In-class example: Class 15(3/5/02)

Completed contract example:

Allicorp has contracted to build a new Teletubby theme park, starting construction on February 1, 1999, with a planned completion date of May 31, 2001.  At the initial bid date, the estimated costs to complete the contract are estimated at $20 million with a 5% profit margin built into the bid price.  Progress billings payable within 10 days after billing will be made on a monthly schedule.

Entries made during the year(s):


1999

2000

2001
Construction in process inventory


5,000,000
    7,850,000
  6,650,000


Cash,payables,etc.


           5,000,000           7,850,000             6,650,000

To record costs incurred in construction

Accounts receivable



4,750,000
   8,000,000
  7,250,000


Billings on contracts


           4,750,000            8,000,000
          7,250,000

To record the progress billings on Teletubby Park

Cash





4,500,000
   7,750,000
 7,750,000


Accounts receivable


           4,500,000               7,750,000           7,750,000

To record the collections on billings.

Complete the schedule to summarize the activity during the construction period.











December 31,











1999

2000

2001

1. Costs incurred during current year:

           $

           $

           $


2. Cumulative costs incurred to date:

           
  


3. Estimated costs to complete at year-end:

              14047619             
6450000

      -
 

4. Estimated total costs for project:

             





             

5. Progress billings during year:


           $ 
 
            $
            

$
 

6. Cumulative billings to date:







7. Collections on billings during year:




8. Cumulative collections to date:







Definitions:
Construction-in-process inventory:  all of the costs incurred in the project, these represent probable future economic benefits to the construction company so an asset must be recognized. (Inventory account)

Progress billings:  periodic billings of work to date, these represent probable future economic benefits to the construction company so an asset must be recognized.  (Accounts receivable)

Usually, the credit side of an accts receivable entry is  Revenue but not here!  An account called Billings on Contracts is credited.  This is a permanent account that will carry a balance until the project is completed.  It is analogous to an Unearned Revenue liability account in the sense that until the project is complete, the buyers have not received the product and the earnings process is not complete.  Where does this account sit on the balance sheet?  (Contra-asset account to Construction-in-process)

Entries at the completion of the project:
Now the earnings process is complete and revenue can be recognized under the completed contract method.

May 31, 2001:

Billings on Contract


$


Revenue from Teletubby Park

$

To record the revenue from the long-term project

Costs of construction (I/S acct)

$


Construction-in-process inventory

$

To record the costs of construction for the long-term project

Percentage-of-completion method:

(Using the same project and same progress as on the prior page.)

Definitions:
Cost-to-cost method: This is the most common INPUT method used to determine the % completion.  

Percentage completion schedule:


 
1999

2000

2001

1. Costs incurred to date (from prior page)

2. Estimated total costs (from prior page+ revision)

3. (1)/(2) or % complete




Revenue for each year:
1. Total contract price

2. % complete from above calculation

3. Revenue to date (1*2)

4. Revenue from prior periods

5. Current period revenue (3-4)

Additonal entry during the year (why?)


1999

2000

2001
Same entries as under the completed contract method

 + Additional entry:

Costs of construction (costs incurred this year)

Construction-in-process inventory (for the gross profit)


Revenue from Teletubby Park (from above)

To record gross profit on the Teletubby Park project.

(THINK: what is the total of the construction-in-process account going to be when the project is finished?)

Entries at the end of the project:

Billings on contracts (cumul. Billings 2001)


Construction-in-process inventory

To clear out the construction-in-process account and the Billings on contract account.

Complication:  What if there is a loss on the contract?

2 possibilities:

1. The entire project will be a loss.

2. The contract is still profitable, but there is a loss this year.

(in this case, just proceed as above, the only change will be that the const-in-process acct will be CREDITED in the year of the loss rather than debited in the end-of-year revenue entry under % completion; no impact on the completed contract method)

Possibility 1:  The entire project will be a loss.  

If we know in 2000 that the entire project will cost $2,000,000 more than the contract price of $20,000,000.00, then what would accounting principles require us to do?  (think about conservatism and loss recognition)

Entry needed under the completed contract method:

Loss on construction contracts (I/S account)


Construction-in-process inventory

To record the expected contract loss

Entry needed for % of completion:

What should the net income statement impact be on this job?  


($2,000,000) loss

OR  Expenses > Revenues by $2,000,000

Now, how do we get there?

We first have to revise the % calculations to include our revised estimated total cost:

Percentage completion schedule:


 
1999

2000

2001

Costs incurred to date (from prior page)

Estimated total costs (from prior page)

 % complete




We calculate the 2000 revenue amount with the new % completion schedule:

Revised revenue to date

$                  
Desired expense to date

$

- prior year's expense
       -      $
      
Yr 2000 expense


$
Entry to be made in 2000:

Yr 2000 journal entry:


Costs of construction (expense)

$ 



Revenue on l-term project


$ 



Construction-in-process


$ 


To record loss on contract in the year it is known.

On your own:  what will the 2001 income statement entry be?

