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R4%

D=2l HDIE 2 =M A=

L P=s3AZIER FAAZIES AA

Al vl A 71Ee Agste A SAAYYYLS(SEC: Securities and
Exchange Commission)7} 74| 3L 9131, SAA 9L 3]= 34| 7IE AARS 1973155
A3 A 71524 21 919 3 (FASB : Financial Accounting Standards Board)oll 9 13}aL
At AFIHA7IEANYE(FASBE 19734 7€ 95 o]F AR A 7| R 1A
(SFAS: Statement of Financial Accounting Standards)E 2¥%3a}aL 9o, 53] A7)
WX X (SFAC : Statement of Financial Accounting Concepts) 5= %3t Q)

195958 1973714 1] =r3-?1 3] A|AFS| (AICPA @ American Institute of Certified
Public Accountants)?] 3|71 2919 3](APB : Accounting Principles Boards)ol| A &%
31213z, APB Opinions¥ APB StatementsZ %3} T}

1938 5H 195917121 = AICPAS] 3] A A %}-9] ¥ 8](CAP: Committee on Accounting
Procedure)oll 4] 517]¢] ARP(Accounting Research Bulletin)E 3 gt

A4 3| Aol B v A7) 19551 9] Accounting Research Bulletins No.

45(ARB No. 45) (Long-Term Construction-Type Contracts)®} v]=3-213] A|A}3]
(AICPA)®] Statements of Position 81-1(SOP 81-1) (Accounting for Performance of
Construction—-Type Contracts)7} 91t}.14)
Accounting Research Bulletins No. 45 (ARB No. 45) (Long—-Term Construction-Type
Contracts)s= o H-&-9] 14 W =, 118 7|3 $H37]Fel dhaljA] Astal 9L,
SOP 81-1 (Accounting for Performance of Construction-Type Contracts)s= %3 Aok
I A AA Aok} fFARSE A L] Aok dRboll el S)A A7l whgol thieiA] A S
Tkl Utk

3A 71 AGS At TA7ITF = A8 A 7S 21938 (International  Accounting
Standards Boards)e|il, =A|3]A|7]&9143|(IASB)«= WIZMHAZA =4 34| 7Es
Aske] wrxstal Aok A3 A 7] (IAS : International Accounting Standards)<

14) SOP 81-1< 1981 79 159 AICPA7} FASBolAl A& oAM= w=t3] A7 %S A S}
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A1Z(NO. 1) AFA|E 2] FA(Presentation of Financial Statements)ol| A #4135 (No.
41) FA(Agriculture)7HA] AAE A=Y A115No.11)7F A FARA 2K Construction
Contract)ell ¥+ 347|554 o]t}

ol A4 FAokel w3t 87 7o) el HSE A7) A E A7
2 Avuaz @ 53, 489 A A Ads Bin ADE A4 e
FANA U] F4 2 A £0o] T B4 AGS of @A FAD gl 1%— %4
Moz Aslz FHETAAET TANAE dRe B 29 3 A=

2. TS 3A7IES FANAIESY F8 WE
(1) & e

A 3] Al7|5= A|112(IAS No. 11: International Accounting Standards No. 11)o|A+=
Ag HA7F Aloks 7o ® A i, Aokt gk AL /ity FASAVIE
(IAS No. 119X fixed-price contracts®} cost-plus contractsell sl & 7]=0] 48
Hoha AR AFE] 9l

v = 38] Al 7152 (ARP No. 459} SOP 81-1)o 4+ =2 A A ek tisl A=
U & P Aokl A&Hrh. ARP No. 4504 “o] 7|52 Aol
o J‘?" SAFekE 1A ¢ 74]‘*01] el A-8doy e Akl slov $H,

Mo gAgol| A Alokel whel 5 o] Ay A Aok A8

ko

TA AT e 7)ETS ARt 9o Aleke] Firol whet W 7] 4
%, cost-plus contractsi= &AF AleFe] A3 =4 7}
A F AL, FARAZEE Was] Sl g A}l 54 0] The

[e) = - Q—E
3k g0 WPF 7)FS 2835131, fixed—price contractss o] L.710| F7}1ake] Aok
of thet s=ojo] FelH o 54 Zhestal, sAHE fdshodl ol SIS B4

o ol
N

]
AHEE FelHon SANST 49 AANFS A4S shu ot
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F A0 Fololt BAY, B4 AHES NHAA S 2T AF T
A7h= WA Z1be) Mg ANt SOl WA MSAE YA 85 7F5

(3) ESAoIF ATt F3

A3 A 71 SAPE g He] wep $AF ol SAM Vb= HESoF kil B8
3t ¢ A ook slthar Akl 9tHThe enterprise reviews and, when necessary,
revise the estimates of contract revenue and contracts costs as the the contract
progress).

e v AT RS F AR LATEE AT AS Estelor & ARRRS
w3 ol AAlsAl g skaL vk

AA, AA Aol did AAE o] &sto] 7|4 o= HA| v|-&3} FA¥]E-& Haed
Z(a. Systematic and consistent procedures that are correlated with the cost
accounting system should be used to provide a basis for periodically comparing actual
and estimated costs).

=, TS 8T A BE A7 7 849 7HEE AAE A,
In estimating total contract costs, the quantities and prices of all significant elements
of cost should be identified).

AR, FaA A7 F8E A AA 72 SAREE APk ol AR R A7
QAa7b B EgEofof shal, B A7 9 84l tiE dldE s nlesrkE wls)
ofok K. The estimating procedures should provide that estimated cost to complete
includes the same elements of cost that are included in actual accumulated costs; also,
those elements should reflect expected price increases).

A, e 3 HE Q1S REEA] argstejof shar, o] A 3o B e A
A2 A5 E AAE F(d. The effects of future wage and price escalations should be
taken into account in cost estimates, especially when the contract performance will be
carried out over a significant period of time. Escalation provisions should not be
blanket overall provisions but should cover labor, materials, and indirect costs based

A4 v=B A7 e SARA7E - 33



on percentages or amounts that take into consideration experience and other pertinent
data).

A, SAE o8 A7hE FU1AOR A ERoF shal 2 ARE vhgate] Tl
A w]o]of 3t} (e. Estimates of cost to complete should be reviewed periodically and
revised as appropriate to reflect new information).

H U

rz
)
19

(4) MYE

TASA7EE APEL
g7kl gk tixbo = 8
Aloket 2l o) AAl eHdnlE = ALtste As E3gthal grAskar QITHIAS No. 11
- 30).
18 Wk B 2 Aag AEen 44d 4 gl
W fAkE 5E 2 ol dialAs RaE A el Ay 1A A gEolof
o

Shal AlFA ol FA o7 FA|EooF FTHSOP 81-1 w1t 45, o} i #x).

Some methods used in practice measure progress toward completion in terms of
costs, some in terms of units of work, and some in terms of values added (the
contract value of total work performed to date). All three of these measures of
progress are acceptable in appropriate circumstances. The division concluded that
other methods that achieve the objective of measuring extent of progress toward
completion in terms of costs, units, or value added are also acceptable in appropriate
circumstances. However, the method or methods selected should be applied
consistently to all contracts having similar characteristics. The method or methods of
measuring extent of progress toward completion should be disclosed in the notes to
the financial statements. Examples of circumstances not appropriate to some methods

are given within the discussion of input and output measures.
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e FAAIRS A e T AKfixed-price or lump-sum
contrcts), A|ZF-A=  Al°Ktime-and-material contracts), 97} Al Kcost-type
ccontracts) ¥ ©9|7}4 Al°K(unit-price contracts)] 474 FE o2 FEICHIAS
No.11 &% 3). 3, FA|8 A7)l A= AN AleKfixed-price contract)@} U7}HAF
AlK((cost plus contracts)®] 27H4] o= FEgeh. -guete] THATALE Al
SIAZIEA L = FASATIE et Aok FES 27 = EFeksl

(6) SAAI2te| Hetnt 28 7|1&E

TAB AV EAAME AT a0 T FAF Ak Wy #3s
2 37 Ho] JoH(UAS No.11 &% 7-10), ¥ A 7|52 9 943 715+
T 2 7EE WA BEelv 23S & JAEF Hof )\}\I:}' G2t
AL AlCF SAIEA S = A A 7FeAS Eolths SHolA =49
I o] g ais 5T = £ oF3lesith

n|=3) A 7] 2=(SOP 81-1)0|A+= 7ol S5 A5 Aok F3H(segmenting)
7} g (combining) & &-&38kaL gl 3] A9} o] o]2 o Fa}sla 9|
= gt a2y dek AR 54 F Ak | HLO]"} v‘i'—%% ab7| = AAstlohd,
g SAIA S o] AR $H el A dof ARSE A o] Aokl At
d UA AL ofof gt

(7) SALRIet 34|

FAGANZE BAsE A7 ABH T 5 BT Ak BE FAA] EFA)
3 QITHIAS No. 11 #+& 16 - 21). =, & 5
A% 59 Akl WY 5 Qe
B Qe e s FReka 9

SAS AT S v)e Aelst 2
A Aol glom Aoke ARshe d BT

1
A 249 5 glom, Aokl A HFsiel ¥ B T LGAIES 3
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N
-
O

A4 =B A7 1ET = A F A7
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HATHIAS No.11 &% 21).
ey, v=r3) A 715 SOP 98-5(Reporting on the Costs of start—up Activities)ol] 4]
= R P go ANdns da Uk

(8) FMSAIAIE

I A 8] Al 7=l A F-Al(disclosure) AP A8 A7 Al11E 5 39 - 459 +4
sk 9l

AR, A7 T S A7l A g Aloke] 9] ol 14 W 9 AA) K
8 F< FAMA ko] W &E(the stage of completion of contracts in progress)S 54 2.
2 FAstodo dttka qFAEka QITHIAS No. 1 39).

E3], 5 A(appendix A)olA 3]A1¥9 3 (accounting policy)®} 3] 591
(contract disclosures) A& At Il S|ALA Q] oAl 49 214 W
- 59 AlZklabor hours) Bl &2 XY ES 2Hgste] FAMAIF F20]& Q1A dith=
3 AUtk

=4, dA A3 59 FAF AleKcontracts in progress)oll thalA 97ke] @A, AEF
A, FrEE FAE FHLE It oF drhar st JTHIAS No.11 1 403 41).

AR, 714719 218 T FAkel tisliA] LA (customers, EFAP ol Al A -8 w4
(progress billings)®] 97}} o]a-(costs incurred plus recognizes profit)S &3k o1
o 22 A9 Atez AAsteor skar, 97k} o] f-(costs incurred plus recognized
profit)& gt F9 o] HFadurt 4L A FA=2 AAlsteiof FHIAS No. 11 #
o 42, 43 2 44).

A, A AR A QL Asto] o s = - B E(warranty cost), 2 Y
(claims), 9l %= (penalties) 2

53] A7) A E o Q1A Ve R

F AEe £ 95 o 7% Bl Bt 7199 AAA
AW FES AT S TAA ABE Y B, FA FoE NFEL A
w49 Ao 444 AL PR BE, Feow o)E & e o)
3} bl o An, Aokl gk FAAF WAL A9 olol vl G, Y FAA
A7) E AA7)F0lN Sy 71FoR Foleld 91 wAsh: 49 ool e
GFe FARES FY5a ekl



SAR A 23 vFE AR 1S B FRA Ashek A W BE A
°) be ol sk Gl

W, SR A W A E0je] R4 FA A

5 FHH0R Auu
SAAVNED MFAAYNE B AR A FAL B 2 A9 v
Sow thsbl AT 4 dvka s Qo] Sl TAEY BAA 847
A, o 2 e gout, MESAYIES FAE 54 2 Aok gEiis 1
AE AL o] Awd YA AgHolok Frtn T4 9
S

N

FFAAANNE FAT A% TIAYEE O AADln Aoy A 0|45
o F/1H o AA| WEI} FANES M R, @ FIAWNE FAT AP wE
o]

A7h 14 anel Fu3 AL AN A
ARG Ao, WA EA FALE 5 a
ol ek QU A esolof Atk A SFANANTIE AP AS Erelolof
@ RS S TAdE A BAVEAL o EE A7) gl Aow @
gy,

W, A AV E v A E B R4 BAAGe R FAAER A4
TAL 9 olgol BI AFRS TAGE AL AFHHL AL Bk WA Fa3
ANEE AA) 23 59 Tl Bajel DA, Qole] B, A A, S0 A

g F408 FAselor Brka Aska ek,

15) mlFEAvIEe S 87 Azl FASAVIENE dold FHow BA AL FAST 3
oh S Sl SASATIES BA AR Wolel BaelA st glont, s AYlE
& g AE s e BRI #4 oE A5k 9la $= ClAppendix Ol A FAME

tlo 7

EEL SRS
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AAE 1A BAe) FRYS Aush) A% Yk S He A e
Wl 24 FA1) S A% el Teln A AR NS B

o ve} s1zk ARl A7H I Qi A

M L AWAE FA 0z B0k

rr w

X

dEd A3FNA vl & wkel go] 1A A TS Asfshe 892 A4
A A2l S NG FEs e R e ARk A SAke] 54
g 27puls dAshs AFo R SAIAE A A HTE ofERe] F4 T Vs
Akt AAdHR Awe] i FaliA FEAel Aad g gl ajlew 7R
oh mEbA o71A s o] Al ZHA QIR FEete] A Ao FEAE Alud

= Weke AvEdh

i or

r
4y M ot & o2

WA AYPE 7y dste] Auew, Syt dAE S 9F5og s B9
V|EE Ago] 7bsetEE stal gtk o= & TAAY A S AV o HE
o A ¥rs|ar e AAY A A 7S v=r 3] Al7]|ETAS 11 9307 ARB 45 ¢



DN E Fdatth. S, Al 7] 34| 71E B4 JdE 7o ® 5 ok =%
(dal = 2AAzkelnt T7}‘7]‘X] e sk v As ofvidith

e A= 2 SAIE olFg NAE VEe AdH o MAs= 49 1
TAA QD 2l vy rﬁ“?ﬂ i/\}ﬂ]‘—% SAZIEA . oM= Trgskal A vk A
oltt. iyt v AVIENM =, A AFE AR Belal = AAH,
AR S-S 2t BE Aokl tel = B E AL 7]o] Al A8 ofok

stal, ol AFAFE FAH o= FASIA ok tiHowever, the method or methods
selected should be applied consistently to all contracts having similar characteristics.
The method or methods of measuring extent of progress toward completion should be
disclosed in the notes to the financial statements.)” 3 7+7d3}al JATHSOP 81-1 &1
45).

(2) ZSAIF 2T FHAl 1 Afgtel A3

thgomt PRt 24 B AA AAF 2o &0 o)F 7
Aolh. o] FAle] AL & FARLIE rht A FRsherpel D2 9
th mebd o)B Sla) BAF Al 97k A aEstolok @ WE FAISE A
om AFT 5 U FouH YA} dolHoE APEL 2] £ =
Aok 22 PAT Bk k. ols) BRIse] v]5 87 A FEANAE FAR A
FAA et Re EE RS TS UrHSOP 81-1 F478).10

A, AAHol 3 AR AAE o] §3tel Fr)H oz UA| W3} FHu) gL vl

ofoF 3} (Systematic and consistent procedures that are correlated with the cost
accounting system should be used to provide a basis for periodically comparing actual
and estimated costs), 4, & A 97 FAHE A5 BE A7 A 849

71A& A Akl ok shtK(In estimating total contract costs, the quantities and prices of

all significant elements of cost should be identified).

