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REVENUE AND PROFIT RECOGNITION
FOR FIXED PRICE CONTRACTS

Organisations are in business to make a profit. Profit is defined as sales (income earned
from goods and/or services supplied to customers) |less attributable costs (goods or
services consumed to achieve the sales). There are often areas of doubt regarding the
sales and costs when organisations seek to assess the profit earned in atime period which
does not correspond to the time period over which goods and services are delivered.

For Time and Materials Contractsit is "relatively" easy to assess the value of the work
done, the relevant costs and therefore the profit. For all other contracts - time spent to a
maximum, fixed price etc. it is necessary to have a Consistent and Prudent approach to
revenue recognition and therefore profit recognition. Thisincludes a consistent and
prudent approach to the treatment of "contingency"” funds.

This note sets out some of the implications of the normal method of profit recognition on
fixed price contracts.

Where work is undertaken on a fixed price contract which lasts beyond the end of an
accounting period it isimportant that consideration is given to the extent to which the
organisation has made a profit or alossfor that period. Thisisan application of the
Accruals (or Matching) principle which is fundamental to accounting. The objectiveis
clear: to match income and costs for a particular period of time, to determine whether a
profit or loss has been made. The fact that this involves estimates of future costs (and in
some cases past costs) does not absolve the manager from seeking to achieve the
objective. It is better to be approximately right than precisely wrong.

To estimate the profit on such a contract the manager will need to know the following:

Costsincurred to date

Costs to compl ete the project

Amount billed to the customer to date
Amount to be billed to the customer in future

pODNPRE

Of necessity the amountsin 2 and 4 have to be estimated. The closer the estimates are to
reality, the more likely that the figures will provide useful management information. In
particular, progress against budget can be monitored and used to assist management if,
and only if, the estimates used areredlistic. To continue to predict costsin line with
budget when to date they have not been isto run the serious note of "unfortunate
surprises’ eg. Taurus and the Stock Exchange. To overdo the "contingency™ will result
in an embarrassment of riches at the end of the contract and may lead to incorrect
management decisions eg. "If it will cost that much to finish we won't do it".
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A series of examples will assist the understanding of the accounting needs. The Profit
and Loss Account and Balance sheet detail for each example are shown in the summary
at the end:

Original Project Budget agreed with customer (including profit)  £1,000,000
Original Project Costs - as estimated £ 900,000

Expected Profit £ 100,000

Case 1 (Normal Contract)

Costs to date £ 270,000
Costs to complete £ 630,000
Invoiced to date £ 250,000
Invoices to complete £ 750,000

Percentage completed (ie. costs to date divided by total costs) 30%.
Since 30% is complete the fee earned is £300,000 (30% of total Revenue).

The sales value of work done to date less the amount billed to date is £50,000 (£300,000 -
£250,000). Thisiscommonly called Work in Progress but since 1988 has been called
"amounts recoverable on contracts" in published accounts and is included as a debtor in
the Balance Sheet. The method of establishing the percentage complete is up to the
organisation. There are many highly sophisticated methods of arriving at "Earned
Vaue'. Herewe are only dealing with how to account for it.

Case 2 (Invoiced in advance)

As above but invoiced to date is £400,000. The only changeisthat work in progressisa
negative figure. Thisiscalled a"payment on account” and included as a creditor in the
Balance Sheet at the amount of (£300,000 - £400,000) £100,000. Revenue and Profit are
unaffected.

Case 3 (Cost overrunning)

Cost to date £ 270,000
Cost to complete £ 690,000
Invoiced to date £ 250,000
Invoices to complete £ 750,000

The project is now only (£270,000 divided by £960,000) 28.125% complete and although
costs are overrunning the feeisfixed. The earned valueisonly £281,250. Thusthe
amount of "profit" earned to date isonly (£281,125 - £270,000) £11,250 and the "amount
recoverable on the contract” only £31,250.
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Case 4 (Customer accepts Overrun)

Cost to date £ 270,000
Cost to complete £ 690,000
Invoiced to date £ 250,000
Invoices to complete £ 800,000

The customer has agreed to bear part of the overrun. The total fee hasincreased to
£1,050,000. Change control should record a sale of an extra £50,000 and should have a
reference to written acceptance by the customer. Progressto date is still 28.125% but the
fee earned is now (28.125% of £1,050,00) £295,313 and profit will be £25,313 (28.125%
of £90,000). The amount recoverable on the contract is £45,313.

