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This Standard replaces SSAP-14: Accounting for Profit on Construction
Contracts (1982), although that Statement will continue to apply until the
completion of accounting periods which end prior to 31 December 1994,

This Standard should be read in the context of the Explanatory Foreword

to General Purpose Financial Reporting published by the Council,
Institute of Chartered Accountants of New Zealand.

The Accounting Standards Review Board (the Board) has approved FRS-14:
Accounting for Construction Contracts, for the purposes of the Financial
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Reporting Act 1993, to apply to reporting entities, the Crown and all departments,
Offices of Parliament and Crown entities (each of which is defined in the Act)
other than as expressly exempted by the terms of the Standard.

The Board has also approved this Standard to apply to local authorities
(as defined in the Act) from 1 July 1998.

1 INTRODUCTION

COMMENTARY
1.1 This Standard deals with accounting for consisonaontracts as defined.

1.2 Accounting for construction contracts requirke allocation of revenues
and costs associated with the contract to accoumgergpds during the life of

the contract. This Standard requires profit toréeognised as contract activity
progresses when:

. it is probable that future net economic benefits flow to the entity; and

. the amounts of those benefits can be measurethlselia

1.3 Financial reporting standards are paragraphslihtype-face in this Standard.
Where appropriate, interpretive commentary pardgrap plain type-face follow the
financial reporting standards.

2 APPLICATION

STANDARD

2.1 This Standard applies to the general purposerfancial reports of all
entities except where exempted by paragraph 2.2.

2.2 Entities which qualify for differential reporti ng in accordance with the
Framework for Differential Reporting may recognise profit on all construction
contracts using the completed contract method desitred in paragraph 4.1,
and need not comply with any other paragraphs of tis Standard.

2.3 The financial reporting standards set out in tis Standard shall apply to
all financial reports where such application is ofmaterial consequence. A
statement, fact, or item is material if it is of sgh a nature or amount that its
disclosure, or the method of treating it, given ful consideration of the
circumstances applying at the time the financial ngort is completed, is likely to
influence the users of the financial report in makig decisions or assessments.

2.4 This Standard applies to general purpose finamal reports covering
periods ending on or after 31 December 1994,
3 STATEMENT OF PURPOSE

COMMENTARY
3.1 The purpose of this Standard is to require donstruction contracts in

2-196.2 Rvsd 12/97



FRS-14

progress:

(@) profits to be recognised progressively whenptait at the completion of
the contract can be estimated reliably;

(b) losses to be recognised as soon as they @&sekable; and

(c) specific disclosures.

3.2 In the promulgation of this Standard the Fina@n&eporting Standards
Board acknowledges that this Standard departs fherStatement of Concepts for
General Purpose Financial Reporting, in that it does not require the recognition of
an asset and a liability in respect of contradtighits and obligations proportionately
unperformed. It also requires recognition of alides in full as soon as these are
foreseeable but requires profits to be recognisedrpssively or, in certain cases,
on completion of the contract. These departurescansidered necessary at this
time in view of established traditional reportingagtices, but will be subject to
review in the future.

4 DEFINITIONS

STANDARD
The following terms are used in this Standard witithese meanings:

4.1 *“Completed contract method” is a method of accauing by which the

profit on a construction contract is recognised onl when the contract is
completed or substantially completed, subject alwas/to the requirements of
paragraph 5.17 of this Standard to recognise any s as soon as it is foreseen.

4.2 “Construction contract” means a contract negotited specifically for the
construction of an asset or a combination of assetisat are closely interrelated
or interdependent in terms of their design, technagy and function or their
ultimate purpose or use. The term includes contras for the rendering of
services which are directly related to the construn of the asset(s).

COMMENTARY

4.3 Examples of construction contracts are corgriot

construction of buildings, bridges and major iteshplant and equipment;
. major projects to develop software;

. services of project managers and architects; or

. construction of a combination of assets as a sipglgct, such as a refinery
or other complex plant. Such assets may be comihimte a single project
because they are closely interrelated or interddg®nin terms of their
design, technology and function or their ultimategwse or use.
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4.4 A construction contract may include a numbecahponent projects, or a
number of construction contracts may relate tonalsiproject. The recognition
criteria for revenue and expenses in this Stanaeyglbe applied to:

. a single construction contract;
. identified components within a construction contract

. a package of two or more construction contractssipls with different
customers.

In such circumstances revenue and expenses are iecbgnised in terms of the
substance of the transaction.

