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‘When it comes to construction project accounting, choosing the right revenue recognition method is crucial
for accurate financial reporting and compliance. Using Percentage-of-Completion And Completed Contract
MethodsHalsey Building Company Signed A Contract exemplifies two primary approaches that contractors
often consider. These methods influence how revenue and costs are recognized throughout the project's
duration and can significantly impact a company's financial statements, tax obligations, and stakeholder
perceptions. This article delves into these two accounting methods, their applications in construction
projects, and how Halsey Building Company can determine the most appropriate approach for their new

contract.

Understanding Revenue Recognition in Construction Contracts

Construction companies typically undertake long-term projects, making revenue recognition more
complex than in regular sales transactions. The primary challenge lies in determining when and how

much revenue to recognize at various stages of a project.

Importance of Accurate Revenue Recognition

Proper revenue recognition ensures that financial statements accurately reflect the company's performance,

financial position, and cash flows. It also affects tax calculations and contractual obligations.

Factors Influencing the Choice of Method

The decision depends on:
¢ The nature and duration of the project
e The reliability of estimates regarding costs and progress

e contractual terms and legal considerations



¢ Accounting standards applicable (e.g., GAAP, IFRS)

The Percentage-of-Completion Method

The Percentage-of-Completion (PoC) method recognizes revenue proportionally to the work completed
during a period. This approach aligns revenue recognition with project progress, providing a more timely

reflection of income.

How the Percentage-of-Completion Method Works

This method involves:
1. Estimating total project costs and the costs incurred to date
2. Calculating the percentage of completion: (Costs incurred to date / Estimated total costs)

3. Recognizing revenue: (Total contract value x Percentage of completion) - Revenue recognized in

previous periods

4. Recognizing costs in tandem with revenue

Advantages of the Percentage-of-Completion Method

¢ Provides a realistic view of ongoing project performance
e Matches revenue with expenses in the same period

e Improves cash flow forecasting and financial analysis

Challenges and Risks

¢ Requires reliable estimates of costs and progress



¢ Potential for over- or under-estimation impacting financial statements

¢ Complexity in tracking and reporting progress

The Completed Contract Method

The Completed Contract (CC) method defers all revenue and expense recognition until the project’s

completion. Revenue and costs are recognized only when the project is finished.

How the Completed Contract Method Works

This approach involves:
1. Deferring all revenue and expense recognition until project completion
2. Recognizing total revenue and profit upon project completion

3. Not recognizing any revenue or profit during the project’s progress

Advantages of the Completed Contract Method

e Simpler to implement and maintain
¢ Minimizes the risk of recognizing revenue prematurely

e Useful when project estimates are highly uncertain or unreliable

Disadvantages and Risks

¢ Does not reflect ongoing project performance accurately

¢ Can distort financial statements, especially with long-duration projects



e May impact cash flow projections and stakeholder confidence

Implications for Halsey Building Company

Halsey Building Company’s decision to sign a new contract brings into focus the choice between these two

methods. Several factors influence this decision:

Project Characteristics

¢ Project duration: Longer projects tend to favor the PoC method for timely recognition.
¢ Estimate reliability: If cost estimates are uncertain, CC might be safer.

e Client and contractual terms: Some contracts specify revenue recognition methods.

Financial Statement Impact

e PoC provides a more accurate picture of ongoing performance, beneficial for investors and lenders.

o CC might delay revenue recognition, affecting profitability metrics.

Tax Considerations

Depending on jurisdiction, tax authorities may favor one method over the other, influencing Halsey

Building Company’s choice to optimize tax liabilities.

Implementing the Methods: Practical Steps for Halsey Building
Company

Successful implementation requires robust systems and processes. Here are critical steps:



For Percentage-of-Completion Method

1. Develop reliable project cost estimates and tracking systems
2. Regularly update project progress and costs incurred
3. Apply consistent criteria for measuring progress (e.g., cost-to-cost, effort expended)

4. Maintain documentation to support revenue recognition calculations

For Completed Contract Method

1. Ensure comprehensive project documentation to verify completion
2. Monitor project milestones and completion status diligently

3. Prepare for revenue recognition only upon project finalization

Comparing the Two Methods

| Aspect | Percentage-of-Completion | Completed Contract |

N — [ ———— |

| Revenue Recognition Timing | Throughout the project | At completion only |

| Complexity | Higher | Lower |

| Financial Performance Reflection | More timely and accurate | Less timely, deferred until end |

| Suitability | Long-term projects with reliable estimates | Short-term projects or uncertain estimates |

Conclusion

Choosing between the Percentage-of-Completion and Completed Contract methods is a strategic decision
that impacts Halsey Building Company’s financial reporting, tax obligations, and stakeholder confidence.
While the PoC method offers a more accurate reflection of ongoing project performance and aligns revenue
with expenses, it requires reliable estimates and diligent tracking. Conversely, the CC method provides

simplicity and conservatism, suitable for projects with high uncertainty or shorter durations.