Case 5 (Loss making project)

Cost to date £ 270,000
Cost to complete £ 810,000
Invoiced to date £ 250,000
Invoices to complete £ 750,000

Here the organisation has a choice of reporting. The project is 25% (£270,000 divided by
£1,080,000) complete but will make aloss when completed. The dilemmais "should the
loss be spread over the life of the contract, or should it be provided for now?"

Case 5 (a) assumesthat thelosswill be spread over the life of the contract. The fee
earned is (25% of £1,000,000) £250,000 and the loss to date is £20,000. The Work in
Progressis nil (£250,000 - £250,000). Thiswould not be acceptable in published
accounts where the concept of prudence states that |osses must be provided in full once
they are foreseen.

Case 5 (b) makes full provision for the whole of the anticipated loss. (Thus the losswill
be £80,000 at the end of the contract. Coststo date are £270,000 as spent but it is
important that thereis full provision now for the loss of £80,000. Since invoices raised
are £250,000 the cost figure that has to be recorded is £330,000; giving £250,000 less
costs of £330,000; aloss of £80,000. Work in Progress contains nothing for uninvoiced
costs since the fee earned is now pure reimbursement of costs. It includes the unused
provision which would appear in the balance sheet of £60,000. Thisis made up of:

Costsincurred £ 270,000
Lessinvoiced £ 250,000
Provision utilised £ 20,000

of the original provision of £80,000 this leaves £60,000 to carry forward.
Neither 5 (@) or 5 (b) is completely satisfactory. Whilst 5 (@) fits with other projectsit

can be misleading. In practice most organisations report separately on projects which are
likely to be loss making.
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The summary items below set out the Profit and Loss data and the Balance Sheet entry
for each of the examplesin the text:

CASE 1
Normal Contract

CASE 2
Invoiced in Advance

CASE3
Cost Overrunning

CASE 4
Customer accepts Overrun

CASES5 (a)
L oss making Project

CASES5 (b)
L oss making Project
PROVISION -

Fee
Earned
£'000

300

300

281

295

250

250

* NOT NORMALLY CORRECT

Costs
£'000

270

270

270

270

270

270
60

www.FinancialM anagementDevelopment.com

Debtor/
Profit Creditor
£000 £000
30 50
30 (100)
11 31
25 45
(20) nil*
(86) (60-)
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DAVID A. PALMER BA (Financial Control) FCA ATII MCIPD

David is an experienced financia professional who has devoted his skills to management
training in practical understanding and utilisation of financial information. A Graduate,
Chartered Accountant, and Associate of the Institute of Taxation, he is also a Member of
the Chartered Institute of Personnel and Devel opment.

He has worked as a Financial Controller and Company Secretary in the Finance Industry
and as a Director of Finance and Administration in the Computer Services industry.
Since 1990 he has conducted management devel opment programmes for over thirty
major organisations including Blue Circle, BP, CSC Computer Sciences, Conoco, Ernst
& Young, LIoyds Bowmaker, The Post Office, Rothmans and Zeneca. International
training experience includes work in Denmark, Kenya and the Czech Republic for
Unilever, in Dubai for Al Atheer, in Holland and the U.S. for Aveciaand Zenecaand in
Bahrain and Saudi Arabiafor Cable & Wireless.

He specialises in programmes in financial management for both tactical and strategic
decision making. A key output from the training is demonstrable use of the knowledge
and skills acquired to enhance corporate profitability. In addition he has run coursesin
acquisition evaluation (The Economist, Blue Circle and Hays Chemicals) and in post-
acquisition management (Unilever). He has also developed material for delivery by in
house personnel (Royal Mail, LIoyds Bowmaker and Conoco) and computer based
training packages (The Post Office, Unilever and BP).

Heisaprolific writer of case studies, role plays and course material, he has also
published articles on the financia justification of training, financial evaluation of 1T
investment proposals, the use of Activity Based Costing and Customer Profitability
statements, commercial considerations for consultants and the need for taxation
awareness training for general managers.

He is married with one grown up daughter and his outside interests include being The
Treasurer of the Hospice of St. Francis (Berkhamsted), and a member of the Catholic
Alpha Training Team (Promoting the Alpha course on Basic Christianity). Hewasa
Governor of Luton University for nine years and a school Governor for four years.

This series of papersis designed to help managers by providing a basic understanding of

key financial conceptsto assist them in their work. It isprovided at no cost since this
knowledge is a Gift from God and thus to be shared (M atthew 10:8).
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