expenses (584 - 10)

Profit

Year III:

Revenue (920X100%)
Expenses

Profit
	180

161

19

644

574

70

920

820

100
	---

---

---

180

161

19

644

574

70
	180

161

19

464

413

51

276

246

30


WN:

	Initial revenue agreed

Variation

Total contract value

Contract cost incurred upto the date of reporting
Total estimated contract cost

Stage of completion
	900

---

900

161
805
20%

(161/805 X 100)
	900

20

920

584[incl. 10 crores mat)

820

70%

(584-10/820 X 100]
	900

20

920

820
820
100%

(820/820 X 100)


Q.3. A firm of contractors obtained a contract for construction of bridges across river Krishna. The following details are available for the year ended 31.3.04.

	Total Contract Price 

Work Certified  

Work not Certified 

Estimated further Cost of Completion
	1,000

500

105

495


Sol.:
	Cost incurred up to the date 
	605

	Cost incurred further cost 
	495

	        Total cost of contract 
	1100


Degree of Completion = 55% (605/1100). Turnover = 1000 X 55% = 550. Loss in C.Year = 550 – 605 = 55.

Provision to be created in current year for future loss:
	Total cost 
	1100

	Less: Total revenue
	1000

	Total loss
	100

	Less: C.Y. loss
	55

	Future loss 
	45


Q.4. Chitram Movies undertook construction contract to construct sub-way for Rs.100 crores on 1.1.2004. It estimated construction cost initially at Rs.70 crores. Contract was estimated to be completed in three years. However, when starting the work it was found that there were rocks underground at construction site and cost shall increase by Rs.36 crores and the contract shall be completed in 3 years. The company wants to provide for expected loss of Rs.2 crores per year.

a. Is the treatment correct?

b. If work has not yet started but by technical survey it was known on 25.2.2004 that there was rock underneath at construction site. Company did not want to provide for any losses of Rs.6 crores for the year ended 31.3.2004, considering that when project work would start, the losses shall be provided for.

Sol.:
a. No, the stand of company is not correct. As per AS-7, when it is certain that total contract cost will exceed total contract revenue, the expected loss should be recognised as an expense immediately. Therefore expected loss of Rs.6crores, to be provided for the year ended 31.3.2004.

b. No, the argument of the company is not correct. Irrespective of whether or not work has commenced, the loss is to be provided for the year ended 3 1.03.2004.
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