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Note: Statement of Position 81-1, Accounting for Performance of Construction-
Type and Certain Production-Type Contracts, has been modified by the AICPA
staff to include certain changes necessary due to the issuance of authoritative
pronouncements since it was originally issued. The changes are identified in a
schedule in Appendix D of the statement.

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 con-
struction of facilities or the production of goods or for the provision of related
services. Changes in the 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

* Transactions within the scope of SOP 81-1 are not subject to the views expressed in Staff
Accounting Bulletin (SAB) 101, Revenue Recognition in Financial Statements, issued by the
Securities and Exchange Commission.
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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 perform-
ance 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 modifi-
cations are central factors underlying accounting for contracts. APB Statement
4" states:

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 Con-
struction-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.

T 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, April 1996, to reflect conforming changes necessary due to the issuance of recent
authoritative literature.]
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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 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 (¢) 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, April 1996, to reflect
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 circum-
stances. 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 state-
ment 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 prac-
tices 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 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 Con-
tracts,” prescribes generally accepted principles in three areas of accounting
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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 pro-
nouncements 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 stand-
ards 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 accounting rules and regulations differ from gener-
ally 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 con-
tracts, 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 ac-
cepted accounting principles is needed. This statement of position provides
that guidance. Appendix A contains a schematic chart showing the organiza-
tion 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 con-
struction 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

! 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).
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other characteristics are considered more relevant for identifying the types of
contracts covered. However, accounting for contracts by an entity that primar-
ily 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.

Contracts Covered

.12 Contracts covered by this statement of position are binding agree-
ments 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 peri-
ods, and the seller’s right to receive payment depends on his performance in
accordance with the agreement. The service may consist of designing, engi-
neering, fabricating, constructing, or manufacturing related to the construc-
tion 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 build-
ing, heavy earth moving, dredging, demolition, design-build contrac-
tors, 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 aero-
space 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 architec-
tural 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 manufactur-
ing operation, even if produced to buyers’ specifications, and sold in
the ordinary course of business 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

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.”
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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.'

® 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 mem-
bers 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 provi-
sions that modify their basic pricing terms. The pricing 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 into 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 ac-
counting recommendations, usually stated in terms of a single contract, also
apply to alternative profit centers in circumstances in which alternative cen-
ters 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 indus-

3 [Footnote deleted, April 1996, to reflect conforming changes necessary due to the issuance of
recent authoritative literature.]
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tries. The recommendations in this statement need not be applied to immate-
rial items. Two existing AICPA Audit and Accounting Guides, Construction
Contractors and Federal Government Contractors, provide additional guidance
on the application of generally accepted accounting principles to the construc-
tion industry and to federal government contracts, respectively. The recom-
mendations in this statement take precedence in those areas. [Revised, April
1996, to reflect conforming changes necessary due to the issuance of recent
authoritative literature.]

.19 The guidance on contract accounting and financial reporting in Fed-
eral Government Contractors is essentially consistent with the recommenda-
tions 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,
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, April 1996, to
reflect conforming changes necessary due to the issuance of recent authorita-
tive 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-comple-
tion 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 recom-
mendations 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 recom-
mendations 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 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 percent-
age-of-completion method and the reasons for the recommendation. Under most
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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 pro-
gresses. Also under most contracts for the production of goods and the provi-
sion 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 on the
completed-contract method, and they present more accurately the relation-
ships between gross profit from contracts and related period costs. The percent-
age-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 abil-
ity to make reasonably dependable estimates. For the purposes of this state-
ment, “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 ex-
changed, and the manner and terms of settlement.

® The buyer can be expected to satisfy his obligations under the con-
tract.

® 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
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to justify the use of the percentage-of-completion method of accounting.* Per-
suasive 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.

.25 Accordingly, the division believes that entities with significant con-
tracting operations generally have the ability to produce reasonably depend-
able 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 () 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.

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

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.
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systems. Regardless of the techniques used, a contractor’s estimating proce-
dures should provide reasonable assurance of a continuing ability to produce
reasonably dependable estimates.® 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 con-
tracts.

.28 ARB No. 45 discourages the use of the percentage-of-completion
method of accounting in circumstances in which inherent hazards make esti-
mates doubtful. “Inherent hazards” relate to contract conditions or external
factors that raise questions 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 estimat-
ing process have produced conditions under which most business entities
engaged in contracting can deal adequately with the normal, recurring busi-
ness risks in estimating the outcome of contracts. The division believes that
inherent hazards that make otherwise reasonably dependable contract esti-
mates 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 con-
tracts whose completion may be subject to the outcome of pending legislation

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.
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or pending litigation, or to contracts exposed to the possibility of the condem-
nation 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.