Halsey Building Company should assess their specific project characteristics, accounting standards, and
strategic goals to determine the most appropriate approach. Proper implementation of either method

ensures compliance and provides meaningful insights into project profitability and company health.

By understanding the nuances of these revenue recognition methods, Halsey Building Company can

enhance their financial management and maintain transparency with investors, regulators, and clients.

Frequently Asked Questions

What is the difference between the percentage-of-completion and

completed contract methods?

The percentage-of-completion method recognizes revenue and expenses proportionally as the project

progresses, while the completed contract method recognizes revenue only when the project is finished.

When should Halsey Building Company use the percentage-of-

completion method?

Halsey Building Company should use the percentage-of-completion method when the project is long-term,

and it is reliable to estimate costs and progress, providing more timely income recognition.

What are the advantages of using the percentage-of-completion method
for Halsey Building Company?

Advantages include better matching of revenue and expenses, improved cash flow management, and more

accurate financial reporting during project execution.

What are the risks associated with the completed contract method?

Risks include delayed revenue recognition, potential for income fluctuations, and less timely financial

information, which can affect decision-making.

How does the signed contract influence the choice of accounting method
for Halsey Building Company?

A signed contract provides a legal basis for revenue recognition, but the choice between methods depends

on project specifics like duration, reliability of estimates, and company policy.



Can Halsey Building Company switch from completed contract to

percentage-of-completion method?

Yes, but such a switch requires justification, proper disclosure in financial statements, and consistent

application according to accounting standards.

‘What documentation is necessary for Halsey Building Company to

implement the percentage-of-completion method?

Necessary documentation includes detailed project budgets, progress reports, cost estimates, and a method

for measuring progress reliably.

How does the signed contract impact revenue recognition under these
methods?

Under the completed contract method, revenue is recognized only after contract completion; under the
percentage-of-completion method, revenue is recognized gradually based on project progress as specified in

the contract.

What are the key considerations for Halsey Building Company when

choosing an accounting method for a new project?

Consider project duration, ability to estimate costs and progress, contractual terms, and reporting

requirements to ensure appropriate revenue recognition.

How do accounting standards like GAAP or IFRS influence the use of
these methods for Halsey Building Company?

GAAP and IFRS provide guidelines on revenue recognition, favoring the percentage-of-completion
method for long-term contracts when certain criteria are met, ensuring consistency and transparency in

financial reporting.

Additional Resources

Using Percentage-of-Completion and Completed Contract Methods: A Comprehensive Analysis with
Halsey Building Company

‘When it comes to project-based accounting, selecting the appropriate revenue recognition method is crucial
for accurately reflecting a company's financial health, profitability, and cash flow. Two primary methods

dominate this landscape: the Percentage-of-Completion Method and the Completed Contract Method. Each



approach offers distinct advantages and challenges, making their understanding essential for construction
companies like Halsey Building Company, which recently signed a significant contract. This review
explores these methods in depth, highlighting their principles, applications, benefits, limitations, and

implications for financial reporting.

Understanding Revenue Recognition in Construction Contracts

Revenue recognition is the process of recording revenue in the accounting books when it is earned, not
necessarily when received. For construction companies, this becomes complex due to the long-term nature
of projects, variable costs, and contractual stipulations. Proper recognition ensures stakeholders—investors,

creditors, and management—have an accurate view of financial performance.
Key Challenges in Construction Revenue Recognition:

- Long project durations

- Variability in costs and progress

- Contractual terms affecting payment schedules

- Potential for change orders and scope adjustments

- Differentiating between billings and earned revenue
Given these complexities, accounting standards like GAAP (Generally Accepted Accounting Principles)

and IFRS (International Financial Reporting Standards) provide guidance on when and how to recognize

revenue.

The Two Main Methods of Revenue Recognition

1. Percentage-of-Completion Method

The Percentage-of-Completion (PoC) method recognizes revenue proportionally as the project progresses. It
reflects ongoing work and provides a more current picture of profitability, especially valuable for large,

long-term projects.

Core Principles:



- Revenue and expenses are recognized based on the degree of project completion.
- Progress is measured using either input methods (costs incurred, labor hours) or output methods

(milestones achieved, physical completion).

Application in Practice:

- Determine total expected revenue and total estimated costs.

- Calculate the percentage of completion: (Costs incurred to date / Total estimated costs).
- Recognize revenue: (Percentage of completion) x (Total contract revenue).
- Recognize expenses accordingly.