16) ©= A 7lFeR AAFE va FQd IAA HIJ(AICPA)S] SOP(Statement of Position)
81-1(Accounting for Performance of Construction-Type and Certain-Type Contracts)ell ]} -f-A}3F
TAS T At
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AR, 3 A A7Fe F8E A5 AA A SAME Altes bl ARS-EE A7H
A eaTt B E3kEolof atal, BE A7t A 8.4 tigh s = HES7HE vk
slefof SHtH(The estimating procedures should provide that estimated cost to complete
includes the same elements of cost that are included in actual accumulated costs; also,
those elements should reflect expected price increases).

UlA, mee] I 173t HE 1o ko] el drt APEA] HhEA]
atal, o =Ad ol 232 et Ao Ayojup AnHQ] ARE A =l
L vlFoll 278k 18, A B |2 A Alste]oF ghtk(The effect of future wage
and price escalations should be taken into account in cost estimates......52F.
Escalation provisions should not be blanket overall provision but should cover labor,
materials, and indirect costs based on percentages or amounts that take into
consideration experience and other pertinent data).

B, eb Qrke] FAE FU)Hon AAEs o} B Ale AuE Wl
A = ojoF gtH(Estimate of costs to complete should be reviewed periodically and
revised as appropriate to reflect new information).

ot ol XIPE WS AT A8 AVF FHA koo & WES FAststaL
ARAow AT 5 e HolHe 8= oAFA7t A Ao S wiAlekaL 41
= A" A7F AE 919 7124 Z2xdo] F Flojth

npA o qjej ARl Ao A R v Aol uhE &9 e Aot A
A A9 A5 A= 4 A IEE R A A= A
%i‘rﬂoi Fefolth. e A} SA19] Aol o 7k
& W8] 24, A S& flste VIPER AejH o Heshs APt diA o R Bk
o] gt ﬁlﬂﬂr % 7} T83 A T shprh A7F g FEe sl 4] A
ojtt. 1w} BAA el = kel AA 7o Apell= VM-S AW ER viEdrt
SAHIAA A A E Y, EARe] Q1 5 Atel] AHA o R T]ojEkA] 2 735l
o dvlnleh dnkgEnle] FdAA A A= Zlo] dnbA et IRl dA A
Aol 1 A WAL GAarg A ofollie 84, Ak, @AAE T v vt
o wEbA o)Al e Aoz HdH =AYl AwEe due A ARl
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3 v B ARG AerEd A AgsAd AggTel e dFe Aok Fo
2 AZsk Aolth. olo} U7ke] A A% B4 folo FRE 2 ANE
A ek,

ol9o] AuAA A Aol Fel AN EF DA $% Fo| shfolch. Au)
= Z guile B9 AT A ga QoS B g Ag Ashs P
7 A, AR G Aok R $45, W19 2N 55 9
A Aeldow Azso] ool WA 4 = #E Fo| srholth. ool E Aujas
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WA AL 5 ST BAke B4 oAl G ARREE] Sldto] Blxte] Aol Fius
dhol )i glek. olst o] B WAAES O FAbATe] B s FRET ALE
S jes) S 99 AAE B T A BgowAl A AuE A7)
= 910 53 ek,

Teb e S} ohiHehe Aol A4 g Yol
T A WG B S oRskshe e v
A9 £y HuE 95 BaF Aol

of ot el ME WA A9 T FuE Sla FAske Aol BT Aol

A0 B3] o) A AR AZE B3} AL, AR A

H

282 A = 3l A ) AFARE Y o =S V1 3
Al E A
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Kol
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FA9 A% %

(e}
ZHEl(Account Control System)

of 3t 3] A5l 13-, A e 73
ATA L7 AdAolal gipH o g Fad F %S 5] 98l AF-AFQ A
S AAske] Aldgsta ek olol whel A= 7] REE Folax A u7IdE
AR B IR RA Fa7g7]EH o FavIe] obd MR,
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&S ApEH R ALY AFoR
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ACC Section 10,330
Statement of Position 81-1 Accounting for Performance of Construction-Type
and Certain Production-Type Contracts

July 15, 1981
[Proposal to the Financial Accounting Standards Board]

NOTE

Statements of Position of the Accounting Standards Division present the conclusions
of at least a majority of the Accounting Standards Executive Committee, which is the
senior technical body of the AICPA authorized to speak for the Institute in the areas
of financial accounting and reporting. Statement on Auditing Standards No. 69, The
Meaning of Present Fairly in Conformity with Generally Accepted Accounting
Principles, identifies AICPA Statements of Position as sources of established
accounting principles that an AICPA member should consider if the accounting
treatment of a transaction or event is not specified by a pronouncement covered by
Rule 203 of the AICPA Code of Professional Conduct. In such circumstances, the
accounting treatment specified by this Statement of Position should be used or the
member should be prepared to justify a conclusion that another treatment better
presents the substance of the transaction in the circumstances. However, an entity
need not change an accounting treatment followed as of March 15, 1992 to the

accounting treatment specified in this Statement of Position.

Introduction

.01 This statement of position provides guidance on the application of generally
accepted accounting principles in accounting for the performance of contracts for
which specifications are provided by the customer for the construction of facilities or
the production of goods or for the provision of related services. Changes in the
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business environment have increased significantly the variety and uses of those types
of contracts and the types of business enterprises that use them. In the present
business environment, diverse types of contracts, ranging from relatively simple to
highly complex and from relatively short— to long-term, are widely used in many
industries for construction, production, or provision of a broad range of goods and
services. However, existing principles related to accounting for contracts were written
in terms of long-term construction—type contracts, and they are not stated in
sufficient detail for the scope of activities to which they presently are applied. Those
activities range far beyond the traditional construction—type activity (the design and
physical construction of facilities such as buildings, roads, dams, and bridges) to
include, for example, the development and production of military and commercial
aircraft, weapons delivery systems, space exploration hardware, and computer
software. The accounting standards division believes that guidance is now needed in

this area of accounting.

The Basic Accounting Issue

.02 The determination of the point or points at which revenue should be recognized
as earned and costs should be recognized as expenses is a major accounting issue
common to all business enterprises engaged in the performance of contracts of the
types covered by this statement. Accounting for such contracts is essentially a
process of measuring the results of relatively long—term events and allocating those
results to relatively short—term accounting periods. This involves considerable use of
estimates in determining revenues, costs, and profits and in assigning the amounts to
accounting periods. The process is complicated by the need to evaluate continually
the uncertainties inherent in the performance of contracts and by the need to rely on

estimates of revenues, costs, and the extent of progress toward completion.

Present Accounting Requirements and Practices
.03 The pervasive principle of realization and its exceptions and modifications are
central factors underlying accounting for contracts. APB Statement 4 fn *

states:
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Revenue is generally recognized when both of the following conditions are met: (1)
the earnings process is complete or virtually complete, and (2) an exchange has taken
place. [Paragraph 150]

Revenue is sometimes recognized on bases other than the realization rule. For
example, on long—term construction contracts revenue may be recognized as
construction progresses. This exception to the realization principle is based on the
availability of evidence of the ultimate proceeds and the consensus that a better
measure of periodic income results. [Paragraph 152]

The exception to the usual revenue realization rule for long—term construction—type
contracts, for example, is justified in part because strict adherence to realization at
the time of sale would produce results that are considered to be unreasonable. The
judgment of the profession is that revenue should be recognized in this situation as

construction progresses. [Paragraph 174]

.04 Accounting Research Bulletin No. 45 (ARB No. 45), Long-Term Construction
-Type Contracts, issued by the AICPA Committee on Accounting Procedure in 1955,
describes the two generally accepted methods of accounting for long—term
construction—type contracts for financial reporting purposes:

‘The percentage-of-completion method recognizes income as work on a contract
progresses; recognition of revenues and profits generally is related to costs incurred
in providing the services required under the contract. The completed—contract method
recognizes income only when the contract is completed, or substantially so, and all
costs and related revenues are reported as deferred items in the balance sheet until
that time.

The units—of-delivery is a modification of the percentage—of—completion method of
accounting for contracts.

‘The units—of-delivery method recognizes as revenue the contract price of units of
a basic production product delivered during a period and as the cost of earned
revenue the costs allocable to the delivered units; costs allocable to undelivered units
are reported in the balance sheet as inventory or work in progress. The method is

used in circumstances in which an entity produces units of a basic product under
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production—type contracts in a continuous or sequential production process to buyers'
specifications.

The use of either of the two generally accepted methods of accounting involves, to a
greater or lesser extent, three key areas of estimates and uncertainties: (a) the extent
of progress toward completion, (b) contract revenues, and (c) contract costs.
Although the ultimate amount of contract revenue is often subject to numerous
uncertainties, the accounting literature has given little attention to the difficulties of
estimating contract revenue. [Revised to reflect the conforming changes necessary

due to the issuance of recent authoritative literature.]

.05 ARB No. 45, paragraph 15, describes the circumstances in which each method
is preferable as follows:

The committee believes that in general when estimates of costs to complete and
extent of progress toward completion of long—term contracts are reasonably
dependable, the percentage—of-completion method is preferable. When lack of
dependable estimates or inherent hazards cause forecasts to be doubtful, the
completed—contract method is preferable.

Both of the two generally accepted methods are widely used in practice. However, the
two methods are frequently applied differently in similar circumstances. The division
believes that the two methods should be used in specified circumstances and should
not be used as acceptable alternatives for the same circumstances. Accordingly,
identifying the circumstances in which either of the methods is preferable and the
accounting that should be followed in the application of those methods are among the
primary objectives of this statement of position. This statement provides guidance on
the application of ARB No. 45 and does not amend that bulletin.

.06 In practice, methods are sometimes found that allocate contract costs and
revenues to accounting periods on (a) the basis of cash receipts and payments or (b)
the basis of contract billings and costs incurred. Those practices are not generally
accepted methods of accounting for financial reporting purposes. However, those

methods are appropriate for other purposes, such as the measurement of income for
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income tax purposes, for which the timing of cash transactions is a controlling factor.
Recording the amounts billed or billable on a contract during a period as contract
revenue of the period, and the costs incurred on the contract as expenses of the
period, is not acceptable for financial reporting purposes because the amounts billed or
billable on a contract during a period are determined by contract terms and do not
necessarily measure performance on the contract. Only by coincidence might those
unacceptable methods produce results that approximate the results of the generally
accepted method of accounting for contracts that are appropriate in the circumstances.

Other Pronouncements and Regulations Affecting Contract Accounting

.07 Accounting Research Bulletin No. 43, chapter 11, "Government Contracts,"
prescribes generally accepted principles in three areas of accounting for government
contracts. Section A of that chapter deals with accounting problems arising under
cost—plus—fixed—fee contracts. Section B deals with certain aspects of the accounting
for government contracts and subcontracts that are subject to renegotiation. Section
C deals with problems involved in accounting for certain terminated war and defense
contracts. Those pronouncements govern accounting for contracts in the areas

indicated.

.08 The pricing and costing of federal government contracts are governed by cost
principles contained in procurement regulations such as the Federal Procurement
Regulation (FPR) and the Defense Acquisition Regulation (DAR). Also, most major
government contractors are subject to cost accounting standards issued by the Cost
Accounting Standards Board (CASB). CASB standards apply to the cost accounting
procedures that government contractors use to allocate costs to contracts; CASB

standards are not intended for financial reporting.

.09 Accounting for contracts for income tax purposes is prescribed by the Internal
Revenue Code and the related rules and regulations. The methods of accounting for
contracts under those requirements are not limited to the two generally accepted

methods for financial reporting. For numerous historical and practical reasons, tax

62 - 24]] BAle] A S el



accounting rules and regulations differ from generally accepted accounting principles.
Numerous nonaccounting considerations are appropriate in determining income tax
accounting. This statement deals exclusively with the application of generally
accepted accounting principles to accounting for contracts in financial reporting. It
does not apply to income tax accounting and is not intended to influence income tax

accounting.

Need for Guidance

.10 Because of the complexities and uncertainties in accounting for contracts, the
increased use of diverse types of contracts for the construction of facilities, the
production of goods, or the provision of related services, and present conditions and
practices in industries in which contracts are performed for those purposes, additional
guidance on the application of generally accepted accounting principles is needed.
This statement of position provides that guidance. Appendix A contains a schematic

chart showing the organization of the statement.

Scope of Statement of Position

.11 This statement of position applies to accounting for performance of contracts for
which specifications are provided by the customer for the construction of facilities or
the production of goods or the provision of related services that are reported in
financial statements prepared in conformity with generally accepted accounting
principles. ™ !

Existing authoritative accounting literature uses the terms "long-term" and
"construction—type" in identifying the types of contracts that are the primary focus of
interest. The term "long—-term" is not used in this statement of position as an
identifying characteristic because other characteristics are considered more relevant
for identifying the types of contracts covered. However, accounting for contracts by
an entity that primarily has relatively short-term contracts is recommended in
paragraph .31 of this statement. The scope of the statement is not limited to

construction—type contracts.
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Contracts Covered

.12 Contracts covered by this statement of position are binding agreements between
buyers and sellers in which the seller agrees, for compensation, to perform a service
to the buyer's specifications. ™ *

Contracts consist of legally enforceable agreements in any form and include
amendments, revisions, and extensions of such agreements. Performance will often
extend over long periods, and the seller's right to receive payment depends on his
performance in accordance with the agreement. The service may consist of designing,
engineering, fabricating, constructing, or manufacturing related to the construction or
the production of tangible assets. Contracts such as leases and real estate agreements,
for which authoritative accounting literature provides special methods of accounting,
are not covered by this statement.

.13 Contracts covered by this statement include, but are not limited to, the
following:

Contracts in the construction industry, such as those of general building, heavy earth
moving, dredging, demolition, design—build contractors, and specialty contractors (for
example, mechanical, electrical, or paving).

Contracts to design and build ships and transport vessels.

Contracts to design, develop, manufacture, or modify complex aerospace or electronic
equipment to a buyer's specification or to provide services related to the performance
of such contracts.

Contracts for construction consulting service, such as under agency contracts or
construction management agreements.

Contracts for services performed by architects, engineers, or architectural or

engineering design firms.

.14 Contracts not covered by this statement include, but are not limited to, the
following:
Sales by a manufacturer of goods produced in a standard manufacturing operation,

even if produced to buyers' specifications, and sold in the ordinary course of business
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through the manufacturer's regular marketing channels if such sales are normally
recognized as revenue in accordance with the realization principle for sales of
products and if their costs are accounted for in accordance with generally accepted
principles of inventory costing.

Sales or supply contracts to provide goods from inventory or from homogeneous
continuing production over a period of time.