4.5 A construction contract may provide for the ¢ordion of an additional

asset at the option of the customer. Alternatiwelgontract may be amended to

include the construction of an additional assehe Tonstruction of the additional

asset is to be treated as a separate constructivract if:

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

(b) the price of the asset is negotiated withoutrggo the original contract
price.

4.6 The characteristic feature of construction @mis considered in this
Standard is that they are contracts where the dage wte contract is secured and
the date of contract completion may fall in differereporting periods. The
specific duration of the contract performance i¢ moportant in identifying a
construction contract.

4.7 Construction contracts differ in their termsl aonditions. There are three
common types:

(@ lump sum or fixed price contracts — the cortba@grees to a lump sum
price, in some cases subject to variation andesxsdlation clauses;

(b) schedule of rates contracts — the contractogezgto a schedule of rates on
a unit basis; or

(c) cost reimbursable contracts — the contractaeiimbursed for allowable or
otherwise defined costs, plus a percentage of tests or a fixed fee.

STANDARD

4.8 *“Construction contract revenue” means the net t@l of:

(&) the initially agreed contract price; and

(b) variations in contract work approved by the cusomer, other claims
made by the contractor, and incentive payments.

The components in sub-paragraphs (a) and (b) are dnto be included in

“construction contract revenue” to the extent that:

(i) itis probable that they will result in revenue and
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(i) they are capable of being reliably measured.

COMMENTARY

4.9 Variations in contract work approved by the con other claims made by
the contractor, and incentive payments will probatdgult in revenue and be
capable of reliable measurement when there is evadtmat:

(@) the amount of the variation, claim or incentpeyment has been accepted
by the customer or that the customer will be oblitggghlly to accept that
amount; and

(b) the amount of other claims made by the cordrastexpected to be recovered
by the contractor.

4.10 A variation in contract work is an instructionthe customer for a change in
the scope of the work to be performed under théraon Examples of variations
include changes in:

. the specifications of the asset;
. the design of the asset; or
. the duration of the contract.

4.11 A claim by a contractor is an amount for whioh tontractor seeks payment
from the customer or another party as reimburserizegrtosts not included in the

contract price. For example, a claim by a contrantay arise from a dispute with

the customer over the scope or value of variations.

4.12 Incentive payments are additional amounts fwattie contractor if specified
standards are met or exceeded. For example, titlcbmay allow for an additional
payment to the contractor for early completiontaf tontract.

STANDARD
4.13 “Construction contract costs” means the total o
(@) costs that relate directly to the specific conact;

(b) costs that are attributable to the entity’s cofract activity in general and
can be allocated to the specific contract; and

(c) other costs chargeable to the customer in terntd the contract.

. For the purposes of this Standard, “construction cotract costs” shall
only include costs attributable to securing a contict when:

(i) those costs are specifically identifiable; and

(i) the contract has been secured or there is reamable certainty that
the contract will be secured.

COMMENTARY

4.14 Costs incurred by a contractor before a conhtsasecured are usually to be
recognised as an expense in the periods in whighatteeincurred.
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4.15 Examples of costs that relate directly toec#jr contract include:
. labour cost, including supervision;

. materials used;

. depreciation of plant and equipment used on thé&aot)

. costs of moving plant and equipment to and froritea s

. expected warranty costs; or

. claims from third parties (for example, subconwag} or penalties against
the contractor arising from delays in completioritaf contract or from other
causes.

4.16 Examples of costs that are attributable toehtty’s contract activity in

general and can be allocated to a specific contragtide:

. insurance;

. design and technical assistance;

. construction overhead; or

. finance costs.

The allocation of such costs is to be systematit rational and is to be applied

consistently to all costs with similar charactedsti Construction overhead

includes costs such as the preparation and progesé$i construction personnel

payroll.

4.17 Other costs chargeable to the customer in tefitige contract may include:

. some general administration costs; or

. development costs where their reimbursement is Bp&dn terms of the
contract.

4.18 Examples of costs of the entity that cannotdbated to specific contracts

(although they relate to general contract activitigjude:

. general administration and selling costs;

. research and development costs; or

. depreciation of idle plant and equipment.

These costs do not usually relate to the specditract and are to be excluded
from construction contract costs as defined in gragah 4.13.

4.19 The total time period, when construction caitsts are to be identified,
commences with the date of securing the contractesma$ when the contract is
completed, except where costs attributable to segarcontract meet the conditions
in paragraph 4.13(i) and (ii).
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STANDARD

4.20 “Loss on a construction contract” means the ks that will arise when the
contract is completed and is the difference betweegonstruction contract
revenue and construction contract costs when constction contract costs exceed
construction contract revenue.