The Completed-Contract Method

.30 This section sets forth the recommended basis for using the com-
pleted-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, bill-
ings 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 recogni-
tion of income. Financial statements based on this method may not show
informative relationships between gross profit reported on contracts and re-
lated 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 per-
centage-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 pe-
riod; 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.
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.32 The completed-contract method is preferable in circumstances in
which estimates cannot meet the criteria for reasonable dependability dis-
cussed 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 circum-
stances 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 percent-
age-of-completion method gives users of general purpose financial 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 circum-
stances, 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 negotia-
tions for reasons other than differences in performance.
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.36 Contracts may be combined for accounting purposes only if they meet
the criteria in paragraphs .37 and .38.

.37 A group of contracts may be combined for accounting purposes if the
contracts

a. Arenegotiated 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 reason-
ably 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 reason-
ably 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 loca-
tions 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.

.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:®

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.

6] [Footnote deleted to reflect the conforming changes necessary due to the issuance of recent
authoritative literature.]
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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 per-
form 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 perform-
ance. 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 charac-
teristics 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 com-
ponents 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 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 separa-
ble 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.”

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).

7 In applying the criterion in paragraph .41(d), values assignable to the segments 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.

§10,330.39 Copyright © 1996, American Institute of Certified Public Accountants, Inc.



Accounting for Performance of Construction/Production Contracts 18,885

. 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 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 para-
graphs .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 in-
tended to conform to ARB No. 45, paragraph 4.8 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

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.
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added (the contract value of total work performed to date). All three of these
measures of progress are acceptable in appropriate circumstances. The divi-
sion 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. Exam-
ples 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 circum-
stances. Input is used to measure progress toward completion indirectly, based
on an established or assumed relationship between a unit of input and produc-
tivity. 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.

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 subcontrac-
tors’ 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 man-
agement. 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
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efforts-expended methods is that the efforts included in the measure may not
all be productive.

.50 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 performance.® The costs
of such materials should be excluded from costs incurred for the purpose of
measuring the extent of progress toward completion. Also, the cost of equip-
ment 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 expen-
sive 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 percent-
age 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 com-
pleted if remaining costs and potential risks are insignificant in amount. The
overriding objectives are to maintain consistency in determining when con-
tracts are substantially completed and to avoid arbitrary acceleration or defer-
ral of income. The specific criteria used to determine when a contract is
substantially completed should be followed consistently and should be dis-
closed in the note to the financial statements on accounting policies. Circum-
stances to be considered in determining when a project is substantially completed
include, for example, delivery of the product, acceptance by the customer, depar-
ture from the site, and compliance with performance specifications.

Income Determination—Revenue Elements

.53 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

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.
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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 esti-
mated 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 deter-
mination 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 perform-
ance schedule, they sometimes have adjustment schedules based on applica-
tion of economic price adjustment (escalation), price redetermination,
incentive, penalty, and other pricing provisions. Determining contract revenue
under unit-price contracts generally involves the same factors as under fixed-
price contracts. Determining contract revenue from a time-and-material con-
tract requires a careful analysis of the contract, particularly if the contract
includes guaranteed maximums or assigns markups to both labor and materi-
als; and the determination involves consideration of some of the factors dis-
cussed 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 perform-
ance criteria.!® 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 penal-
ties 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 determina-
tion of the amounts of reimbursable costs that should be reflected as revenue.
Under some contracts, particularly service-type contracts, a contractor acts sol-

10" Cost-type government contracts with fees based on a percentage of cost are no longer granted
under government regulations.
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ely 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 con-
struction 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 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 mate-
rials 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 con-
tractor 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 effec-
tively 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 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. Account-
ing 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
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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 contrac-
tor regarding both scope and price.

.62 Accounting for unpriced change orders depends on their charac-
teristics and the circumstances in which they occur. Under the completed-con-
tract 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.

b. Ifitis 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 in-
curred, and contract revenue should be recognized to the extent of
the costs incurred.

c. Ifitis 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-.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.
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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 signifi-
cantly different.

If an option or addition to an existing contract does not meet any of the above
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 circum-
stances 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 deter-
minable 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.

.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 Ifthe 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
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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 proce-
dures should be to accumulate costs properly and consistently by contract with
a sufficient degree of accuracy to assure a basis for the satisfactory measure-
ment 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).

