Contract Costing

Be able to calculate profit/loss at the end of the accounting period using the 
· Completed contract method

· percentage of completion method

Contract costing is
· a form of job costing

· used to account for the construction of an asset/s which makes a single product e.g. construction of bridges, buildings, dams and ships

2 Basic groups of contracts 
· fixed price contract
· cost-plus contracts (defined costs and certain image.)

Aim: is to calculate net profit on a contract and therefore all costs relating to the contract should be brought in account against the contract.

Costs that have to be accumulated against construction contracts

A - Direct Contract Costs

· Materials issued

· Returns of material (reduce the contract cost)

· Sale of material (reduce contract cost with incidental income)

· Cost of sub contract work – subcontracts make up an item that directly influences the primary cost of the contract

· Site labour costs including supervision

· Machinery of plant costs 



-on a living basis is rent charge



-Depreciation of machinery and equipment used for a contract

*Depreciation of unutilized machinery:  forms part of the contractors’ general    expenses.

· Moving machinery and equipment to site

B – Indirect Costs (general contract costs)
· To be allocated to the various contracts by systematic and rational methods e.g. Insurance, transport cost, storage costs.

· They are not specific to the contract

C – Costs that is specifically chargeable to the customer in terms of  the contract

· Costs not related to contract activities – period costs – write off to statement

· Extra’s (variations) –client specifications – those are an addition to the original Contract price.

· Retention money – amount withheld until all the conditions of the contract have been complied with all the debtors have been rectified.

Upon completion of contract the contractor would not transfer the full amount of the profit to the income statement.

*Read module for more notes.

Profit recognition of Construction Contracts

· Short term contracts – begin and end in same accounting period.


Calculate profit as per normal.

· Long term contracts – contract stretches over one accounting period 


Two methods for determining profit:

1. Completed contract method – profits are only reviewed on   completion of contract. *check out for advantages & disadvantages.
2. The percentage of completion method. Used under the following conditions:

a) total contract profit can be determined reliably
b) both the cost of completing the contract & the stage of completion of the contract can be reliably estimated @ the balance sheet date.

c) The cost attributable to the contract can be clearly identified so that actual costs can be compared with the prior estimates.

Stage of completion profit is calculated as follows:

1. the proportion of cost incurred to date to the total contract cost

cost to date


X
estimated total profit
estimated total cost


     1

2. certified surveys of work executed by professional advisers

value of work certified
X
estimated total profit
contract price


 
     1

                                             OR


Value of work certified + cost of work not certified X estimated total profit

Contract price






      1

Table on page 61

· a reserve for contingencies can be created since determining profit   before completion is speculative, risky and uncertain.


The reserve will only be transferred to the income statement on 
completion of the contract.

· if it appears from the estimates that the contract cost will exceed the contract income, the total expected loss must immediately be provided for as an expense.

(do all examples – from the guide - and understand them)