Contracts included in a program and accounted for under the program method of
accounting. For accounting purposes, a program consists of a specified number of
units of a basic product expected to be produced over a long period in a continuing
production effort under a series of existing and anticipated contracts. lin 3]
Service contracts of health clubs, correspondence schools, and similar
consumer-oriented organizations that provide their services to their clients over an
extended period.

Magazine subscriptions.

Contracts of nonprofit organizations to provide benefits to their members over a

period of time in return for membership dues.

.15 Contracts covered by this statement may be classified into four broad types
based on methods of pricing: (a) fixed-price or lump-sum contracts, (b) cost-type
(including cost-plus) contracts, (¢) time-and-material contracts, and (d) unit-price
contracts. A fixed-price contract is an agreement to perform all acts under the
contract for a stated price. A cost—type contract is an agreement to perform under a
contract for a price determined on the basis of a defined relationship to the costs to
be incurred, for example, the costs of all acts required plus a fee, which may be a
fixed amount or a fixed percentage of the costs incurred. A time—and—material
contract is an agreement to perform all acts required under the contract for a price
based on fixed hourly rates for some measure of the labor hours required (for
example, direct labor hours) and the cost of materials. A unit-price contract is an
agreement to perform all acts required under the contract for a specified price for
each unit of output. Each of the various types of contracts may have incentive,

penalty, or other provisions that modify their basic pricing terms. The pricing

4o
Ju
(@)}
ol



features of the various types are discussed in greater detail in appendix B.

Definition of a Contractor

.16 The term "contractor" as used in this statement refers to a person or entity that
enters Iinto a contract to construct facilities, produce goods, or render services to the
specifications of a buyer either as a general or prime contractor, as a subcontractor to

a general contractor, or as a construction manager.

Definition of a Profit Center

.17  For the purpose of this statement, a "profit center" is the unit for the
accumulation of revenues and costs and the measurement of income. For business
enterprises engaged in the performance of contracts, the profit center for accounting
purposes is usually a single contract; but under some specified circumstances it may
be a combination of two or more contracts, a segment of a contract or of a group of
combined contracts. This statement of position provides guidance on the selection of
the appropriate profit center. The accounting recommendations, usually stated in
terms of a single contract, also apply to alternative profit centers in circumstances in

which alternative centers are appropriate.

Application and Effect on Existing Audit Guides and SOPs

.18 This statement of position presents the division's recommendations on
accounting for contracts (as specified in paragraphs .11 to .17) in all industries. The
recommendations in this statement need not be applied to immaterial items. Two
existing AICPA Audit and Accounting Guides, Construction Contractors and Audits
of Federal Government Contractors, provide additional guidance on the application of
generally accepted accounting principles to the construction industry and to federal
government contracts, respectively. The recommendations in this statement take
precedence in those areas. [Revised to reflect the conforming changes necessary due

to the issuance of recent authoritative literature.]

.19 The guidance on contract accounting and financial reporting in Audits of

66 - 24} BAle] T S el



Federal Government Contractors is essentially consistent with the recommendations
in this statement. Since the recommendations in this statement provide more
comprehensive and explicit guidance on the application of generally accepted
accounting principles to contract accounting than does the guide, Audits of Federal
Government Contractors, the guide incorporates this statement as an appendix. The
provisions of that guide should be interpreted and applied in the context of the
recommendations in this statement. [Revised to reflect the conforming changes
necessary due to the issuance of recent authoritative literature. ]

.20 This statement is not intended to supersede recommendations on accounting in

other AICPA industry accounting or audit guides or in other statements of position.

The Division's Conclusions

Determining a Basic Accounting Policy for Contracts

.21 In accounting for contracts, the basic accounting policy decision is the choice
between the two generally accepted methods: the percentage—of—completion method
including units of delivery and the completed—contract method. The determination of
which of the two methods is preferable should be based on a careful evaluation of
circumstances because the two methods should not be acceptable alternatives for the
same circumstances. The division's recommendations on basic accounting policy are
set forth in the sections on "The Percentage-of-Completion Method" and "The
Completed-Contract Method," which identify the circumstances appropriate to the
methods, the bases of applying the methods, and the reasons for the
recommendations. The recommendations apply to accounting for individual contracts
and to accounting for other profit centers in accordance with the recommendations in
the section on "Determining the Profit Center." As a result of evaluating individual
contracts and profit centers, a contractor should be able to establish a basic policy
that should be followed in accounting for most of his contracts. In accordance with
the requirements of APB Opinion No. 22, Disclosure of Accounting Policies, a
contractor should disclose in the note to the financial statements on accounting

policies the method or methods of determining earned revenue and the cost of earned
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revenue including the policies relating to combining and segmenting, if applicable.

Appendix C contains a summary of the disclosure requirements in this statement.

The Percentage—of-Completion Method

.22 This section sets forth the recommended basis for using the percentage—of
—completion method and the reasons for the recommendation. Under most contracts
for construction of facilities, production of goods, or provision of related services to a
buyer's specifications, both the buyer and the seller (contractor) obtain enforceable
rights. The legal right of the buyer to require specific performance of the contract
means that the contractor has, in effect, agreed to sell his rights to work—in—progress
as the work progresses. This view is consistent with the contractor's legal rights; he
typically has no ownership claim to the work-in-progress but has lien rights.
Furthermore, the contractor has the right to require the buyer, under most financing
arrangements, to make progress payments to support his ownership investment and
to approve the facilities constructed (or goods produced or services performed) to date
if they meet the contract requirements. The buyer's right to take over the
work-in—progress at his option (usually with a penalty) provides additional evidence
to support that view. Accordingly, the business activity taking place supports the
concept that in an economic sense performance is, in effect, a continuous sale
(transfer of ownership rights) that occurs as the work progresses. Also under most
contracts for the production of goods and the provision of related services that are
accounted for on the basis of units delivered, both the contractor and the customer
obtain enforceable rights as the goods are produced or the services are performed. As
units are delivered, title to and the risk of loss on those units normally transfer to the
customer, whose acceptance of the items indicates that they meet the contractual
specifications. For such contracts, delivery and acceptance are objective
measurements of the extent to which the contracts have been performed. The
percentage-of-completion method recognizes the legal and economic results of
contract performance on a timely basis. Financial statements based on the
percentage—of-completion method present the economic substance of a company's

transactions and events more clearly and more timely than financial statements based
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on the completed—contract method, and they present more accurately the relationships
between gross profit from contracts and related period costs. The
percentage-of—completion method informs the users of the general purpose financial

statements of the volume of economic activity of a company.

Circumstances Appropriate to the Method

.23 'The use of the percentage—of—completion method depends on the ability to make
reasonably dependable estimates. For the purposes of this statement, "the ability to
make reasonably dependable estimates" relates to estimates of the extent of progress
toward completion, contract revenues, and contract costs. The division believes that
the percentage-of-completion method is preferable as an accounting policy in
circumstances in which reasonably dependable estimates can be made and in which
all the following conditions exist:

Contracts executed by the parties normally include provisions that clearly specify the
enforceable rights regarding goods or services to be provided and received by the
parties, the consideration to be exchanged, and the manner and terms of settlement.
The buyer can be expected to satisfy his obligations under the contract.

The contractor can be expected to perform his contractual obligations.

.24 For entities engaged on a continuing basis in the production and delivery of
goods or services under contractual arrangements and for whom contracting
represents a significant part of their operations, the presumption is that they have the
ability to make estimates that are sufficiently dependable to justify the use of the
percentage-of-completion method of accounting. ™ *

Persuasive evidence to the contrary is necessary to overcome that presumption. The
ability to produce reasonably dependable estimates is an essential element of the
contracting business. For a contract on which a loss is anticipated, generally accepted
accounting principles require recognition of the entire anticipated loss as soon as the
loss becomes evident. An entity without the ability to update and revise estimates
continually with a degree of confidence could not meet that essential requirement of

generally accepted accounting principles.
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.25 Accordingly, the division believes that entities with significant contracting
operations generally have the ability to produce reasonably dependable estimates and
that for such entities the percentage—of-completion method of accounting is preferable
in most circumstances. The method should be applied to individual contracts or profit
centers, as appropriate.

a. Normally, a contractor will be able to estimate total contract revenue and total
contract cost in single amounts. Those amounts should normally be used as the basis
for accounting for contracts under the percentage-of-completion method.

b. For some contracts, on which some level of profit is assured, a contractor may
only be able to estimate total contract revenue and total contract cost in ranges of
amounts. If, based on the information arising in estimating the ranges of amounts and
all other pertinent data, the contractor can determine the amounts in the ranges that
are most likely to occur, those amounts should be used in accounting for the contract
under the percentage—of-completion method. If the most likely amounts cannot be
determined, the lowest probable level of profit in the range should be used in
accounting for the contract until the results can be estimated more precisely.
c. However, in some circumstances, estimating the final outcome may be impractical
except to assure that no loss will be incurred. In those circumstances, a contractor
should use a zero estimate of profit; equal amounts of revenue and cost should be
recognized until results can be estimated more precisely. A contractor should use this
basis only if the bases in (a) or (b) are clearly not appropriate. A change from a zero
estimate of profit to a more precise estimate should be accounted for as a change in
an accounting estimate.

An entity using the percentage—of-completion method as its basic accounting policy
should use the completed—contract method for a single contract or a group of
contracts for which reasonably dependable estimates cannot be made or for which
inherent hazards make estimates doubtful. Such a departure from the basic policy
should be disclosed.
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Nature of Reasonable Estimates and Inherent Hazards
.26 In practice, contract revenues and costs are estimated in a wide variety of ways
ranging from rudimentary procedures to complex methods and systems. Regardless of
the techniques used, a contractor's estimating procedures should provide reasonable
assurance of a continuing ability to produce reasonably dependable estimates. fn 5
Ability to estimate covers more than the estimating and documentation of contract
revenues and costs; it covers a contractor's entire contract administration and
management control system. The ability to produce reasonably dependable estimates
depends on all the procedures and personnel that provide financial or production
information on the status of contracts. It encompasses systems and personnel not
only of the accounting department but of all areas of the company that participate in
production control, cost control, administrative control, or accountability for contracts.
Previous reliability of a contractor's estimating process is usually an indication of
continuing reliability, particularly if the present circumstances are similar to those

that prevailed in the past.

.27 Estimating is an integral part of contractors' business activities, and there is a
necessity to revise estimates on contracts continually as the work progresses. The
fact that circumstances may necessitate frequent revision of estimates does not
indicate that the estimates are unreliable for the purpose for which they are used.
Although results may differ widely from original estimates because of the nature of
the business, the contractor, in the conduct of his business, may still find the
estimates reasonably dependable. Despite these widely recognized conditions, a
contractor's estimates of total contract revenue and total contract costs should be
regarded as reasonably dependable if the minimum total revenue and the maximum
total cost can be estimated with a sufficient degree of confidence to justify the

contractor's bids on contracts.

.28 ARB No. 45 discourages the use of the percentage—of-completion method of
accounting in circumstances in which inherent hazards make estimates doubtful.

"Inherent hazards" relate to contract conditions or external factors that raise questions
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about contract estimates and about the ability of either the contractor or the customer
to perform his obligations under the contract. Inherent hazards that may cause
contract estimates to be doubtful usually differ from inherent business risks. Business
enterprises engaged in contracting, like all business enterprises, are exposed to
numerous business risks that vary from contract to contract. The reliability of the
estimating process in contract accounting does not depend on the absence of such

risks. Assessing business risks is a function of users of financial statements.

.29 The present business environment and the refinement of the estimating process
have produced conditions under which most business entities engaged in contracting
can deal adequately with the normal, recurring business risks in estimating the
outcome of contracts. The division believes that inherent hazards that make otherwise
reasonably dependable contract estimates doubtful involve events and conditions that
would not be considered in the ordinary preparation of contract estimates and that
would not be expected to recur frequently, given the contractor's normal business
environment. Such hazards are unrelated to, or only incidentally related to, the
contractor's typical activities. Such hazards may relate, for example, to contracts
whose validity is seriously in question (that is, which are less than fully enforceable),
to contracts whose completion may be subject to the outcome of pending legislation
or pending litigation, or to contracts exposed to the possibility of the condemnation or
expropriation of the resulting properties. Reasonably dependable estimates cannot be
produced for a contract with unrealistic or ill-defined terms or for a contract between
unreliable parties. However, the conditions stated in paragraph .23 for the use of the
percentage—of-completion method of accounting, which apply to most bona fide
contracts, make the existence of some uncertainties, including some of the type
described in ARB No. 45, paragraph 15, unlikely for contracts that meet those
conditions. Therefore, the division believes that there should be specific, persuasive
evidence of such hazards to indicate that use of the percentage—of-completion method

on one of the bases in paragraph .25 is not preferable.
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The Completed-Contract Method

.30 This section sets forth the recommended basis for using the completed-contract
method and the reasons for the recommendation. Under the completed-contract
method, income is recognized only when a contract is completed or substantially
completed. During the period of performance, billings and costs are accumulated on
the balance sheet, but no profit or income is recorded before completion or substantial
completion of the work. This method precludes reporting on the performance that is
occurring under the enforceable rights of the contract as work progresses. Although
the completed—contract method is based on results as finally determined rather than
on estimates for unperformed work, which may involve unforeseen costs and possible
losses, it does not reflect current performance when the period of a contract extends
beyond one accounting period, and it therefore may result in irregular recognition of
income. Financial statements based on this method may not show informative
relationships between gross profit reported on contracts and related period costs.

Circumstances of Use

.31 The completed—-contract method may be used as an entity's basic accounting
policy in circumstances in which financial position and results of operations would not
vary materially from those resulting from use of the percentage—of-completion
method (for example, in circumstances in which an entity has primarily short-term
contracts). Although this statement does not formally distinguish on the basis of
length between long—term and short-term contracts, the basis for recording income
on contracts of short duration poses relatively few problems. In accounting for such
contracts, income ordinarily is recognized when performance is substantially
completed and accepted. Under those circumstances, revenues and costs in the
aggregate for all contracts would be expected to result in a matching of gross profit
with period overhead or fixed costs similar to that achieved by use of the
percentage—-of—completion method. For example, the completed—-contract method, as
opposed to the percentage—-of—-completion method, would not usually produce a
material difference in net income or financial position for a small plumbing contractor

that performs primarily relatively short—-term contracts during an accounting period;
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performance covers such a short span of time that the work is somewhat analogous
to the manufacture of shelf production items for sale. An entity using the
completed—contract method as its basic accounting policy should depart from that
policy for a single contract or a group of contracts not having the features described
in this paragraph and use the percentage—of—completion method on one of the bases

described in paragraph .25. Such a departure should be disclosed.

.32  The completed—-contract method is preferable in circumstances in which
estimates cannot meet the criteria for reasonable dependability discussed in the
section on the percentage—of-completion method or in which there are inherent
hazards of the nature of those discussed in that section. An entity using the
percentage-of—-completion method as its basic accounting policy should depart from
that policy and use the completed—contract method for a single contract or a group of

contracts only in the circumstances described in paragraph .25.

