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Crux of AS 7

Objective, Scope & Key Definitions

Objective & Scope
Prescribes accounting treatment of revenue and costs
associated with construction contracts

Applies to contractors in their financial statements under
Companies Act

Covers fixed-price contracts and cost-plus contracts
Includes contracts for construction of single or interrelated
assets (bridges, dams, refineries, tunnels, roads)

Contract Revenue Components
Initial agreed contract price + Variations + Claims +
Incentives

Revenue measured at fair value of consideration
received/receivable

Escalation clauses recognised when probable and
measurable

Crux of AS 7

Revenue & Cost Recognition: The Core Engine

AS 7 mandates the Percentage of Completion Method (POCM) as the sole method of revenue recognition — the completed contract method is not

permitted.

Stage of Completion

Determined by: (a) proportion of costs
incurred to estimated total costs, (b)
surveys of work performed, or (c) physical
proportion of the contract work completed.

Reliable Estimation Test

Revenue is recognised only when the
outcome can be estimated reliably. If not
reliable — recognise revenue only to the
extent of recoverable costs (zero profit

Foreseeable Losses

Expected losses on a contract must be
recognised immediately as an expense,
regardiess of whether work has
commenced or the stage of completion

approach).

@  Formula: Contract Revenue Recognised = % Completion x Total Estimated Contract Revenue ~ Revenue Recognised in Prior Periods

Crux of AS 7

Contract Costs: What Goes In & What Stays Out

Includable Contract Costs

Direct materials, labour, and sub-contractor charges

Depreciation of plant & equipment used on contract

Costs of moving plant, materials, and labour to/from site

Rectification and warranty costs
Costs of design and technical assistance directly related to the

contract
Attributable overheads (insurance, borrowing costs per AS 16
where applicable)

> Excludable Contract Costs

General administration overheads not attributable to the contract
Selling costs

Research & development costs

Depreciation of idle plant not used on a specific contract

Costs that cannot be attributed to contract activity or allocated to
contract activity

2 Pre-contract costs are included only if they are separately
identifiable, can be measured reliably, and it is probable the
contract will be obtained.

Cruxof AS7
Presentation & Disclosure in
Financial Statements

Balance Sheet Presentation

[t iumber Account Name Type
1000 Cash Asset Gross Amount Due from Customer (asset): Costs incurred + recognised profits -
1010 Recounts Receivable Asset recognised losses - progress billngs, where positive. Gross Amount Due to
i:;: ::: Customer (liabiity): Where the net amount s negative.
1640 Land Asset
1050 Buildings A
1660 Equipment Asse Mandatory Disclosures
0] lon 1 comtra-Aeses Amount of contract ed in the period; methods used to det .
560 Ackainis Paggble Tiabity Jount of contract revenue recognised in the period; methods used to determine stage
010 Notes Payable Uiabiity of completion; aggregate costs incurred and recognised profits (less losses) to date;
020 Salaries Payable Tiability 51 ‘advances received; and retentions withheld by customers.

3000 Common Stack Owner's Equity

3010 Retained Earnings | Owner's Equity

4 Sales Revenue Revenue . .

K Contingent Liabilities & Assets

010 Tnterost Revenue evenue 9

EX Cost of Goods Soid xpense Disclose contingent liabilies arising from warranty costs, claims, penalties, or possible
5010 Salarics Experse xpense losses. Contingent assets such as claims under negoliation must also be disclosed per
020 Rent Expense wpense | $2 7S 29
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Practical Issue 1

Determining Stage of Completion: The NHAI / Road
Contractor Dilemma

Issue: Large road-building contractors in India (e.g., those executing NHAI EPC
contracts) often face diffculty in determining stage of completion where physical 4, Common Error: Including material procurement costs.
in % completion calculation, leading to premature

revenue recognition and overstated profits in early

surveys are impractical and milestones are ot evenly spread. Using the cost-
to-cost method may overstate completion if significant materials have been
procured but not yet installed. periods.

Practical Guidance: The ICAI has clarified that mere procurement of materials ®
does not constitute contract activity. Costs of uninstalled materials should be
excluded from both numerator and denominator of the cost-o-cost ratio unless

Best Practice: Use physical completion surveys
certified by a site engineer as the primary method; use
cost-to-cost only as a cross-check for fixed-price EPC
the materials were manufactured specifically for the contract. A combination of .y

surveys and cost method may be employed with consistent application

Prac
Treatment of Variations & Claims: L&T and Infrastructure
Contractors

Major EPC contractors like Larsen & Toubro regulariy face disputes on variation orders and claims from clients such as govemment bodies and PSUs.
AS 7 permits inclusion of variation amounts in contract revenue only when (a) it is probable the customer will approve the variation and (b) the amount

can be measured reliably.

Variation Orders Claims Against Customers Incentive Payments

Include in revenue only if approved or Recognise only when negotiations Include only when performance
virtually certain to be approved have reached an advanced stage and . standards are suficiently advanced that it
is probable the specified performance

Unapproved variations — disclose as itis probable the claim will be

contingent asset under AS 29 accepted. Do not recognise merely on criteria will be met or exceeded.

submission of a claim.