4.21 “Percentage of completion method” means recogion of a proportion
of profit on a construction contract by reference ¢ the stage of completion of
the contract.

4.22 “Profit on a construction contract” means theprofit that will arise when
the contract is completed and is the difference beeen construction contract
revenue and construction contract costs when consiction contract revenue
exceeds construction contract costs.

FINANCIAL REPORTING

Recognition of Contract Profit

STANDARD

5.1 Profit shall be recognised when the profit on aonstruction contract can
be estimated reliably.

COMMENTARY

5.2 During the course of a construction contradhegton of the profit on the
construction contract is subject to risk. For thésmson, profit is onlyo be
recognised in the financial report when there isefable estimate of the
construction contract revenue and of the constoctiontract costs when the
contract is completed.

5.3 To estimate reliably the profit to date of enfjusum contract, the following
conditions are usually necessary:

(a) total contract revenue to be received can imated reliably;

(b) itis probable that the entity will receive thentract revenue;

(c) the total cost to complete the contract caedignated reliably;

(d) the stage of contract performance completedpairting date can be estimated
reliably; and

(e) the costs attributable to the contract cardbatified clearly.

5.4 To estimate reliably the profit to date of hestule of rates contract, or a cost
reimbursable contract the following conditions aseally necessary:

(a) the costs attributable to the contract cardbatified clearly;

(b) costs other than those that will be specificedimbursable under the contract
can be estimated reliably; and

(c) itis probable that the entity will receive tb@ntract revenue
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STANDARD

5.5 Where a reliable estimate of profit on a constrction contract cannot
be made during the progress of a construction conaict, no profit shall be
recognised before the completion of the contract.

COMMENTARY

5.6 During the early stages of a contract, the pwdi a construction contract
(interms of paragraph 4.22) may often be impossitd estimate reliably.
Nevertheless it may be probable that the entitynedbver the costs incurred.

5.7 Contract revenue is to be recognised only whismpirobable that, at the time
revenue would otherwise be recognised, the entity wikive the revenue. If
contract revenue is recognised and, in a lateogethere is an uncertainty about
collectability, the estimated uncollectable amoahthe contract revenue is to be
recognised as an expense.

5.8 Costs incurred may not be recoverable when:

(@) contracts are not fully enforceable, that feirt validity is seriously in
guestion;

(b) pending legislation or litigation may influenttee completion of the contract;
or

(c) contracts relate to properties that are likelpe condemned or expropriated.

5.9 When the circumstances that prevented reliael@surement no longer exist,
revenue and expenses are to be recognised in aooeravith paragraph 5.10.

STANDARD

5.10 The proportion of profit on a construction corract recognised before
completion of the contract shall be determined usip the percentage of
completion method.

COMMENTARY

5.11 The proportion of profit to be recognisedoide determined by reference to
the stage of completion of the contract in orderejport profits in the accounting
period in which the contract activity takes place.

5.12 To recognise the proportion of profit on astaction contract by reference
to the stage of completion, the contractor mustable to estimate reliably the
result of the contract. A reliable estimate of tbsult of the contract requires that:
(@) the contract establishes:
(i) each party’'s enforceable rights regarding t&etito be constructed,;
(i) the consideration to be exchanged; and
(iii) the terms of settlement; and
(b) the contractor has an effective internal finahdudgeting and reporting
system to provide reliable estimates.
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The estimates are to be reviewed and revised am@pge as the contract
progresses. Although estimates may be revised fim to time, each revision
may nevertheless provide a sufficiently reliableineste of the result of the
contract to support recognition of the proportidrtte profit on the construction
contract in terms of paragraph 5.10.

5.13 The percentage of completion method provilesbest measurement of the
extent of contract activity and performance duringeporting period. The profit
attributed to the proportion of work completed idcatated by deducting costs
from revenue in relation to the stage of completidsnder this method, contract
costs are usually recognised as an expense ofetfiedpvhen they are incurred;
such contract costs are considered as incurred wiggnreflect work performed.
Examples of contract costs include:

. materials installed, used or applied to carry betwork performed; or
. materials as part of work specifically made for ¢tbatract.

5.14 The stage of completion used to determineitptofbe recognised in the
financial report can be measured in a variety ofsaiagluding:

(&) calculating the proportion that costs to dagarlio the estimated total costs
of the contract;

(b) calculating the proportion completed of thataontract revenue; or

(c) calculating the proportion completed of the gibgl content of the contract
work.

5.15 Progress payments and advances received frstoncers do not necessarily
reflect the stage of completion and are not torbatéd as a reliable measure of
work performed.