.70 Authoritative accounting pronouncements require costs to be consid-
ered 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 percent-
age-of-completion method or is recognized as units are delivered under the
units-of-delivery modification and is deferred until performance is substan-
tially complete under the completed-contract method. None of the charac-
teristics peculiar to those methods, however, require accounting for contract costs
to deviate in principle from the basic framework established in existing authorita-
tive 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 ac-
cepted 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 am-
ortization, 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

1 The AICPA Audit and Accounting Guide 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 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.” [Footnote revised, April 1996, to reflect conforming changes necessary due to the issuance of
recent authoritative literature.]
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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.

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 circum-
stances, as indirect contract costs by government contractors.'?

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 unre-
alistic profit margins may result in circumstances in which reimburs-
able cost accumulations omit substantial contract costs (with a
resulting larger fee) or include substantial unallocable general and
administrative costs (with a resulting smaller fee).

. In computing estimated gross profit or providing for losses on con-
tracts, 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 esti-
mated 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

.78 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, architec-
tural, or other services incurred on the basis of commitments or other indica-
tions 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, 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

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.

13" See the discussion of the AICPA Audit and Accounting Guide Federal Government Contractors
in footnote 11. [Footnote revised, April 1996, to reflect conforming changes necessary due to the
issuance of recent authoritative literature.]
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are distinguished from research and development costs.'* 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. Costsincurred 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 charged to existing contracts.!**

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 contrac-
tors 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.

4 FASB Statement No. 2, Accounting for Research and Development Costs, requires that re-
search and development costs be charged to expense when incurred.

¥ SOP 98-5, Reporting on the Costs of Start-Up Activities, amends this SOP by requiring precon-
tract costs that are start-up activities to be expensed as incurred if they are determined to be within
the scope of SOP 98-5. [Footnote revised, July 2002, to reflect conforming changes necessary due to
the issuance of Statement of Position 98-5.]

151 [Footnote deleted, April 1996, to reflect conforming changes necessary due to the issuance of
recent authoritative literature.]
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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 esti-
mated contract cost, is 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:

a. Systematic and consistent procedures that are correlated with the
cost accounting system should be used to provide a basis for peri-
odically 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 ex-
pected 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 deter-
mined before the amount earned on the contract for a period can be deter-
mined. 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 on a consistent basis.

16 The use of Alternative A in the discussion and in the presentation of some of the provisions of
this statement is for convenience and consistency and is not intended to imply that Alternative A is
the preferred approach.
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Alternative A

.80 The advocates of this method believe that the portion of total esti-
mated contract revenue earned to date should be determined by the measure-
ment of the extent of progress toward completion and that, in accordance with
the matching concept, the measurement of extent of progress toward comple-
tion 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 account-
ing 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.

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 percent-
ages 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 litera-
ture 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:
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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 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 occur-
ring after the date of the financial statements that are outside the normal
exposure and risk aspects of the contract should not be considered refine-
ments 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 esti-
mates and, as such, should be accounted for in accordance with FASB State-
ment No. 154, Accounting Changes and Error Corrections—a replacement of
APB Opinion No. 20 and FASB Statement No. 3.1 A change in accounting
estimate shall be accounted for in (a) the period of change if the change affects
that period only or (b) the period of change and future periods if the change
affects both. A change in accounting estimate shall not be accounted for by
restating or retrospectively adjusting amounts reported in financial state-
ments of prior periods or by reporting pro forma amounts for prior periods.
FASB Statement No. 154 carries forward the following two alternative meth-
ods of accounting for changes in accounting estimates identified in APB Opin-
ion No. 20, Accounting Changes:

®  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.

17 [Footnote deleted, June 2007, to reflect conforming changes necessary due to the issuance of
recent authoritative literature.]
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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. [Paragraph revised, June
2007, to reflect conforming changes necessary due to the issuance of FASB
Statement No. 154.]

.84 Although estimating is a continuous and normal process for contrac-
tors, FASB Statement No. 154, paragraph 22 requires disclosure of the effect
of significant revisions if the effect is material.*® The effect on income from
continuing operations, net income (or other appropriate captions of changes in
the applicable net assets or performance indicator), and any related per-share
amounts of the current period shall be disclosed for a change in estimate that
affects several future periods. If a change in estimate does not have a material
effect in the period of change but is reasonably certain to have a material effect
in later periods, a description of that change in estimate shall be disclosed
whenever the financial statements of the period of change are presented.
[Paragraph revised, June 2007, to reflect conforming changes necessary due to
the issuance of FASB Statement No. 154.]

