

Topic 10: CONTRACTS ACCOUNTS (IAS 11: construction contracts)
 IFRS 15: Revenue from contracts with customers
Detailed coverage
· Accumulation of contracts costs
· Contract revenue
· Contract accounts
· Application of IAS:11 (IFRS: 15)

An overview: Constructs provides requirements on the allocation of contract revenue and contract costs to accounting period in which construction work is performed. Contract revenues and expenses are recognized by reference to the stage of completion of the contract activity where the outcome of the construction can be estimated reliably, otherwise revenue is recognized only when the extent of recoverable contract costs incurred.

Objectives: Is to prescribe the accounting treatment of the revenue and costs associated with construction contracts. Usually the date at which the contract activity is entered into and the date when the activity is completed usually fall into different accounting period. Hence in accounting for construction contracts is allocation of contract revenue and contract costs to the accounting period in which the construction work is performed. The standard uses recognition criteria established in the framework for preparation and presentation of financial statements to determine when the revenue and contract costs should be recognized as revenue and expenses in the statement of comprehensive income.

Key terms
i). Construction contract: is a contract specially negotiated for the construction of an asset or combination of assets that are interrelated or independent in terms of their design, technology and construction and function or their ultimate purpose or use
ii). 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

Destruction or restoration of assets and rendering service contracts
A contrition contract may be negotiated for construction of a single asset such as a bridge, building, dam , pipline, road, ship or tunnel. A contract may also deal with number of assets that are closely interrelated or interdependent in terms of their design, technology and function or purpose or use for example a construction of refineries and other complex pieces of plant or equipment
Purposes of standard include;
i).Contracts for rendering of services which are directly related to construction of the asset for example those for the services of project manager and architects
ii).Contracts for the destruction or restoration of assets and the restoration of the environment following the demolition of assets
Combining and segmenting construction contracts, if contracts covers two or more assets, the construction of each asset should be accounted for separately if;
· Separate proposals were submitted for each asset
· Portions of the contract relating to each asset were negotiated separately 
· Costs and revenue of each asset can be measured.
Otherwise, the contract should be accounted in it’s entirely. Two or more contracts should be accounted as a single contract if they were negotiated together and work is interrelated.  If the contract gives the customer an option to order one or more additional assets, construction of each additional asset should be accounted for a separate contract if either; 
· The additional asset differs from the original asset (s)
· The price of the additional asset is separately negotiated 
What is included in contract revenue and costs?
i) Contract revenue
Initial amount of revenue agreed in the contract: 
· Variations in contract work, claims and incentive payments here to extent that it is probable that they will results in revenue and that they are capable of being reliably measured. 
· Contract revenue is measured as fair value of the consideration received or receivable. The amount of revenue may reduce or increase from one period to other due;
i. Contractor and 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
ii. Amount of revenue agreed in a fixed price contract may increase of decrease as a result of cost escalation clauses.
iii. Amount of contract revenue may decrease as a result of penalties arising from delays caused by the contractors in the completion of the contract 
iv. When a fixed price contract involves a fixed price per unit of output, contract revenue increases as the number of units is increased. 
Variation- is an instruction by customer for a change in the scope of work to be performed under the contract. This may lead to an increase or a decrease in a contract revenue for example variations in change in the specifications or design of the asset and changes in the duration of the contract. Variations are included in the contract revenue when;
i. It’s possible that a customer will approve the a variations and the amount of revenue arising from the variations
ii. The amount of revenue can be reliable measured
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 disrupted variations in the work contract. Measurement of amounts of revenue arising from claims is subject to a high level of uncertainty and often depends on the outcomes of negotiations. Claims are only included in revenue contract when only;
i. Negotiations have reached an advanced stage such that it is probable that the customer will accept the claim
ii. The amount that it is probable will be accepted by the customer can be measured reliably. 
Incentives payments: These are additional amounts paid to the contractor if a specified performance standards are met or excluded for example a contract may allow for an incentive payments to a contractor for early completions hence incentive payments are included only when;
i. The contract is sufficiently advanced that it is probable that the specified performance standards will be me met or exceeded the amount of the incentives payment can be measured reliably






ii. Contract costs include; 
Direct costs- Direct cost is the main proportion of expenses in a contract account. However, indirect nature of expenses is also treated as direct expenses in a contract account. Examples include; Site labor costs such as site supervision, cost of materials used in construction, depreciation of PPE used in the contract, costs of moving PPE and materials to and from the contract site, costs of hiring plant and equipment, costs of design and technical assistance directly relating to contract, estimated costs of rectification and guarantee work such as warranty cost, claims from third parties
-Insurance, costs of design and technical assistance, construction overheads do not related directly to contract
-Costs that cannot be attributed to contract activity cannot be allocated to contract hence should be exclude from the contract costs such as, general administration, selling costs, research and development, depreciation of idle plant and equipment.
-Costs of securing a contract are also include in the contract if the they can be separately identified and measured reliably and sure that contract will be obtained. However, where costs are recognized as an expense in the period in which they are incurred, they are not included in the contract costs when te contract is obtained in a subsequent period. 
-Surplus materials-After completion of the constructional project, if any material such as cement, iron and steel, marbles, etc. is remained unused, is known as surplus material. Surplus materials are normally disposed of to get back the invested amount.