Practical Issue 3

Foreseeable Losses: Real Estate & Infrastructure
Downturns

AS 7 Requirement

Whenitis probable that total contract costs will exceed total contract
revenue, the expected loss must be recognised immediately as an expense —
imespective of the stage of completion.

Audit Red Flags

Revised cost estimates not updated in workings

Loss-making contracts not identified separately
Management override on provisions citing “recovery likely"

No sensitivity analysis on material price escalation clauses

Practical Issue 4

Combining & Segmenting Contracts:
Real Estate Developers as Contractors

This issue commonly arises when a developer-cum-coniractor executes multile towers under a
single township project with a single agreement but separate pricing and delivery schedules per

tower.

Single Agreement Presumption

1 Entties often treat the entire project as one contract for convenience, deferring
losses n profitable towers against loss-making ones.
AS 7 Segmentation Test

2 Each asset (tower) shall be treated as a separate contract if: separate proposals
were submitied per asset and each asset was subject fo separate negofiation
Implication

3 Segmenting contracts prevents cross-subsidisation of losses, ensuring each

contract's foreseeable loss is recognised promptly and independently.
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Practical Issue 5

Pre-Contract Costs: Bid Costs & Mobilisation Expenses

AS 7 Position

Pre-contract costs (bid costs, feasibility studies, tendering expenses) may be
included in contract costs only

« They can be separately identified and reliably measured
E « Itis probable that the contract will be obtained
— _] If expensed when incurred and the contract is subsequently obtained, they
cannot be reinstated as contract costs. Consistency of policy is critcal

How to Prepare Tender Documents

Submit digitally
requirements ::‘?,:‘f:; and ensure
and plan compliance @ Capitalising pre-contract costs when contract award is uncertain

constitutes a departure from AS 7 and requires disclosure.

Common Practice (Incorrect): Many Indian contractors capitalse all bid
preparation, tender submission, and site mobilisation costs as "conlract work-
in-progress” regardless of whether the contract is awarded, thereby inflating
assets

Practical Is

Borrowing Costs & Related Party Contracts

sue 6 & 7
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5
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Related Party Contracts

Borrowing Costs (AS 16 Interface)

Borrowing costs directly attributable to construction contracts that meet  Group companies awarding construction contracts to subsidiary

the definition of a "qualifying asset” under AS 16 must be capitalised contractors at cost-plus arrangements require scrutiny. The terms must
However, where the contractor finances working capital for multiple short-  reflect arm's-length pricing. Auditors must verify that the cost-plus fee is
cycle contracts, allocating borrowing costs to individual contracts is not set artificially to shift profits and that contract terms (duration,
complex. The ICAI guidance note recommends allocating based on payment) are commercially reasonable. AS 18 disclosures are mandatory
average contract value or duration-weighted basis with consistent in addition to AS 7 requirements.

disclosure.
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Practical Issues 8 & 9

Retention Money & Advance Receipts: Balance Sheet

Classification

Retention Money

Customers typically withhold 5-10% of each running bill as retention,
released post defects liability period. AS 7 treatment: Retention is part
of contract revenue already recognised; it is simply a receivable with
deferred collection. It must be presented as a trade receivable — not
netted against the gross amount due from customers. Showing
retention as a contingent asset is incorrect and misleading.

Advance Receipts (Mobilisation Advances)

Mobilisation advances received from clients are often incorrectly netted
against "work-in-progress.” Per AS 7, advances received must be
presented as a liability (advance from customers) until contract
activity justifies their recognition against progress billings. Premature
netting suppresses liabilities and inflates net contract assets — a
frequent finding in peer reviews of infrastructure company audits.

Practical Issues 10 & 11

Service Contracts & BOT Arrangements: Boundary of AS 7

Issue 11: IT & Engineering Service Contracts

Long-term software development or engineering consulting contracts are
often mistakenly accounted under AS 9 (Revenue Recognition) rather than
AS 7.AS 7 applies when the contract specifically involves construction,
restoration, or installation of an asset to the buyer's design specification.
Pure service contracts (design only, consulting) fall under AS 9. The
distinction has significant P&L impact, particularly where milestones difler
from physical completion

@ ICAI clarification (2007): AS 7 applies to contracts where the:
outputis a tangible constructed asset, regardiess of the industry
of the contractor.

13

Key Takeaways

Summary & Practitioner's Checklist

Apply POCM Consistently
Completed contract method is not permitted. Document the basis of stage
of completion determination every year-end with supporting evidence.

Recognise Losses Immediately
Loss-making contracts must be identified at the entity level. Resist
management pressure to defer loss recognition pending "final

Variations & Claims: Probability Test

Apply strict probability assessment before including unapproved variations.
or claims in contract revenue. Conlingent assets require AS 29 disclosure.

negoltiations."

Balance Sheet Presentation

Gross amounts due from/to customers, retentions, and advances must
each be presented correctly — netting is not permitied under AS 7.

@  For complex contracts — particularly in infrastructure, real estate, and BOT — obtain revised in writ reporting

date and independently assess their reasonableness.
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