.33 The use of the completed-contract method is recommended for the
circumstances described in paragraphs .31 and .32. However, for circumstances in
which there is an assurance that no loss will be incurred on a contract (for example,
when the scope of the contract is ill-defined but the contractor is protected by a
cost-plus contract or other contractual terms), the percentage—of—completion method
based on a zero profit margin, rather than the completed—contract method, is
recommended until more precise estimates can be made. The significant difference
between the percentage—-of—-completion method applied on the basis of a zero profit
margin and the completed-contract method relates to the effects on the income
statement. Under the =zero profit margin approach to applying the
percentage—of—completion method, equal amounts of revenue and cost, measured on
the basis of performance during the period, are presented in the income statement;
whereas, under the completed-contract method, performance for a period is not
reflected in the income statement, and no amount is presented in the income
statement until the contract is completed. The zero profit margin approach to applying

the percentage-of-completion method gives users of general purpose financial
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statements an indication of the volume of a company's business and of the

application of its economic resources.

Determining the Profit Center

.34 The basic presumption should be that each contract is the profit center for
revenue recognition, cost accumulation, and income measurement. That presumption
may be overcome only if a contract or a series of contracts meets the conditions
described for combining or segmenting contracts. A group of contracts (combining),
and a phase or segment of a single contract or of a group of contracts (segmenting)
may be used as a profit center in some circumstances. Since there are numerous
practical implications of combining and segmenting contracts, evaluation of the
circumstances, contract terms, and management intent are essential in determining

contracts that may be accounted for on those bases.

Combining Contracts

.35 A group of contracts may be so closely related that they are, in effect, parts of
a single project with an overall profit margin, and accounting for the contracts
individually may not be feasible or appropriate. Under those circumstances,
consideration should be given to combining such contracts for profit recognition
purposes. The presumption in combining contracts is that revenue and profit are
earned, and should be reported, uniformly over the performance of the combined
contracts. For example, a group of construction—type contracts may be negotiated as
a package with the objective of achieving an overall profit margin, although the profit
margins on the individual contracts may vary. In those circumstances, if the
individual contracts are performed and reported in different periods and accounted for
separately, the reported profit margins in those periods will differ from the profit
margin contemplated in the negotiations for reasons other than differences in

performance.

.36 Contracts may be combined for accounting purposes only if they meet the

criteria in paragraphs .37 and .38.
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37 A group of contracts may be combined for accounting purposes if the contracts
a. Are negotiated as a package in the same economic environment with an overall
profit margin objective. Contracts not executed at the same time may be considered
to have been negotiated as a package in the same economic environment only if the
time period between the commitments of the parties to the individual contracts is
reasonably short. The longer the period between the commitments of the parties to
the contracts, the more likely it is that the economic circumstances affecting the
negotiations have changed.

b. Constitute in essence an agreement to do a single project. A project for this
purpose consists of construction, or related service activity with different elements,
phases, or units of output that are closely interrelated or interdependent in terms of
their design, technology, and function or their ultimate purpose or use.

c. Require closely interrelated construction activities with substantial common costs
that cannot be separately identified with, or reasonably allocated to, the elements,
phases, or units of output.

d. Are performed concurrently or in a continuous sequence under the same project
management at the same location or at different locations in the same general
vicinity.

e. Constitute in substance an agreement with a single customer. In assessing
whether the contracts meet this criterion, the facts and circumstances relating to the
other criteria should be considered. In some circumstances different divisions of the
same entity would not constitute a single customer if, for example, the negotiations
are conducted independently with the different divisions. On the other hand, two or
more parties may constitute in substance a single customer if, for example, the
negotiations are conducted jointly with the parties to do what in essence is a single
project.

Contracts that meet all of these criteria may be combined for profit recognition and
for determining the need for a provision for losses in accordance with ARB No. 45,
paragraph 6. The criteria should be applied consistently to contracts with similar

characteristics in similar circumstances.
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.38 Production—-type contracts that do not meet the criteria in paragraph .37 or
segments of such contracts may be combined into groupings such as production
lots or releases for the purpose of accumulating and allocating production costs
to units produced or delivered on the basis of average unit costs in the following
circumstances: [fn 6]

a. The contracts are with one or more customers for the production of substantially
identical units of a basic item produced concurrently or sequentially.

b. Revenue on the contracts is recognized on the units—of-delivery basis of applying

the percentage—of—-completion method.

Segmenting a Contract

.39 A single contract or a group of contracts that otherwise meet the test for
combining may include several elements or phases, each of which the contractor
negotiated separately with the same customer and agreed to perform without regard
to the performance of the others. If those activities are accounted for as a single
profit center, the reported income may differ from that contemplated in the
negotiations for reasons other than differences in performance. If the project is
segmented, revenues can be assigned to the different elements or phases to achieve
different rates of profitability based on the relative value of each element or phase to
the estimated total contract revenue. A project, which may consist of a single
contract or a group of contracts, with segments that have different rates of
profitability may be segmented if it meets the criteria in paragraph .40, paragraph .41,
or paragraph .42. The criteria for segmenting should be applied consistently to

contracts with similar characteristics and in similar circumstances.

40 A project may be segmented if all the following steps were taken and are
documented and verifiable:

a. The contractor submitted bona fide proposals on the separate components of the
project and on the entire project.

b. The customer had the right to accept the proposals on either basis.

c. The aggregate amount of the proposals on the separate components approximated
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the amount of the proposal on the entire project.

41 A project that does not meet the criteria in paragraph .40 may be segmented
only if it meets all the following criteria:

a. The terms and scope of the contract or project clearly call for separable phases
or elements.

b. The separable phases or elements of the project are often bid or negotiated
separately.

c. The market assigns different gross profit rates to the segments because of
factors such as different levels of risk or differences in the relationship of the supply
and demand for the services provided in different segments.

d. The contractor has a significant history of providing similar services to other
customers under separate contracts for each significant segment to which a profit
margin higher than the overall profit margin on the profit is ascribed. fn 7

e. The significant history with customers who have contracted for services
separately is one that is relatively stable in terms of pricing policy rather than one
unduly weighted by erratic pricing decisions (responding, for example, to
extraordinary economic circumstances or to unique customer—contractor relationships).
f.  The excess of the sum of the prices of the separate elements over the price of
the total project is clearly attributable to cost savings incident to combined
performance of the contract obligations (for example, cost savings in supervision,
overhead, or equipment mobilization). Unless this condition is met, segmenting a
contract with a price substantially less than the sum of the prices of the separate
phases or elements would be inappropriate even if the other conditions are met.
Acceptable price variations should be allocated to the separate phases or elements in
proportion to the prices ascribed to each. In all other situations a substantial
difference in price (whether more or less) between the separate elements and the
price of the total project is evidence that the contractor has accepted different profit
margins. Accordingly, segmenting is not appropriate, and the contracts should be the
profit centers.

g. The similarity of services and prices in the contract segments and services and
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the prices of such services to other customers contracted separately should be

documented and verifiable.

.42 A production—type contract that does not meet the criteria in paragraphs .40 or
.41 may also be segmented and included in groupings such as production lots or
releases for the purpose of accumulating and allocating production costs to units
produced or delivered on the basis of average unit cost under the conditions specified
in paragraph .38.

Measuring Progress on Contracts

.43 This section describes methods of measuring the extent of progress toward
completion under the percentage—-of-completion method and sets forth criteria for
selecting those methods and for determining when a contract is substantially
completed. Meaningful measurement of the extent of progress toward completion is
essential since this factor is used in determining the amounts of estimated contract
revenue and estimated gross profit that will be recognized as earned in any given

period.

Methods of Measuring Extent of Progress Toward Completion

44 In practice, a number of methods are used to measure the extent of progress
toward completion. They include the cost-to—cost method, variations of the
cost—to—cost method, efforts—expended methods, the units—of-delivery method, and
the units—of-work-performed method. Those practices are intended to conform to
ARB No. 45, paragraph 4. fn 8

Some of the measures are sometimes made and certified by engineers or architects,
but management should review and understand the procedures used by those

professionals.

45 Some methods used in practice measure progress toward completion in terms of
costs, some in terms of units of work, and some in terms of values added (the

contract value of total work performed to date). All three of these measures of
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progress are acceptable in appropriate circumstances. The division concluded that
other methods that achieve the objective of measuring extent of progress toward
completion in terms of costs, units, or value added are also acceptable in appropriate
circumstances. However, the method or methods selected should be applied
consistently to all contracts having similar characteristics. The method or methods of
measuring extent of progress toward completion should be disclosed in the notes to
the financial statements. Examples of circumstances not appropriate to some methods

are given within the discussion of input and output measures.

Input and Output Measures

.46 The several approaches to measuring progress on a contract can be grouped
into input and output measures. Input measures are made in terms of efforts devoted
to a contract. They include the methods based on costs and on efforts expended.
Output measures are made in terms of results achieved. They include methods based
on units produced, units delivered, contract milestones, and value added. For contracts
under which separate units of output are produced, progress can be measured on the
basis of units of work completed. In other circumstances, progress may be measured,
for example, on the basis of cubic yards of excavation for foundation contracts or on

the basis of cubic yards of pavement laid for highway contracts.

.47 Both input and output measures have drawbacks in some circumstances. Input
1s used to measure progress toward completion indirectly, based on an established or
assumed relationship between a unit of input and productivity. A significant
drawback of input measures is that the relationship of the measures to productivity
may not hold, because of inefficiencies or other factors. Output is used to measure
results directly and is generally the best measure of progress toward completion in
circumstances in which a reliable measure of output can be established. However,
output measures often cannot be established, and input measures must then be used.
The use of either type of measure requires the exercise of judgment and the careful

tailoring of the measure to the circumstances.
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48 The efforts—expended method is an input method based on a measure of the
work, such as labor hours, labor dollars, machine hours, or material quantities. Under
the labor—hours method, for example, extent of progress is measured by the ratio of
hours performed to date to estimated total hours at completion. Estimated total labor
hours should include (a) the estimated labor hours of the contractor and (b) the
estimated labor hours of subcontractors engaged to perform work for the project, if
labor hours of subcontractors are a significant element in the performance of the
contract. A labor-hours method can measure the extent of progress in terms of
efforts expended only if substantial efforts of subcontractors are included in the
computation. If the contractor is unable to obtain reasonably dependable estimates of
subcontractors' labor hours at the beginning of the project and as work progresses,
he should not use the labor—hours method.

49 The various forms of the efforts—expended method generally are based on the
assumption that profits on contracts are derived from the contractor's efforts in all
phases of operations, such as designing, procurement, and management. Profit is not
assumed to accrue merely as a result of the acquisition of material or other tangible
items used in the performance of the contract or the awarding of subcontracts. As
previously noted, a significant drawback of efforts—expended methods is that the
efforts included in the measure may not all be productive.

D0 Measuring progress toward completion based on the ratio of costs incurred to
total estimated costs is also an input method. Some of the costs incurred, particularly
in the early stages of the contract, should be disregarded in applying this method
because they do not relate to contract performance. These include the costs of items
such as uninstalled materials not specifically produced or fabricated for the project or
of subcontracts that have not been performed. For example, for construction projects,
the cost of materials not unique to the project that have been purchased or
accumulated at job sites but that have not been physically installed do not relate to
fn 9

performance.

The costs of such materials should be excluded from costs incurred for the purpose
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of measuring the extent of progress toward completion. Also, the cost of equipment
purchased for use on a contract should be allocated over the period of its expected
use unless title to the equipment is transferred to the customer by terms of the
contract. For production—type contracts, the complement of expensive components (for
example, computers, engines, radars, and complex "black boxes") to be installed into
the deliverable items may aggregate a significant portion of the total cost of the
contract. In some circumstances, the costs incurred for such components, even though
the components were specifically purchased for the project, should not be included in
the measurement before the components are installed if inclusion would tend to

overstate the percentage of completion otherwise determinable.

.51 The acceptability of the results of input or output measures deemed to be
appropriate to the circumstances should be periodically reviewed and confirmed by
alternative measures that involve observation and inspection. For example, the results
provided by the measure used to determine the extent of progress may be compared
to the results of calculations based on physical observations by engineers, architects,
or similarly qualified personnel. That type of review provides assurance somewhat
similar to that provided for perpetual inventory records by periodic physical inventory

counts.

Completion Criteria Under the Completed-Contract Method

.52 As a general rule, a contract may be regarded as substantially completed if
remaining costs and potential risks are insignificant in amount. The overriding
objectives are to maintain consistency in determining when contracts are substantially
completed and to avoid arbitrary acceleration or deferral of income. The specific
criteria used to determine when a contract is substantially completed should be
followed consistently and should be disclosed in the note to the financial statements
on accounting policies. Circumstances to be considered in determining when a project
1s substantially completed include, for example, delivery of the product, acceptance by
the customer, departure from the site, and compliance with performance specifications.

Income Determination—-Revenue Elements
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b3 Estimating the revenue on a contract is an involved process, which is affected
by a variety of uncertainties that depend on the outcome of a series of future events.
The estimates must be periodically revised throughout the life of the contract as

events occur and as uncertainties are resolved.

.54  The major factors that must be considered in determining total estimated
revenue include the basic contract price, contract options, change orders, claims, and
contract provisions for penalties and incentive payments, including award fees and
performance incentives. All those factors and other special contract provisions must
be evaluated throughout the life of a contract in estimating total contract revenue to
recognize revenues in the periods in which they are earned under the
percentage-of-completion method of accounting.

Basic Contract Price—General

.55 The estimated revenue from a contract is the total amount that a contractor
expects to realize from the contract. It is determined primarily by the terms of the
contract and the basic contract price. Contract price may be relatively fixed or highly
variable and subject to a great deal of uncertainty, depending on the type of contract
involved. Appendix B describes basic contract types and major variations in the basic
types. The total amount of revenue that ultimately will be realized on a contract is
often subject to a variety of changing circumstances and accordingly may not be
known with certainty until the parties to the contract have fully performed their
obligations. Thus, the determination of total estimated revenue requires careful
consideration and the exercise of judgment in assessing the probabilities of future

outcomes.

.56 Although fixed-price contracts usually provide for a stated contract price, a
specified scope of the work to be performed, and a specified performance schedule,
they sometimes have adjustment schedules based on application of economic price
adjustment (escalation), price redetermination, incentive, penalty, and other pricing

provisions. Determining contract revenue under unit—price contracts generally
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involves the same factors as under fixed—-price contracts. Determining contract
revenue from a time—and—-material contract requires a careful analysis of the contract,
particularly if the contract includes guaranteed maximums or assigns markups to
both labor and materials; and the determination involves consideration of some of the

factors discussed below in regard to cost—type contracts.

Basic Contract Price—Cost—-Type Contracts

.57 Cost-type contracts have a variety of forms (see appendix B). The various
forms have differing contract terms that affect accounting, such as provisions for
reimbursable costs (which are generally spelled out in the contract), overhead
recovery percentages, and fees. A fee may be a fixed amount or a percentage of
reimbursable costs or an amount based on performance criteria. fn 10
Generally, percentage fees may be accrued as the related costs are incurred, since
they are a percentage of costs incurred, and profits should therefore be recognized as
costs are incurred. Cost-type contracts often include provisions for guaranteed
maximum total reimbursable costs or target penalties and rewards relating to
underruns and overruns of predetermined target prices, completion dates, plant

capacity on completion of the project, or other criteria.