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 esti-
mated 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

18] [Footnote deleted, June 2007, to reflect conforming changes necessary due to the issuance of
recent authoritative literature.]
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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 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 retrospectively 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 paragraphs 8 and 9 of FASB Statement No. 154). [Paragraph
revised, June 2007, to reflect conforming changes necessary due to the issuance
of FASB Statement No. 154.]

91 Accounting changes to conform to the recommendations of this state-
ment of position, other than those stated in paragraph .90, should be made
prospectively for contracting transactions, new contracts, and contract revi-
sions 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 were entered into. Disclo-
sures should be made in the financial statements in the period of change in
accordance with paragraph 17 of FASB Statement No. 154. [Paragraph re-
vised, June 2007, to reflect conforming changes necessary due to the issuance
of FASB Statement No. 154.]

AICPA Technical Practice Aids § 1 0,3309 1



18,900

Statements of Position

Appendix A

Schematic Chart of SOP Organization
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Appendix B
Types of Contracts

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, (¢) 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 redetermina-
tion of price—A contract which provides a firm fixed-price for an
initial number of unit deliveries or for an initial period of perform-
ance and for prospective price redeterminations either upward or
downward at stated intervals during the remaining period of per-
formance under the contract.

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 perform-
ance.

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 con-
tract 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.
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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 pay-
ments 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—Ilabor only or labor and material.

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 is 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.

1 AICPA Audit and Accounting Guide Federal Government Contractors, chapter 1. [Footnote
revised, April 1996, to reflect conforming changes necessary due to the issuance of recent authorita-
tive literature.]
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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.?

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 fixed-price contract with the only variable being units of work
performed. Variations in unit-price contracts include the same type of vari-
ations 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.

2 AICPA Audit and Accounting Guide Federal Government Contractors, chapter 1. [Footnote
revised, April 1996, to reflect conforming changes necessary due to the issuance of recent authorita-
tive literature.]
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Appendix C

Summary of Disclosure Recommendations in
Statement of Position

SOP Par. Nature of Disclosure

21 Accounting policy—methods of reporting revenue

45 Method or methods of measuring extent of progress toward
completion

.52 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

AICPA Technical Practice Aids § 10,33094



18,906

95

Statements of Position

Appendix D

Schedule of Changes Made to Statement of Position 81-1,
Accounting for Performance of Construction-Type and Certain
Production-Type Contracts

Reference

General

Appendix
title

Notice to
Readers

Paragraph .03
Paragraph .04

Paragraph .14

Paragraphs
.18 and .19

Paragraph .38
Paragraph .72

Paragraph .75

Paragraph
.75(a)

Paragraphs
.83, .84, .90,
and .91

Appendix B

Appendix B

§10,330.95

Change

Deleted “Audits of” in all references to all
applicable Guide titles.

Footnote * added.

Revised to reflect the issuance of SAS No.
69.

Note reference to supersession of APB
Statement No. 4 added.

Reference to Industry Audit Guide Audits
of Government Contractors, deleted.

Footnote deleted.

References to Industry Audit Guide Audits
of Government Contractors, have been
changed to Audit and Accounting Guide
Audits of Federal Government Contractors.

Footnote deleted.

References in footnotes 11 and 13 to
Industry Audit Guide Audits of
Government Contractors, have been
changed to Audit and Accounting Guide
Audits of Federal Government Contractors.

Footnote deleted.

Footnote added to reflect the issuance of
SOP 98-5.

Revised to reflect the issuance of FASB
Statement No. 154.

References in footnotes 1 and 2 to Industry
Audit Guide Audits of Government
Contractors, have been changed to Audit
and Accounting Guide Audits of Federal
Government Contractors.

References in footnotes 1 and 2 delete
Guide section numbers and, in their place,
insert Guide section titles.

Date

May, 2004
May, 2002
June, 1998
May, 1993

October, 1990
October, 1990

October, 1990
October, 1990

October, 1990
October, 1990

June, 1998

June, 2007

October, 1990

May, 2003
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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: Statement of Position 81-1, Accounting for Performance of Construction-
Type and Certain Production-Type Contracts, has been modified by the AICPA
staff to include certain changes necessary due to the issuance of authoritative
pronouncements since it was originally issued. The changes are identified in a
schedule in Appendix D of the statement.

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 con-
struction of facilities or the production of goods or for the provision of related
services. Changes in the 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

* Transactions within the scope of SOP 81-1 are not subject to the views expressed in Staff
Accounting Bulletin (SAB) 101, Revenue Recognition in Financial Statements, issued by the
Securities and Exchange Commission.
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