5.16 If profit to be recognised is determined as time example in

paragraph 5.14(a), that is by calculating the prtopo that costs to date bear to

the estimated total costs of the contract, onlyséh@osts that reflect work

performed are to be included and therefore adjustsnenay be required.

Examples of items which may require adjustment are:

(@) the costs of materials that have been purchimsdtie contract but have not
been installed or used during contract performaand;

(b) payments to subcontractors to the extent tieyg tdo not reflect the amount
of work performed under the contract.

Loss on a Construction Contract

STANDARD

5.17 A loss on a construction contract shall be regaised in the financial

report as soon as the loss is foreseen; the lossognised shall include both the
loss for the stage of completion reached on the doact and the loss for future

work on the contract.
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COMMENTARY

5.18 When current estimates of total costs andnuvedf a contract indicate a
loss, provision is to be made immediately for th#ire loss on the contract
irrespective of the work done. In some circumstantee foreseeable losses may
exceed the costs of work performed to date. Pmwvis nevertheless to be made
for the entire loss on the contract.

5.19 When a contract is expected to absorb a ceraditk part of the capacity
of the entity for a substantial period, the foréc#sss is to include the

corresponding proportion of the entity’s indirecists to be incurred during the
period of the completion of the contract. An eisitindirect costs are described
in paragraph 4.13(b) and paragraph 4.16.

5.20 If provision for a loss is to be made, the antoof the provision is to be

determined irrespective of:

(@) whether or not work has commenced on the contract

(b) the stage of completion of the contract; and

(c) the amount of profits expected to arise on latee contracts.

Construction Work in Progress

STANDARD

5.21 Uncompleted construction contracts at balanceate are to be stated in
the financial report as gross construction work inprogress and shall be
recorded at construction contract costs plus any &ibutable profit less any
losses brought to account including foreseeable kess.

Claims and Variations Arising Under Contracts

STANDARD

5.22 Construction contract revenue due in respect aflaims and variations
shall be recognised only when there is reasonablevidgence of their
recoverability.

COMMENTARY

5.23 The contractor is to recognise as revenue tirdge variations in contract
work approved by the client and only those claimslenby the contractor where
the contractor has reasonable evidence that themswill be recovered.

STANDARD

5.24 Claims against the contractor or penalties payae by the contractor for
delays in completion, or for other reasons, shalléprovided for in full as costs
attributable to the contract.
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Progress Payments, Advances and Retentions

STANDARD

5.25 Progress payments received and/or receivablegether with advances
received from customers in respect of contracts, sli be recognised in the
financial report as a deduction from the amount ofwork in progress.

5.26 Progress payments due and amounts retained hifie customer until
satisfaction of specific conditions of the contracshall be recognised in the
financial report as receivables.

Disclosure

STANDARD
5.27 The financial report shall include separate diclosure at balance date of:

(@) the gross amount of contract work in progressas in paragraph 5.21);
and

(b) the total of cash received and receivable as @ggress payments, advances,
and retentions on account of work in progress.
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APPENDIX

Comparison of FRS-14 with International and Australian Accounting
Standards

This comparison appendix, which was prepared as afldfesh 1994 and deals
only with significant differences in the standardis,produced for information
purposes only and does not form part of the stalsdan FRS-14. The
International Accounting Standard referred to irs tAppendix was promulgated
by the International Accounting Standards Committee.

The International and Australian accounting stanslamoimparable with FRS-14
are:

. IAS-11 (1993): Construction Contracts;
. AASB 1009 (1986):Accounting for Construction Contracts; and
. AAS-11 (1983): Accounting for Construction Contracts.

There are few significant differences among the irequents in the New Zealand,
Australian and International standards. FRS-14, AASAIASB 1009 and IAS-11
require the use of the percentage of completiomaoukt

The disclosure requirements in FRS-14, AAS-11, AASB9l@ad IAS-11 are

similar. AAS-11 specifically requires the discloswt details of the revenue

recognition policy for the determination of profitn construction contracts.

IAS-11 also requires the following additional discloes:

(@) the amount of contract revenue recognisedearp#riod;

(b) the methods used to determined the contracéniex recognised in the
period; and

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

Both FRS-14 and IAS-11 allow certain borrowing cosisbe allocated to a
specific contract.

HISTORY
Previoudly issued accounting standards superseded by this Financial Reporting
Sandard:

SSAP-14:  Accounting for Profit on Construction Contracts (issued March 1982 and
effective for periods beginning on or after 1 April 1982).
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