.58 One problem peculiar to cost-type contracts involves the determination of the
amounts of reimbursable costs that should be reflected as revenue. Under some
contracts, particularly service—type contracts, a contractor acts solely in the capacity
of an agent (construction manager) and has no risks associated with costs managed.
This relationship may arise, for example, if an owner awards a construction
management contract to one entity and a construction contract to another. If the
contractor, serving as the construction manager, acts solely as an agent, his revenue
should include only the fee and should exclude subcontracts negotiated or managed
on behalf of the owner and materials purchased on behalf of the owner.

.59 In other circumstances, a contractor acts as an ordinary principal under a

cost—type contract. For example, the contractor may be responsible to employees for
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salaries and wages and to subcontractors and other creditors for materials and
services, and he may have the discretionary responsibility to procure and manage the
resources in performing the contract. The contractor should include in revenue all
reimbursable costs for which he has risk or on which his fee was based at the time
of bid or negotiation. In addition, revenue from overhead percentage recoveries and

the earned fee should be included in revenue.

Customer-Furnished Materials

.60  Another concern associated with measuring revenue relates to materials
furnished by a customer or purchased by the contractor as an agent for the customer.
Often, particularly for large, complex projects, customers may be more capable of
carrying out the procurement function or may have more leverage with suppliers than
the contractor. In those circumstances, the contractor generally informs the customer
of the nature, type, and characteristics or specifications of the materials required and
may even purchase the required materials and pay for them, using customer purchase
orders and checks drawn against the customer's bank account. If the contractor is
responsible for the nature, type, characteristics, or specifications of material that the
customer furnishes or that the contractor purchases as an agent of the customer, or
if the contractor is responsible for the ultimate acceptability of performance of the
project based on such material, the value of those items should be included as
contract price and reflected as revenue and costs in periodic reporting of operations.
As a general rule, revenues and costs should include all items for which the
contractor has an associated risk, including items on which his contractual fee was
based.

Change Orders

.61 Change orders are modifications of an original contract that effectively change
the provisions of the contract without adding new provisions. They may be initiated
by either the contractor or the customer, and they include changes in specifications or
design, method or manner of performance, facilities, equipment, materials, sites, and

period for completion of the work. Many change orders are unpriced; that is, the work
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to be performed is defined, but the adjustment to the contract price is to be
negotiated later. For some change orders, both scope and price may be unapproved or
in dispute. Accounting for change orders depends on the underlying circumstances,
which may differ for each change order depending on the customer, the contract, and
the nature of the change. Change orders should therefore be evaluated according to
their characteristics and the circumstances in which they occur. In some
circumstances, change orders as a normal element of a contract may be numerous,
and separate identification may be impractical. Such change orders may be evaluated
statistically on a composite basis using historical results as modified by current
conditions. If such change orders are considered by the parties to be a normal
element within the original scope of the contract, no change in the contract price is
required. Otherwise, the adjustment to the contract price may be routinely negotiated.
Contract revenue and costs should be adjusted to reflect change orders approved by

the customer and the contractor regarding both scope and price.

.62 Accounting for unpriced change orders depends on their characteristics and the
circumstances in which they occur. Under the completed—contract method, costs
attributable to unpriced change orders should be deferred as contract costs if it is
probable that aggregate contract costs, including costs attributable to change orders,
will be recovered from contract revenues. For all unpriced change orders, recovery
should be deemed probable if the future event or events necessary for recovery are
likely to occur. Some of the factors to consider in evaluating whether recovery is
probable are the customer's written approval of the scope of the change order,
separate documentation for change order costs that are identifiable and reasonable,
and the entity's favorable experience in negotiating change orders, especially as it
relates to the specific type of contract and change order being evaluated. The
following guidelines should be followed in accounting for unpriced change orders
under the percentage-of-completion method.

a. Costs attributable to unpriced change orders should be treated as costs of
contract performance in the period in which the costs are incurred if it is not probable

that the costs will be recovered through a change in the contract price.
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b. If it is probable that the costs will be recovered through a change in the contract
price, the costs should be deferred (excluded from the cost of contract performance)
until the parties have agreed on the change in contract price, or, alternatively, they
should be treated as costs of contract performance in the period in which they are
incurred, and contract revenue should be recognized to the extent of the costs
incurred.

c. If it is probable that the contract price will be adjusted by an amount that
exceeds the costs attributable to the change order and the amount of the excess can
be reliably estimated, the original contract price should also be adjusted for that
amount when the costs are recognized as costs of contract performance if its
realization is probable. However, since the substantiation of the amount of future
revenue is difficult, revenue in excess of the costs attributable to unpriced change
orders should only be recorded in circumstances in which realization is assured
beyond a reasonable doubt, such as circumstances in which an entity's historical
experience provides such assurance or in which an entity has received a bona fide

pricing offer from a customer and records only the amount of the offer as revenue.

.63 If change orders are in dispute or are unapproved in regard to both scope and
price, they should be evaluated as claims (see paragraphs .65 to .67).
Contract Options and Additions

.64 An option or an addition to an existing contract should be treated as a separate
contract in any of the following circumstances:

a. The product or service to be provided differs significantly from the product or
service provided under the original contract.

b. The price of the new product or service is negotiated without regard to the
original contract and involves different economic judgments.

c.  The products or services to be provided under the exercised option or amendment
are similar to those under the original contract, but the contract price and anticipated
contract cost relationship are significantly different.

If an option or addition to an existing contract does not meet any of the above
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conditions, it may be combined with the original contract if it meets the criteria in
paragraph .37 or .38. Exercised options or additions that do not meet the criteria for
treatment as separate contracts or for combining with the original contracts should be
treated as change orders on the original contracts.

Claims

.65 Claims are amounts in excess of the agreed contract price (or amounts not
included in the original contract price) that a contractor seeks to collect from
customers or others for customer—caused delays, errors in specifications and designs,
contract terminations, change orders in dispute or unapproved as to both scope and
price, or other causes of unanticipated additional costs. Recognition of amounts of
additional contract revenue relating to claims is appropriate only if it is probable that
the claim will result in additional contract revenue and if the amount can be reliably
estimated. Those two requirements are satisfied by the existence of all the following
conditions:

a. The contract or other evidence provides a legal basis for the claim; or a legal
opinion has been obtained, stating that under the circumstances there is a reasonable
basis to support the claim.

b.  Additional costs are caused by circumstances that were unforeseen at the
contract date and are not the result of deficiencies in the contractor's performance.
c. Costs associated with the claim are identifiable or otherwise determinable and are
reasonable in view of the work performed.

d. The evidence supporting the claim is objective and verifiable, not based on
management's "feel" for the situation or on unsupported representations.

If the foregoing requirements are met, revenue from a claim should be recorded only
to the extent that contract costs relating to the claim have been incurred. The
amounts recorded, if material, should be disclosed in the notes to the financial
statements. Costs attributable to claims should be treated as costs of contract

performance as incurred.
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.66 However, a practice such as recording revenues from claims only when the
amounts have been received or awarded may be used. If that practice is followed, the

amounts should be disclosed in the notes to the financial statements.

.67 If the requirements in paragraph .65 are not met or if those requirements are
met but the claim exceeds the recorded contract costs, a contingent asset should be
disclosed in accordance with FASB Statement No. 5, paragraph 17.

Income Determination-Cost Elements

.68 Contract costs must be identified, estimated, and accumulated with a reasonable
degree of accuracy in determining income earned. At any time during the life of a
contract, total estimated contract cost consists of two components: costs incurred to
date and estimated cost to complete the contract. A company should be able to
determine costs incurred on a contract with a relatively high degree of precision,
depending on the adequacy and effectiveness of its cost accounting system. The
procedures or systems used in accounting for costs vary from relatively simple,
manual procedures that produce relatively modest amounts of detailed analysis to
sophisticated, computer—based systems that produce a great deal of detailed analysis.
Despite the diversity of systems and procedures, however, an objective of each
system or of each set of procedures should be to accumulate costs properly and
consistently by contract with a sufficient degree of accuracy to assure a basis for the

satisfactory measurement of earnings.

Contract Costs

.69 Contract costs are accumulated in the same manner as inventory costs and are
charged to operations as the related revenue from contracts is recognized. Contract
costs generally include all direct costs, such as materials, direct labor, and
subcontracts, and indirect costs identifiable with or allocable to the contracts.
However, practice varies for certain types of indirect costs considered allocable to
contracts, for example, support costs (such as central preparation and processing of

job payrolls, billing and collection costs, and bidding and estimating costs).
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.70 Authoritative accounting pronouncements require costs to be considered period
costs if they cannot be clearly related to production, either directly or by an allocation

based on their discernible future benefits.

71 Income is recognized over the term of the contract under the percentage—of
—completion method or is recognized as units are delivered under the units—of
—delivery modification and is deferred until performance is substantially complete
under the completed—contract method. None of the characteristics peculiar to those
methods, however, require accounting for contract costs to deviate in principle from
the basic framework established in existing authoritative literature applicable to

inventories or business enterprises in general.

72 A contracting entity should apply the following general principles in accounting
for costs of construction—type and those production-type contracts covered by this
statement. The principles are consistent with generally accepted accounting principles
for inventory and production costs in other areas, and their application requires the
exercise of judgment.

a. All direct costs, such as material, labor, and subcontracting costs, should be
included in contract costs.

b. Indirect costs allocable to contracts include the costs of indirect labor, contract
supervision, tools and equipment, supplies, quality control and inspection, insurance,
repairs and maintenance, depreciation and amortization, and, in some circumstances,
support costs, such as central preparation and processing of payrolls. For government
contractors, other types of costs that are allowable or allocable under pertinent
government contract regulations may be allocated to contracts as indirect costs if
otherwise allowable under GAAP. ™

Methods of allocating indirect costs should be systematic and rational. They include,
for example, allocations based on direct labor costs, direct labor hours, or a
combination of direct labor and material costs. The appropriateness of allocations of
indirect costs and of the methods of allocation depend on the circumstances and

involve judgment.

90 - 24]] BAle] T S e



c. General and administrative costs ordinarily should be charged to expense as
incurred but may be accounted for as contract costs under the completed—contract
method of accounting ™ '

or, in some circumstances, as indirect contract costs by government contractors. fn 13
d. Selling costs should be excluded from contract costs and charged to expense as
incurred unless they meet the criteria for precontract costs in paragraph .75.
e.  Costs under cost-type contracts should be charged to contract costs in
conformity with generally accepted accounting principles in the same manner as costs
under other types of contracts because unrealistic profit margins may result in
circumstances in which reimbursable cost accumulations omit substantial contract
costs (with a resulting larger fee) or include substantial unallocable general and
administrative costs (with a resulting smaller fee).

f. In computing estimated gross profit or providing for losses on contracts,
estimates of cost to complete should reflect all of the types of costs included in
contract costs.

g. Inventoriable costs should not be carried at amounts that when added to the
estimated cost to complete are greater than the estimated realizable value of the
related contracts.

Interest costs should be accounted for in accordance with FASB Statement No. 34,
Capitalization of Interest Cost.

Precontract Costs

.73 In practice, costs are deferred in anticipation of future contract sales in a variety
of circumstances. The costs may consist of (a) costs incurred in anticipation of a
specific contract that will result in no future benefit unless the contract is obtained
(such as the costs of mobilization, engineering, architectural, or other services
incurred on the basis of commitments or other indications of interest in negotiating a
contract), (b) costs incurred for assets to be used in connection with specific
anticipated contracts (for example, costs for the purchase of production equipment,
materials, or supplies), (c) costs incurred to acquire or produce goods in excess of the

amounts required under a contract in anticipation of future orders for the same item,
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and (d) learning, start-up, or mobilization costs incurred for anticipated but

unidentified contracts.

.74 Learning or start—up costs are sometimes incurred in connection with the
performance of a contract or a group of contracts. In some circumstances, follow—on
or future contracts for the same goods or services are anticipated. Such costs usually
consist of labor, overhead, rework, or other special costs that must be incurred to
complete the existing contract or contracts in progress and are distinguished from
research and development costs. fn 14

A direct relationship between such costs and the anticipated future contracts is often
difficult to establish, and the receipt of future contracts often cannot reasonably be

anticipated.

75 The division recommends the following accounting for precontract costs:
a. Costs that are incurred for a specific anticipated contract and that will result in
no future benefits unless the contract is obtained should not be included in contract
costs or inventory before the receipt of the contract. However, such costs may be
otherwise deferred, subject to evaluation of their probable recoverability, but only if
the costs can be directly associated with a specific anticipated contract and if their
recoverability from that contract is probable. ™ *

b. Costs incurred for assets, such as costs for the purchase of materials, production
equipment, or supplies, that are expected to be used in connection with anticipated
contracts may be deferred outside the contract cost or inventory classification if their
recovery from future contract revenue or from other dispositions of the assets is
probable.

c. Costs incurred to acquire or produce goods in excess of the amounts required for
an existing contract in anticipation of future orders for the same items may be treated
as inventory if their recovery is probable.

d. Learning or start—up costs incurred in connection with existing contracts and in
anticipation of follow—on or future contracts for the same goods or services should be

fn 15]

charged to existing contracts. [
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e. Costs appropriately deferred in anticipation of a contract should be included in
contract costs on the receipt of the anticipated contract.

f.  Costs related to anticipated contracts that are charged to expenses as incurred
because their recovery is not considered probable should not be reinstated by a credit

to income on the subsequent receipt of the contract.

Cost Adjustments Arising from Back Charges

.76 Back charges are billings for work performed or costs incurred by one party
that, in accordance with the agreement, should have been performed or incurred by
the party to whom billed. These frequently are disputed items. For example, owners
bill back charges to general contractors, and general contractors bill back charges to
subcontractors. Examples of back charges include charges for cleanup work and

charges for a subcontractor's use of a general contractor's equipment.

.77 A common practice is to net back charges in the estimating process. The
division recommends the following procedures in accounting for back charges:
Back charges to others should be recorded as receivables and, to the extent
considered collectible, should be applied to reduce contract costs. However, if the
billed party disputes the propriety or amount of the charge, the back charge is in
effect a claim, and the criteria for recording claims apply.

Back charges from others should be recorded as payables and as additional contract

costs to the extent that it is probable that the amounts will be paid.

Estimated Cost to Complete

.78 The estimated cost to complete, the other component of total estimated contract
cost, 1s a significant variable in the process of determining income earned and is thus
a significant factor in accounting for contracts. The latest estimate may be
determined in a variety of ways and may be the same as the original estimate.
Practices in estimating total contract costs vary, and guidance is needed in this area
because of the impact of those practices on accounting. The following practices
should be followed:
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a. Systematic and consistent procedures that are correlated with the cost accounting
system should be used to provide a basis for periodically comparing actual and
estimated costs.

b. In estimating total contract costs, the quantities and prices of all significant
elements of cost should be identified.

c. The estimating procedures should provide that estimated cost to complete
includes the same elements of cost that are included in actual accumulated costs; also,
those elements should reflect expected price increases.

d. The effects of future wage and price escalations should be taken into account in
cost estimates, especially when the contract performance will be carried out over a
significant period of time. Escalation provisions should not be blanket overall
provisions but should cover labor, materials, and indirect costs based on percentages
or amounts that take into consideration experience and other pertinent data.

e. Estimates of cost to complete should be reviewed periodically and revised as

appropriate to reflect new information.