Accounting treatment for;
Recognition and measurement of contract revenue, cost and expected loss
-If the outcome can be estimated reliably, revenue and costs should be recognized in proportion of completion of contract activity know as percentage of completion method of accounting but if the outcome cannot be estimated reliable, no profit should be recognized but instead contract revenue should be recognized only to extent that contract costs incurred are expected to be recovered and contract costs should be expensed as incurred. 
-An expected loss on construction contract should also be recognized as an expense as soon as such a loss is probable
-Computation of profits on incomplete contracts is not possible since the contract is incomplete unless the contract is complete the profits are credited to profit and loss account.

Computation of work in progress for long term contracts
Percentage of completion=Actual costs to date x 100
                                               Total estimated costs
Apply then percent of complete to total estimated revenue to get earned revenue to date;

Recognition of expected losses
-When it is probable that total contract costs will exceed total revenue, then expected loss shall be recognized as an expense irrespective of;
i. Whether the work has commenced on the contract
ii. The stage of completion of activity
iii. The amount of profits expected to arise on the other contracts which are not treated as a single construction contract

Earned revenue to date =percent complete * total estimated revenue
Compare the earned revenue to date to billings on the contract 
Total billings on the contract –earned revenue to date =over/under billed revenue (Balance sheet accounts as liability (over billing) or as asset (under billing)

Work In Progress statement is used to compile information for percentage of completion calculations: For example; 

Percentage of completion              =65%
Earned revenue =242,210*65%    =157,436
Under billing =257,436-157,302    =134
Dr. Asset           134
          Cr WIP    134
The above statement helps to determine or record under or over billing

How to determine stage of completion
Stage of completion is also called percentage of completion is a measurement of extent of work that has been completed in respect of a contract based on methods below;
i. Using value base method 
Stage of completion %   =value of work certified as complete x100
                                               Total expected production or usage
OR
Physical unit of work completed in comparison with total number of units to be completed under the contract
Stage of completion %        =physical units of work completed x100
                                               Total number of units as per contract

ii. Cost based method
Stage of completion %       = cost incurred to date x100
                                              Total contract costs
Illustration one.
BSA builders use the cost method to calculate the stage of completion of its construction contract. Total estimated contract cots of their contract is Ugx 100 million.  In first year of their contract BSA builders incurred the following costs;
i. Cost of purchase of raw materials worth Ugx.10millions (Ugx 5 million which are unused by the year end). 
ii. Payment of wages and salaries of Ugx 5million (Ugx 1 million of accrued salaries and wages are unpaid by the end)
iii. Payment of advances to subcontractors of Ugx 20Million(sub-contractors have performed work to 50% of the amount of advances by the year end
Required: what is the percentage of stage of completion of their contract?





Solution
Using Cost based method
Stage of completion %= cost incurred to date x100
                                        Total contract costs
                                       =5m+6m+10m x100
                                                 100m
                                                =21%

Presentation and disclosure:
An entity shall present;
· The gross amount due from customers for the contract work should be shown as an asset
· Gross amount due to customers for contract work should be as liability
An entity shall disclose;
· Amount of contract revenue recognized
· Method used to determine revenue
· Method used to determine the stage of completion
· Disclose all contracts in progress at the end of the reporting 
Note: 
Retention-are amounts of progress billing that are not paid until the satisfaction of the conditions specified in the contraction for payment to such amounts or until defects have been rectified
Progress billing- are mounts billed for the work performed on the contract whether not yet have been paid by the customer
Advances-are amounts received by the contractor before the related work is performed
At time there are contingent liabilities and contingent assets in contract hence they all treated OR disclosed under IAS:  37 provisions, contingent liabilities and contingent assets

Illustration 2
 On cost basis contract.
Nam house builder’s ltd builds café bars. The project generally takes a number of months to complete and the company has three contracts in progress at the year ended 30th April. All amounts in Ugx millions
	
	A
	B
	C

	Costs incurred to date
	200
	90
	600

	Costs to complete
	200
	110
	200

	Contract price
	600
	300
	750

	Progress billings
	40
	70
	630



Required: Calculate the effect of the above contracts upon the financial statements








Exercise 1
Gab ltd a construction company with a financial period ending 31 may has the following construction contract in progress that is estimated to run for an four years . Contract percentage of completion is calculated cost incurred method.  The following information is available as at 31 may 2016
	
	Amount (Ugx000)

	Total contract price
	1,789,560

	Costs incurred to date
	536,868

	Estimated costs to completion
	912,600

	Progress payment received
	693,100

	Material at site
	189,250


Required: Prepare extracts of financial statements for 31 may 2016

Exercise 3
The following information relates to a construction contract 
	
	Amount Ugx

	Estimated contract revenue 
	800,000

	Cost to date 
	320,000

	Estimated costs to completion
	280,000

	Estimated stage of completion
	60%



Required:
i. What amount of revenue, costs and profit should be recognized in the profit and loss account?
ii. [bookmark: _GoBack]Take the same contract but assume that the business is not able to reliably estimate the outcome of the contract although it is believed that all costs incurred will be recoverable from the customer. What amount should recoverable from the customer? What amount of revenue should be recognized for revenue, costs and in profit and loss account? 