Computation of Income Earned for a Period Under the Percentage-of
-Completion Method

.79  Total estimated gross profit on a contract, the difference between total
estimated contract revenue and total estimated contract cost, must be determined
before the amount earned on the contract for a period can be determined. The portion
of total revenue earned or the total amount of gross profit earned to date is
determined by the measurement of the extent of progress toward completion using
one of the methods discussed in paragraphs .44 to .51 of this statement. The
computation of income earned for a period involves a determination of the portion of
total estimated contract revenue that has been earned to date (earned revenue) and
the portion of total estimated contract cost related to that revenue (cost of earned
revenue). Two different approaches to determining earned revenue and cost of earned
revenue are widely used in practice. Either of the alternative approaches may be used

. . fn 16
on a consistent basis. "
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Alternative A

.80 The advocates of this method believe that the portion of total estimated contract
revenue earned to date should be determined by the measurement of the extent of
progress toward completion and that, in accordance with the matching concept, the
measurement of extent of progress toward completion should also be used to allocate
a portion of total estimated contract cost to the revenue recognized for the period.
They believe that this procedure results in reporting earned revenue, cost of earned
revenue, and gross profit consistent with the measurement of contract performance.
Moreover, they believe that, if there are no changes in estimates during the
performance of a contract, the procedure also results in a consistent gross profit
percentage from period to period. However, they recognize that a consistent gross
profit percentage is rarely obtained in practice because of the need to be responsive
in the accounting process to changes in estimates of contract revenues, costs, earned
revenue, and gross profits. In accordance with this procedure, earned revenue, cost of
earned revenue, and gross profit should be determined as follows:

a.Earned Revenue to date should be computed by multiplying total estimated contract
revenue by the percentage of completion (as determined by one of the acceptable
methods of measuring the extent of progress toward completion). The excess of the
amount over the earned revenue reported in prior periods is the earned revenue that
should be recognized in the income statement for the current period.

b.Cost of Earned Revenue for the period should be computed in a similar manner.
Cost of earned revenue to date should be computed by multiplying total estimated
contract cost by the percentage of completion on the contract. The excess of that
amount over the cost of earned revenue reported in prior periods is the cost of earned
revenue that should be recognized in the income statement for the current period. The
difference between total cost incurred to date and cost of earned revenue to date
should be reported on the balance sheet.

c.Gross Profit on a contract for a period is the excess of earned revenue over the cost

of earned revenue.
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Alternative B

.81 The advocates of this method believe that the measurement of the extent of
progress toward completion should be used to determine the amount of gross profit
earned to date and that the earned revenue to date is the sum of the total cost
incurred on the contract and the amount of gross profit earned. They believe that the
cost of work performed on a contract for a period, including materials, labor,
subcontractors, and other costs, should be the cost of earned revenue for the period.
They believe that the amount of costs incurred can be objectively determined, does
not depend on estimates, and should be the amount that enters into the accounting
determination of income earned. They recognize that, under the procedure that they
advocate, gross profit percentages will vary from period to period unless the
cost—to—cost method is used to measure the extent of progress toward completion.
However, they believe that varying profit percentages are consistent with the existing
authoritative literature when costs incurred do not provide an appropriate measure of
the extent of progress toward completion. In accordance with Alternative B, earned
revenue, cost of earned revenue, and gross profit are determined as follows:
a. Earned Revenue is the amount of gross profit earned on a contract for a period
plus the costs incurred on the contract during the period.

b.Cost of Earned Revenue is the cost incurred during the period, excluding the cost of
materials not unique to a contract that have not been used for the contract and costs
incurred for subcontracted work that is still to be performed.

c.Gross Profit earned on a contract should be computed by multiplying the total
estimated gross profit on the contract by the percentage of completion (as determined
by one of the acceptable methods of measuring extent of progress toward
completion). The excess of that amount over the amount of gross profit reported in
prior periods is the earned gross profit that should be recognized in the income

statement for the current period.
Revised Estimates

.82 Adjustments to the original estimates of the total contract revenue, total

contract cost, or extent of progress toward completion are often required as work
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progresses under the contract and as experience is gained, even though the scope of
the work required under the contract may not change. The nature of accounting for
contracts is such that refinements of the estimating process for changing conditions
and new developments are continuous and characteristic of the process. Additional
information that enhances and refines the estimating process is often obtained after
the balance sheet date but before the issuance of the financial statements; such
information should result in an adjustment of the unissued financial statements.
Events occurring after the date of the financial statements that are outside the normal
exposure and risk aspects of the contract should not be considered refinements of the

estimating process of the prior year but should be disclosed as subsequent events.

.83 Revisions in revenue, cost, and profit estimates or in measurements of the
extent of progress toward completion are changes in accounting estimates as defined
in APB Opinion No. 20, Accounting Changes. fn 17

That opinion has been interpreted to permit the following two alternative methods of
accounting for changes in accounting estimates:

Cumulative Catch—up. Account for the change in estimate in the period of change so
that the balance sheet at the end of the period of change and the accounting in
subsequent periods are as they would have been if the revised estimate had been the
original estimate.
Reallocation. Account for the effect of the change ratably over the period of change
in estimate and subsequent periods.
Although both methods are used in practice to account for changes in estimates of
total revenue, total costs, or extent of progress under the percentage—of-completion
method, the cumulative catch—up method is more widely used. Accordingly, to narrow
the areas of differences in practice, such changes should be accounted for by the

cumulative catch—-up method.

.84 Although estimating is a continuous and normal process for contractors, the

second sentence of APB Opinion No. 20, paragraph 33, recommends disclosure of the

effect of significant revisions if the effect is material. ™ ®
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Provisions for Anticipated Losses on Contracts

.85 When the current estimates of total contract revenue and contract cost indicate
a loss, a provision for the entire loss on the contract should be made. Provisions for
losses should be made in the period in which they become evident under either the
percentage—of—completion method or the completed—contract method. If a group of
contracts are combined based on the criteria in paragraph .37 or .38, they should be
treated as a unit in determining the necessity for a provision for a loss. If contracts
are segmented based on the criteria in paragraph .40, .41, or .42 of this statement, the
individual segments should be considered separately in determining the need for a

provision for a loss.

.86 Losses on cost-type contracts, although less frequent, may arise if, for example,
a contract provides for guaranteed maximum reimbursable costs or target penalties.
In recognizing losses for accounting purposes, the contractor's normal cost
accounting methods should be used in determining the total cost overrun on the

contract, and losses should include provisions for performance penalties.

.87 The costs used in arriving at the estimated loss on a contract should include all
costs of the type allocable to contracts under paragraph .72 of this statement. Other
factors that should be considered in arriving at the projected loss on a contract
include target penalties and rewards, nonreimbursable costs on cost—plus contracts,
change orders, and potential price redeterminations. In circumstances in which general
and administrative expenses are treated as contract costs under the
completed-contract method of accounting, the estimated loss should include the same

types of general and administrative expenses.

.88 The provision for loss arises because estimated cost for the contract exceeds
estimated revenue. Consequently, the provision for loss should be accounted for in the
income statement as an additional contract cost rather than as a reduction of contract
revenue, which is a function of contract price, not cost. Unless the provision is

material in amount or unusual or infrequent in nature, the provision should be
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included in contract cost and need not be shown separately in the income statement.
If it is shown separately, it should be shown as a component of the cost included in

the computation of gross profit.

.89 Provisions for losses on contracts should be shown separately as liabilities on
the balance sheet, if significant, except in circumstances in which related costs are
accumulated on the balance sheet, in which case the provisions may be deducted from
the related accumulated costs. In a classified balance sheet, a provision shown as a

liability should be shown as a current liability.

Transition

.90 An accounting change from the completed—-contract method or from the
percentage—of—completion method to conform to the recommendations of this
statement of position should be made retroactively by restating the financial
statements of prior periods. The restatement should be made on the basis of current
information if historical information is not available. If the information for restatement
of prior periods is not available on either a historical or current basis, financial
statements and summaries should be restated for as many consecutive prior periods
preceding the transition date of this statement as is practicable, and the cumulative
effect on the retained earnings at the beginning of the earliest period restated (or at
the beginning of the period in which the statement is first applied if it is not
practicable to restate any prior periods) should be included in determining net income

for that period (see paragraph 20 of APB Opinion No. 20, Accounting Changes).

.91 Accounting changes to conform to the recommendations of this statement of
position, other than those stated in paragraph .90, should be made prospectively for
contracting transactions, new contracts, and contract revisions entered into on or after
the effective date of this statement. The division recommends the application of the
provisions of this statement for fiscal years, and interim periods in such fiscal years,
beginning after June 30, 1981. The division encourages earlier application of this

statement, including retroactive application to all contracts regardless of when they
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were entered into. Disclosures should be made in the financial statements in the

period of change in accordance with APB Opinion No. 20, paragraph 28.

Appendix A
Schematic Chart of SOP Organization
.92

Appendix B

Types of Contracts

.93

Four basic types of contracts are distinguished on the basis of their pricing
arrangements in paragraph .15 of this statement: (a) fixed-price or lump-sum
contracts, (b) time—and-material contracts, (c) cost-type (including cost-plus)
contracts, and (d) unit-price contracts. This appendix describes the basic types of
contracts in greater detail and briefly describes common variations of each basic type.
Fixed-Price or Lump-Sum Contracts

A fixed-price or lump—-sum contract is a contract in which the price is not usually
subject to adjustment because of costs incurred by the contractor. Common variations
of fixed-price contracts are:

1. Firm fixed-price contract—A contract in which the price is not subject to any
adjustment by reason of the cost experience of the contractor or his performance
under the contract.

2. Fixed-price contract with economic price adjustment—-A contract which provides
for upward or downward revision of contract price upon the occurrence of specifically
defined contingencies, such as increases or decreases in material prices or labor wage
rates.

3. Fixed—price contract providing for prospective periodic redetermination of price—A
contract which provides a firm fixed—price for an initial number of unit deliveries or
for an initial period of performance and for prospective price redeterminations either
upward or downward at stated intervals during the remaining period of performance

under the contract.
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4. Fixed—price contract providing for retroactive redetermination of price-A contract
which provides for a ceiling price and retroactive price redetermination (within the
ceiling price) after the completion of the contract, based on costs incurred, with
consideration being given to management ingenuity and effectiveness during
performance.

5. Fixed-price contract providing for firm target cost incentives—A contract which
provides at the outset for a firm target cost, a firm target profit, a price ceiling (but
not a profit ceiling or floor), and a formula (based on the relationship which final
negotiated total cost bears to total target cost) for establishing final profit and price.
6. Fixed-price contract providing for successive target cost incentives—A contract
which provides at the outset for an initial target cost, an initial target profit, a price
ceiling, a formula for subsequently fixing the firm target profit (within a ceiling and
a floor established along with the formula, at the outset), and a production point at
which the formula will be applied.

7. Fixed-price contract providing for performance incentives—A contract which
incorporates an incentive to the contractor to surpass stated performance targets by
providing for increases in the profit to the extent that such targets are surpassed and
for decreases to the extent that such targets are not met.

8. Fixed-price level-of-effort term contract—-A contract which usually calls for
investigation or study in a specific research and development area. It obligates the
contractor to devote a specified level of effort over a stated period of time for a fixed
dollar amount. ™ !

Time-and-Material Contracts

Time-and-material contracts are contracts that generally provide for payments to the
contractor on the basis of direct labor hours at fixed hourly rates (that cover the cost
of direct labor and indirect expenses and profit) and cost of materials or other
specified costs. Common variations of time and material contracts are:

1. Time at marked-up rate.

2. Time at marked—-up rate, material at cost.

3.  Time and material at marked—up rates.
4

Guaranteed maximum cost—labor only or labor and material.
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Cost-Type Contracts

Cost-type contracts provide for reimbursement of allowable or otherwise defined
costs incurred plus a fee that represents profit. Cost-type contracts usually only
require that the contractor use his best efforts to accomplish the scope of the work
within some specified time and some stated dollar limitation. Common variations of
cost-plus contracts are

1. Cost-sharing contract-A contract under which the contractor is reimbursed only
for an agreed portion of costs and under which no provision is made for a fee.
2. Cost—without—fee contract—A contract under which the contractor is reimbursed
for costs with no provision for a fee.

3. Cost-plus—fixed—-fee contract-A contract under which the contractor is
reimbursed for costs plus the provision for a fixed fee.

4. Cost-plus—award-fee contract-A contract under which the contractor is
reimbursed for costs plus a fee consisting of two parts: (a) a fixed amount which
does not vary with performance and (b) an award amount based on performance in
areas such as quality, timeliness, ingenuity, and cost-effectiveness. The amount of
award fee i1s based upon a subjective evaluation by the government of the
contractor's performance judged in light of criteria set forth in the contract.

5. Cost-plus—incentive—-fee contract (Incentive based on cost)-A contract under
which the contractor is reimbursed for costs plus a fee which is adjusted by formula
in accordance with the relationship which total allowable costs bear to target cost. At
the outset there is negotiated a target cost, a target fee, a minimum and maximum
fee, and the adjustment formula.

6. Cost-plus—-incentive—fee contract (Incentive based on performance)-A contract
under which a contractor is reimbursed for costs plus an incentive to surpass stated
performance targets by providing for increases in the fee to the extent that such
targets are surpassed and for decreases to the extent that such targets are not met.
fn 2

Unit-Price Contracts

Unit—price contracts are contracts under which the contractor is paid a specified

amount for every unit of work performed. A unit-price contract is essentially a
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fixed—price contract with the only variable being units of work performed. Variations
In unit—price contracts include the same type of variations as fixed—price contracts. A
unit—price contract is normally awarded on the basis of a total price that is the sum
of the product of the specified units and unit prices. The method of determining total
contract price may give rise to unbalanced unit prices because units to be delivered
early in the contract may be assigned higher unit prices than those to be delivered as

the work under the contract progresses.

Appendix C
Summary of Disclosure Recommendations in Statement of Position
.94

SOP Par. Nature of Disclosure
21 Accounting policy—-methods of reporting revenue

Method or methods of measuring extent of progress
toward completion

45
D2 Criteria for determining substantial completion
.65-.67 Information on revenue and costs arising from claims

.84 Effects of changes in estimates on contracts

.90-.91 Effects of accounting changes to conform to SOP

Notes to ACC Section 10,330 - (SOP 81-1) Accounting for Performance of
Construction-Type and Certain Production—-Type Contracts

Note *

*  Statement of Position 93-3, Rescission of Accounting Principles Board Statements,
rescinds APB Statement No. 4. FASB Concepts Statement No. 5, Recognition and
Measurement in Financial Statements of Business Enterprises, discusses matters
similar to those in APB Statement No. 4. [Footnote added to reflect the conforming

changes necessary due to the issuance of recent authoritative literature.]
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Note 1

1 This statement is not intended to apply to "service transactions" as defined in the
FASB's October 23, 1978 Invitation to Comment, Accounting for Certain Service
Transactions. However, it applies to separate contracts to provide services essential
to the construction or production of tangible property, such as design, engineering,
procurement, and construction management (see paragraph .13 for examples).
Note 2

2 Specifications imposed on the buyer by a third party (for example, a government
or regulatory agency or a financial institution) or by conditions in the marketplace are
deemed to be "buyer's specifications.”

Note [3]

[3] [Footnote deleted to reflect the conforming changes necessary due to the
issuance of recent authoritative literature. ]

Note 4

4 The division recognizes that many contractors have informal estimating
procedures that may result in poorly documented estimates and marginal quality field
reporting and job costing systems. Those conditions may influence the ability of an
entity to produce reasonably dependable estimates. However, procedures and systems
should not influence the development of accounting principles and should be dealt
with by management as internal control, financial reporting, and auditing concerns.
Note 5

5 The type of estimating procedures appropriate in a particular set of circumstances
depends on a careful evaluation of the costs and benefits of developing the
procedures. The ability to produce reasonably dependable estimates that would justify
the use of the percentage—of—completion method as recommended in paragraph .25
does not depend on the elaborateness of the estimating procedures used.

Note [6]

[6] [Footnote deleted to reflect the conforming changes necessary due to the
issuance of recent authoritative literature. ]

Note 7

7 In applying the criterion in paragraph .41(d), values assignable to the segments
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should be on the basis of the contractor's normal historical prices and terms of such
services to other customers. The division considered but rejected the concept of
allowing a contractor to segment on the basis of prices charged by other contractors,
since it does not follow that those prices could have been obtained by a contractor
who has no history in the market.

Note 8

8 ARB No. 45, paragraph 4, states: The committee recommends that the
recognized income [under the percentage—of—completion method] be that percentage of
estimated total income, either:

(a) that incurred costs to date bear to estimated total costs after giving effect to
estimates of costs to complete based upon most recent information, or

(b) that may be indicated by such other measure of progress toward completion as
may be appropriate having due regard to work performed.

Costs as here used might exclude, especially during the early stages of a contract, all
or a portion of the cost of such items as materials and subcontracts if it appears that
such an exclusion would result in a more meaningful periodic allocation of income.
Note 9

9 The cost of uninstalled materials specifically produced, fabricated, or constructed
for a project should be included in the costs used to measure extent of progress. Such
materials consist of items unique to a project that a manufacturer or supplier does not
carry in inventory and that must be produced or altered to meet the specifications of
the project.

Note 10

10 Cost-type government contracts with fees based on a percentage of cost are no
longer granted under government regulations.

Note 11

11 The AICPA Audit and Accounting Guide Audits of Federal Government
Contractors, states, "Practice varies among government contractors concerning the
extent to which costs are included in inventory. Some contractors include in
inventory all direct costs and only certain indirect costs. . . . Other contractors record

as inventory all costs identified with the contract, including an allocation of general
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and administrative . . . expenses." The guide points out that many accountants
believe that the practice of allocating general and administrative expenses to contract
costs, which is permitted under the completed—contract method by ARB No. 45,
paragraph 10, may appropriately be extended to government contracts because they
believe that "costs incurred pursuant to a government contract are associated directly
with the contract's revenue, and both should be recognized in the same period."
[Revised to reflect the conforming changes necessary due to the issuance of recent
authoritative literature. ]

Note 12

12 Paragraph 10 of ARB No. 45, Long—Term Construction—-Type Contracts, states:
When the completed-contract method is used, it may be appropriate to allocate
general and administrative expenses to contract costs rather than to periodic income.
This may result in a better matching of costs and revenues than would result from
treating such expenses as period cost, particularly in years when no contracts were

completed.
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Abstract

IAS 11 prescribes the accounting treatment of revenue and costs associated with
construction contracts. Because of the nature of the activity undertaken in
construction contracts, the date at which the contract activity is entered into and the
date when the activity is completed usually fall into different accounting periods.
Hence the allocation of contract revenue and contract costs to the accounting periods
in which construction work is performed are the primary accounting issues.
IAS 11 uses the recognition criteria established in the Framework for the Preparation
and Presentation of Financial Statements to determine when contract revenue and
contract costs should be recognised as revenue and expenses in the income statement.

It also provides practical guidance on the application of these criteria.

History

This Standard is effective for financial statements covering periods beginning on or
after 1 January 1995.

In May 1999, IAS 10 (revised 1999) Events After the Balance Sheet Date, amended
paragraph 45. The amended text was effective for annual financial statements

covering periods beginning on or after 1 January 2000.

Detailed Alert
Contents
International Accounting Standard IAS 11

Construction Contracts
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OBJECTIVE

SCOPE Paragraphs
1 -2
DEFINITIONS 3-6
COMBINING AND SEGMENTING CONSTRUCTION 7 - 10
CONTRACTS
CONTRACT REVENUE 11 - 15
CONTRACT COSTS 16 - 21
RECOGNITION OF CONTRACT REVENUE AND EXPENSES 22 - 35
RECOGNITION OF EXPECTED LOSSES 36 - 37
CHANGES IN ESTIMATES 38
DISCLOSURE 39 - 45
EFFECTIVE DATE 46
APPENDIX A

Disclosure of Accounting Policies
The Determination of Contract Revenue and Expenses

Contract Disclosures

International Accounting Standard IAS 11
Construction Contracts

International Accounting Standard 11 Construction Contracts (IAS 11)
is set out in paragraphs 1-46 and Appendix A. All the paragraphs
have equal authority but retain the IASC format of the Standard
when it was adopted by the IASB. IAS 11 should be read in the
context of its objective, the Preface to International Financial
Reporting Standards and the Framework for the Preparation and
Presentation of Financial Statements. These provide a basis for
selecting and applying accounting policies in the absence of explicit
guidance.
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Objective

The objective of this Standard is to prescribe the accounting treatment of revenue
and costs associated with construction contracts. Because of the nature of the activity
undertaken in construction contracts, the date at which the contract activity is
entered into and the date when the activity is completed usually fall into different
accounting periods. Therefore, the primary issue in accounting for construction
contracts is the allocation of contract revenue and contract costs to the accounting
periods in which construction work is performed. This Standard uses the recognition
criteria established in the Framework for the Preparation and Presentation of
Financial Statements to determine when contract revenue and contract costs should
be recognised as revenue and expenses in the income statement. It also provides

practical guidance on the application of these criteria.

Scope
1. This Standard should be applied in accounting for construction contracts in the

financial statements of contractors.

2. This Standard supersedes IAS 11 Accounting for Construction Contracts, approved
in 1978.

Definitions

3. The following terms are used in this Standard with the meanings specified:
A 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.
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.

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

fee.
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4. A construction contract may be negotiated for the construction of a single asset
such as a bridge, building, dam, pipeline, road, ship or tunnel. A construction contract
may also deal with the construction of a number of assets which are closely
interrelated or interdependent in terms of their design, technology and function or
their ultimate purpose or use; examples of such contracts include those for the

construction of refineries and other complex pieces of plant or equipment.

5. For the purposes of this Standard, construction contracts include:

(a) contracts for the rendering of services which are directly related to the
construction of the asset, for example, those for the services of project managers and
architects; and

(b) contracts for the destruction or restoration of assets, and the restoration of the

environment following the demolition of assets.

6. Construction contracts are formulated in a number of ways which, for the purposes
of this Standard, are classified as fixed price contracts and cost plus contracts. Some
construction contracts may contain characteristics of both a fixed price contract and
a cost plus contract, for example in the case of a cost plus contract with an agreed
maximum price. In such circumstances, a contractor needs to consider all the
conditions in paragraphs 23 and 24 in order to determine when to recognise contract

revenue and expenses.

Combining and Segmenting Construction Contracts

7. The requirements of this Standard are usually applied separately to each
construction contract. However, in certain circumstances, it 1s necessary to apply the
Standard to the separately identifiable components of a single contract or to a group
of contracts together in order to reflect the substance of a contract or a group of

contracts.

8. When a contract covers a number of assets, the construction of each asset should

be treated as a separate construction contract when:
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(a) separate proposals have been submitted for each asset;

(b) each asset has been subject to separate negotiation and the contractor and
customer have been able to accept or reject that part of the contract relating to each
asset; and

(c) the costs and revenues of each asset can be identified.

9. A group of contracts, whether with a single customer or with several customers,
should be treated as a single construction contract when:

(a) the group of contracts is negotiated as a single package;

(b) the contracts are so closely interrelated that they are, in effect, part of a single
project with an overall profit margin; and

(c) the contracts are performed concurrently or in a continuous sequence.

10. A contract may provide for the construction of an additional asset at the option
of the customer or may be amended to include the construction of an additional asset.
The construction of the additional asset should be treated as a separate construction
contract when:

(a) the asset differs significantly in design, technology or function from the asset or
assets covered by the original contract; or

(b) the price of the asset is negotiated without regard to the original contract price.

Contract Revenue

11. Contract revenue should comprise:

(a) the initial amount of revenue agreed in the contract; and

(b) variations in contract work, claims and incentive payments:

(1) to the extent that it is probable that they will result in revenue; and

(ii) they are capable of being reliably measured.
12. Contract revenue is measured at the fair value of the consideration received or

receivable. The measurement of contract revenue is affected by a variety of

uncertainties that depend on the outcome of future events. The estimates often need
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to be revised as events occur and uncertainties are resolved. Therefore, the amount of
contract revenue may increase or decrease from one period to the next. For example:
(a) a contractor and a customer may agree variations or claims that increase or
decrease contract revenue in a period subsequent to that in which the contract was
initially agreed;

(b) the amount of revenue agreed in a fixed price contract may increase as a result
of cost escalation clauses;

(c) the amount of contract revenue may decrease as a result of penalties arising from
delays caused by the contractor in the completion of the contract; or

(d) when a fixed price contract involves a fixed price per unit of output, contract

revenue increases as the number of units is increased.

13. A variation is an instruction by the customer for a change in the scope of the
work to be performed under the contract. A variation may lead to an increase or a
decrease in contract revenue. Examples of variations are changes in the specifications
or design of the asset and changes in the duration of the contract. A variation is
included in contract revenue when:

(a) it is probable that the customer will approve the variation and the amount of
revenue arising from the variation; and

(b) the amount of revenue can be reliably measured.

14. A claim is an amount that the contractor seeks to collect from the customer or
another party as reimbursement for costs not included in the contract price. A claim
may arise from, for example, customer caused delays, errors in specifications or
design, and disputed variations in contract work. The measurement of the amounts of
revenue arising from claims is subject to a high level of uncertainty and often
depends on the outcome of negotiations. Therefore, claims are only included in
contract revenue when:

(a) negotiations have reached an advanced stage such that it is probable that the
customer will accept the claim; and

(b) the amount that it is probable will be accepted by the customer can be measured
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reliably.

15. Incentive payments are additional amounts paid to the contractor if specified
performance standards are met or exceeded. For example, a contract may allow for an
incentive payment to the contractor for early completion of the contract. Incentive
payments are included in contract revenue when:

(a) the contract is sufficiently advanced that it is probable that the specified
performance standards will be met or exceeded; and

(b) the amount of the incentive payment can be measured reliably.

Contract Costs

16. Contract costs should comprise:

(a) costs that relate directly to the specific contract;

(b) costs that are attributable to contract actively in general and can be allocated to
the contract; and

(c) such other costs as are specifically chargeable to the customer under the terms of

the contract.

17. Costs that relate directly to a specific contract include:

(a) site labour costs, including site supervision;

(b) costs of materials used in construction;

(c) depreciation of plant and equipment used on the contract;

(d) costs of moving plant, equipment and materials to and from the contract site;
(e) costs of hiring plant and equipment;

(D) costs of design and technical assistance that is directly related to the contract;
(g) the estimated costs of rectification and guarantee work, including expected
warranty costs; and

(h) claims from third parties.

These costs may be reduced by any incidental income that is not included in contract
revenue, for example income from the sale of surplus materials and the disposal of

plant and equipment at the end of the contract.
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18. Costs that may be attributable to contract activity in general and can be allocated
to specific contracts include:

(a) insurance;

(b) costs of design and technical assistance that is not directly related to a specific
contract; and

(¢) construction overheads.

Such costs are allocated using methods that are systematic and rational and are
applied consistently to all costs having similar characteristics. The allocation is based
on the normal level of construction activity. Construction overheads include costs
such as the preparation and processing of construction personnel payroll. Costs that
may be attributable to contract activity in general and can be allocated to specific
contracts also include borrowing costs when the contractor adopts the allowed

alternative treatment in IAS 23 Borrowing Costs.

19. Costs that are specifically chargeable to the customer under the terms of the
contract may include some general administration costs and development costs for

which reimbursement is specified in the terms of the contract.

20. Costs that cannot be attributed to contract activity or cannot be allocated to a
contract are excluded from the costs of a construction contract. Such costs include:
(a) general administration costs for which reimbursement is not specified in the
contract;(b) selling costs;

(c) research and development costs for which reimbursement is not specified in the
contract; and

(d) depreciation of idle plant and equipment that is not used on a particular contract

21. Contract costs include the costs attributable to a contract for the period from the
date of securing the contract to the final completion of the contract. However, costs
that relate directly to a contract and which are incurred in securing the contract are
also included as part of the contract costs if they can be separately identified and

measured reliably and it is probable that the contract will be obtained. When costs
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incurred in securing a contract are recognised as an expense in the period in which
they are incurred, they are not included in contract costs when the contract is

obtained in a subsequent period.

Recognition of Contract Revenue and Expenses

22. When the outcome of a construction contract can be estimated reliably, contract
revenue and contract costs associated with the construction contract should be
recognised as revenue and expenses respectively by reference to the stage of
completion of the contract activity at the balance sheet date. An expected loss on the
construction contract should be recognised as an expense immediately in accordance

with paragraph 36.

23. In the case of a fixed price contract, the outcome of a construction contract can
be estimated reliably when all the following conditions are satisfied:

(a) total contract revenue can be measured reliably;

(b) it is probable that the economic benefits associated with the contract will flow to
the enterprise;

(c) both the contract costs to complete the contract and the stage of contract
completion at the balance sheet date can be measured reliably; and

(d) the contract costs attributable to the contract can be clearly identified and
measured reliably so that actual contract costs incurred can be compared with prior

estimates.

24. In the case of a cost plus contract, the outcome of a construction contract can be
estimated reliably when all the following conditions are satisfied:

(a) it is probable that the economic benefits associated with the contract will flow to
the enterprise; and

(b) the contract costs attributable to the contract, whether or not specifically

reimbursable, can be clearly identified and measured reliably.
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25. The recognition of revenue and expenses by reference to the stage of completion
of a contract is often referred to as the percentage of completion method. Under this
method, contract revenue is matched with the contract costs incurred in reaching the
stage of completion, resulting in the reporting of revenue, expenses and profit which
can be attributed to the proportion of work completed. This method provides useful

information on the extent of contract activity and performance during a period.

26. Under the percentage of completion method, contract revenue is recognised as
revenue in the income statement in the accounting periods in which the work is
performed. Contract costs are usually recognised as an expense in the income
statement in the accounting periods in which the work to which they relate is
performed. However, any expected excess of total contract costs over total contract
revenue for the contract is recognised as an expense immediately in accordance with

paragraph 36.

27. A contractor may have incurred contract costs that relate to future activity on the
contract. Such contract costs are recognised as an asset provided it is probable that
they will be recovered. Such costs represent an amount due from the customer and

are often classified as contract work in progress

28. The outcome of a construction contract can only be estimated reliably when it is
probable that the economic benefits associated with the contract will flow to the
enterprise. However, when an uncertainty arises about the collectability of an amount
already included in contract revenue, and already recognised in the income statement,
the uncollectable amount or the amount in respect of which recovery has ceased to be
probable is recognised as an expense rather than as an adjustment of the amount of

contract revenue.
29. An enterprise is generally able to make reliable estimates after it has agreed to a

contract which establishes:

(a) each party's enforceable rights regarding the asset to be constructed;
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(b) the consideration to be exchanged; and

(¢) the manner and terms of settlement.

It is also usually necessary for the enterprise to have an effective internal financial
budgeting and reporting system. The enterprise reviews and, when necessary, revises
the estimates of contract revenue and contract costs as the contract progresses. The
need for such revisions does not necessarily indicate that the outcome of the contract

cannot be estimated reliably.

30. The stage of completion of a contract may be determined in a variety of ways.
The enterprise uses the method that measures reliably the work performed.
Depending on the nature of the contract, the methods may include:

(a) the proportion that contract costs incurred for work performed to date bear to the
estimated total contract costs;

(b) surveys of work performed; or

(c) completion of a physical proportion of the contract work.

Progress payments and advances received from customers often do not reflect the

work performed.

31. When the stage of completion is determined by reference to the contract costs
incurred to date, only those contract costs that reflect work performed are included in
costs incurred to date. Examples of contract costs which are excluded are:

(a) contract costs that relate to future activity on the contract, such as costs of
materials that have been delivered to a contract site or set aside for use in a contract
but not yet installed, used or applied during contract performance, unless the
materials have been made specially for the contract; and

(b) payments made to subcontractors in advance of work performed under the

subcontract.
32. When the outcome of a construction contract cannot be estimated reliably:

(a) revenue should be recognised only to the extent of contract costs incurred that it

is probable will be recoverable; and
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(b) contract costs should be recognised as an expense in the period in which they are
incurred.

An expected loss on the construction contract should be recognised as an expense
immediately in accordance with paragraph 36.

33. During the early stages of a contract it is often the case that the outcome of the
contract cannot be estimated reliably. Nevertheless, it may be probable that the
enterprise will recover the contract costs incurred. Therefore, contract revenue is
recognised only to the extent of costs incurred that are expected to be recoverable.
As the outcome of the contract cannot be estimated reliably, no profit is recognised.
However, even though the outcome of the contract cannot be estimated reliably, it
may be probable that total contract costs will exceed total contract revenues. In such
cases, any expected excess of total contract costs over total contract revenue for the

contract is recognised as an expense immediately in accordance with paragraph 36.

34. Contract costs that are not probable of being recovered are recognised as an
expense immediately. Examples of circumstances in which the recoverability of
contract costs incurred may not be probable and in which contract costs may need to
be recognised as an expense immediately include contracts:

(a) which are not fully enforceable, that is, their validity is seriously in question;
(b) the completion of which is subject to the outcome of pending litigation or
legislation;

(c) relating to properties that are likely to be condemned or expropriated;

(d) where the customer is unable to meet its obligations; or

(e) where the contractor is unable to complete the contract or otherwise meet its

obligations under the contract.

35. When the uncertainties that prevented the outcome of the contract being
estimated reliably no longer exist, revenue and expenses associated with the
construction contract should be recognised in accordance with paragraph 22 rather

than in accordance with paragraph 32.
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Recognition of Expected Losses
36. When it is probable that total contract costs will exceed total contract revenue,

the expected loss should be recognised as an expense immediately.

37. The amount of such a loss is determined irrespective of:

(a) whether or not work has commenced on the contract;

(b) the stage of completion of contract activity; or

(c) the amount of profits expected to arise on other contracts which are not treated

as a single construction contract in accordance with paragraph 9.

Changes in Estimates

38. The percentage of completion method is applied on a cumulative basis in each
accounting period to the current estimates of contract revenue and contract costs.
Therefore, the effect of a change in the estimate of contract revenue or contract
costs, or the effect of a change in the estimate of the outcome of a contract, is
accounted for as a change in accounting estimate (see IAS 8 Net Profit or Loss for
the Period, Fundamental Errors and Changes in Accounting Policies). The changed
estimates are used in the determination of the amount of revenue and expenses
recognised in the income statement in the period in which the change is made and in

subsequent periods.

Disclosure

39. An enterprise should disclose:

(a) the amount of contract revenue recognised as revenue in the period;

(b) the methods used to determine the contract revenue recognised in the period; and

(c) the methods used to determine the stage of completion of contracts in progress.

40. An enterprise should disclose each of the following for contracts in progress at
the balance sheet date:

(a) the aggregate amount of costs incurred and recognised (less recognised losses) to
date;
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(b) the amount of advances received; and

(c) the amount of retentions.

41. Retentions are amounts of progress billings which are not paid until the
satisfaction of conditions specified in the contract for the payment of such amounts or
until defects have been rectified. Progress billings are amounts billed for work
performed on a contract whether or not they have been paid by the customer.
Advances are amounts received by the contractor before the related work is

performed.

42. An enterprise should present:
(a) the gross amount due from customers for contract work as an asset; and

(b) the gross amount due to customers for contract work as a liability.

43. The gross amount due from customers for contract work is the net amount of:
(a) costs incurred plus recognised profits; less

(b) the sum of recognised losses and progress billings

for all contracts in progress for which costs incurred plus recognised profits (less

recognised losses) exceeds progress billings.

44, The gross amount due to customers for contract work is the net amount of:
(a) costs incurred plus recognised profits; less

(b) the sum of recognised losses and progress billings

for all contracts in progress for which progress billings exceed costs incurred plus

recognised profits (less recognised losses).

45. An enterprise discloses any contingent liabilities and contingent assets in
accordance with IAS 37 Provisions, Contingent Liabilities and Contingent Assets.
Contingent liabilities and contingent assets may arise from such items as warranty

costs, claims, penalties or possible losses.
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Effective Date
46. This International Accounting Standard becomes operative for financial

statements covering periods beginning on or after 1 January, 1995.

Appendix A

The appendix is illustrative only and does not form part of the Standard. The purpose
of the appendix is to illustrate the application of the Standard to assist in clarifying
their meaning.

Disclosure of Accounting Policies

The following are examples of accounting policy disclosures:

Revenue from fixed price construction contracts is recognised on the percentage of
completion method, measured by reference to the percentage of labour hours incurred
to date to estimated total labour hours for each contract.

Revenue from cost plus contracts is recognised by reference to the recoverable costs
incurred during the period plus the fee earned, measured by the proportion that costs
incurred to date bear to the estimated total costs of the contract.

The Determination of Contract Revenue and Expenses

The following example illustrates one method of determining the stage of completion
of a contract and the timing of the recognition of contract revenue and expenses (see
paragraphs 22 to 35 of the Standard).

A construction contractor has a fixed price contract for 9,000 to build a bridge. The
initial amount of revenue agreed in the contract is 9,000. The contractor's initial
estimate of contract costs is 8,000. It will take 3 years to build the bridge.

By the end of year 1, the contractor's estimate of contract costs has increased to
8,050.

In year 2, the customer approves a variation resulting in an increase in contract
revenue of 200 and estimated additional contract costs of 150. At the end of year 2,
costs incurred include 100 for standard materials stored at the site to be used in year
3 to complete the project.

The contractor determines the stage of completion of the contract by calculating the

proportion that contract costs incurred for work performed to date bear to the latest
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estimated total contract costs. A summary of the financial data during the

construction period is as follows:

Year 1 | Year 2 Year 3
Initial amount of revenue agreed in contract 9,000 9,000 9,000
Variation - 200 200
Total contract revenue 9,000 9,200 9,200
Contract costs incurred to date 2,093 6,168 8,200
Contract costs to complete 5,957 2,032 -
Total estimated contract costs 8,050 8,200 8,200
Estimated profit 950 1,000 1,000
Stage of completion 26% 74% 100%

The stage of completion for year 2 (74%) is determined by excluding from contract
costs incurred for work performed to date the 100 of standard materials stored at the

site for use in year 3.
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The amounts of revenue, expenses and profit recognised in the income statement in

the three years are as follows:

To Date Rec.ognised n Recognised in
prior years current year
Year 1
Revenue (9,000 x .26) 2,340 2,340
Expenses (8,050 x .26) 2,093 2,093
Profit 247 247
Year 2
Revenue (9,200 x .74) 6,808 2,340 4,468
Expenses (8,200 x .74) 6,068 2,093 3,975
Profit 740 247 493
Year 3
Revenue (9,200 x 1.00) 9,200 6,808 2,392
Expenses 8,200 6,068 2,132
Profit 1,000 740 260
Contract
Disclosures

A contractor has reached the end of its first year of operations. All its contract costs
incurred have been paid for in cash and all its progress billings and advances have
been received in cash. Contract costs incurred for contracts B, C and E include the
cost of materials that have been purchased for the contract but which have not been
used in contract performance to date. For contracts B, C and E, the customers have

made advances to the contractor for work not yet performed.
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The status of its five contracts in progress at the end of year 1 is as follows:

A B C D E Total
Contract Revenue recognised in 145 | 520 380 200 55| 1,300
accordance with paragraph 22
Contract Expenses recognised in 110 | 450 350 250 55| 1,215
accordance with paragraph 22
Expected Losses recognised in accordance - - - 40 30 70
with paragraph 36
Recognised profits less recognised losses 35 70 30 | (90) (30) 15

Contract Costs incurred in the period 110 | 510 450 250 100 | 1,420

Contract Costs incurred recognised as
contract expenses in the period in
accordance with paragraph 22 110 | 450 350 250 55| 1,215

Contract Costs that relate to future
activity recognised as an asset in

accordance with paragraph 27 - 60 100 - 45 205
Contract Revenue (see above) 145 | 520 | 380 | 200 55| 1,300
Progress Billings (paragraph 41) 100 | 520 380 180 551 1,235
Unbilled Contract Revenue 45 - - 20 - 65
Advances (paragraph 41) - 80 20 - 25 125

The amounts to be disclosed in accordance with

Contract revenue recognised as revenue in the period (paragraph 39(a)) 1,300

Contract costs incurred and recognised profits (less recognised losses) to date | 1,435
(paragraph 40(a))

Advances received (paragraph 40(b)) 125

Gross amount due from customers for contract work — presented as an asset in 220
accordance with paragraph 42(a)

Gross amount due to customers for contract work — presented as a liability in (20)
accordance with paragraph 42(b)
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the Standard are as follows:

The amount disclosed in accordance with paragraph 40(a) is the same as the amount

for the current period because the disclosures relate to the first year of operation.

The amounts to be disclosed in accordance with paragraphs 40(a), 42(a) and
42(b) are calculated as follows:
Contract
A B C D E Total
Contract Costs incurred 110 510 450 250 100 1,420
Recognised profits less (90 (30
recognised losses 35 70 30 ) ) 15
145 580 480 160 70 1,435
Progress billings 100 520 380 180 55 1,235
Due from customers 45 60 100 - 15 220
Due to customers - - - (20 - (20)
)
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Abstract

Transparency Improving Ways in the Practice of Financial
Accounting in the Construction Industry in Korea

Reliable accounting information is an infrastructure to increase the efficiency
in the economy. Reliable financial accounting information on construction
firms is essential for not only investors and financial institutions but also
construction project owners to make well-informed decisions.

The accounting scandals like Enron and WorldCom's in United
States as well as Daewoo and SK Global's in Korea brought transparency
in financial accounting to policy issue in Korea. The Korean government
has formulated new policies for improving transparency in the practice of
financial accounting.

First, the Korean government has reformulated financial accounting
standards. As to the construction industry, the government changed
'Construction Firm's Accounting Principles' to 'Accounting Standard for
Construction Type Contracts' for the purpose of conforming to international
accounting standards.

Second, the government strengthened the function of audit and
disclosures of financial statements. For examples, the stock market listed
companies shall file quarterly financial reports with the Financial
Supervisory Commission. The chief executive officer(CEO) and chief
financial officer(CFO) of the stock market listed companies shall certify that
(D the signing officer has review the report; @ based on the officer's
knowledge, the report does not contain any untrue statement of a material
fact or omit to state a material fact necessary in order to make the
statements made, in light of the circumstances under which such statements
were made, not misleading; @ the signing officer are responsible for
establishing and maintaining 'Internal Accounting Control System'
mentioned below.

Third, the corporations that are subject to required independent
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auditing are mandated to operate 'Internal Accounting Control System'.
The 'Internal Accounting Control System' shall consist of rules and internal
organization of managing the accounting practice of corporation.

Fourth, the penalties for accounting frauds are increased. The
person who attempts or conspires to commit any offense with respect to
accounting matters shall be imprisoned not more than three(3) years, be
fined not more than thirty(30) million Won, or both.

Finally, The person who reports to internal or independent auditor
that officer and employee commit any fraud in the matter of accounting,
and The person who reports to the Futures and Securities Commission that
internal or independent auditor commit any fraud in the matter of
accounting shall not be treated with disadvantages. In addition, the
Financial Supervisory Commission can give the person who reports to the
Futures and Securities Commission that internal or independent auditor
commits any fraud in the matter of accounting a reward if certain
conditions are met.

In addition to policies mentioned above, this study proposes in the
matter of accounting in construction industry the following policies . First,
the accounting standards of recognizing revenue of the construction project
should be amended. The current standards does not specify how to choose
the method of measuring extent of progress toward completion among
cost—-to—cost method, input—-to—input method and output—to—output method
when the construction project is not completed. Thus, the construction firm
selects the method at his own will. Also, when cost-to—cost method is
chosen, the construction firm does not estimate the total project cost based
on the objective data.

Therefore, the accounting standards should specify the detailed
procedures of choosing the method of measuring the revenue and estimating
the total project cost. For examples, the accounting standards should
specify that the same method of measuring the revenue should be used for

every projects of similar characteristics and total project cost should be
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estimated based on objective data when the cost—-to—cost method is used.

Second, this study proposed that the change of liabilities to officers
and main stockholders should be disclosed in the notes to the financial
statements.

Finally, this study proposed the public construction policies to
enhance accounting transparency in construction industry. The public
construction project owner should give the advantage to the bidders the
financial statements of those are audited by independent accounting firm
when evaluating the financial status of the bidders. Now the public project
owner does not discriminate against the bidders financial statements of
those are not audited by independent accounting firm when evaluating the
financial status of the bidders. Also, when the construction firms form the
joint venture to the specific public construction project, the joint venture

should be advised to use single accounting unit.
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