Advantages:

- Provides timely recognition of income, reflecting actual project progress.

- Improves matching of costs and revenues.

- Better aligns with the economic reality of ongoing projects.

Limitations:

- Requires accurate estimates of total costs and progress.

- Can be manipulated if estimates are overly optimistic.

- Needs robust internal controls and detailed record-keeping.

2. Completed Contract Method

The Completed Contract (CC) method defers all revenue and expense recognition until the project is

finished.

Core Principles:

- No revenue or profit is recognized until the contract is fully completed.

- Income is recognized only upon project completion and acceptance.

Application in Practice:

- During the project, all costs are accumulated in work-in-progress accounts.

- Once the project is complete, total revenue and expenses are recognized simultaneously.

Advantages:

- Simpler to implement, especially when estimates are unreliable.

- Reduces the risk of recognizing income prematurely.



- Suitable for projects with high uncertainty or short durations.
Limitations:
- Does not provide current profitability insights.

- Can distort financial statements by delaying revenue recognition.

- Less useful for decision-making and stakeholder communication.

Choosing Between the Methods: Factors to Consider

The decision to adopt either method depends on various factors:

- Project Duration: Long-term projects favor PoC, while short or highly uncertain projects might use CC.
- Estimate Reliability: Accurate cost estimates support PoC; unreliable estimates lean toward CC.

- Regulatory Requirements: GAAP generally prefers PoC for revenue recognition, but CC remains
acceptable under certain conditions.

- Management Preference & Internal Controls: Some companies prefer the simplicity of CC, especially in

early stages or uncertain projects.

Implications for Halsey Building Company

When Halsey Building Company signed its recent contract, understanding and applying these methods

correctly is vital for transparent financial reporting and strategic decision-making.
Scenario Analysis:

Suppose Halsey signed a contract worth $10 million, expected to take two years, with estimated total costs

of $7 million. The company must decide how to recognize revenue during the project.
- If Halsey opts for the Percentage-of-Completion Method, it would:
- Calculate the percentage of work completed each period based on costs incurred.

- Recognize revenue proportionally, say, 40% complete after one year, recognizing $4 million in revenue.

- Record associated costs, providing a clear view of profitability at each stage.



- If Halsey chooses the Completed Contract Method, it would:

- Record all costs as work-in-progress.

- Recognize the entire $10 million in revenue, along with costs, only after project completion.

- This approach might delay revenue recognition, affecting cash flow and profitability reports.
Strategic Considerations:

- For projects with predictable costs and progress, PoC provides more accurate and timely insights.
- For projects with high uncertainty or where estimates are unreliable, CC might be safer to avoid

premature profit recognition.

- Regulatory compliance and investor expectations also influence the choice.

Accounting Entries and Documentation

Percentage-of-Completion Method:

- At each reporting period:

Work-in-Progress (Asset) Dr.

Revenue from Construction Contracts Cr.
- To record costs incurred:

Construction in Progress (Asset) Dr.

Accounts Payable / Cash Cr.
- To recognize profit:

Cost of Construction Dr.

Work-in-Progress Cr.

Completed Contract Method:



- During construction:

Construction in Progress (Asset) Dr.
Accounts Payable / Cash Cr.

ASNN

- At project completion:

ASNN

Accounts Receivable / Cash Dr.

Revenue from Construction Contracts Cr.
- To recognize profit (if any):

Cost of Construction Dr.

Work-in-Progress Cr.

N

Documentation is critical for supporting the percentage calculations and ensuring compliance with auditing

standards.

Financial Reporting and Disclosure

Proper application of these methods impacts the company's financial statements:

- Income Statement: Timing and amount of revenue and profit recognition.
- Balance Sheet: Presentation of work-in-progress, billings, and receivables.

- Cash Flow Statement: Reflects cash inflows from contract billings and outflows for costs.
Transparent disclosures should include:

- Method used and rationale.
- Significant estimates and assumptions.
- Changes in estimates and their impact.

- Contract status and progress measurement.



Regulatory and Standards Framework

Both GAAP and IFRS provide specific guidance:

- GAAP: ASC Topic 606 emphasizes recognizing revenue in a manner that depicts transfer of control, often
favoring the percentage-of-completion approach for construction contracts.

- IFRS: IFRS 15 aligns closely with GAAP, emphasizing transfer of control and detailed disclosures.

Adherence to these standards ensures legal compliance, enhances credibility, and facilitates audit processes.

Potential Risks and Mitigation Strategies

Risks:

- Overestimating progress leading to premature profit recognition.
- Underestimating costs, resulting in understated expenses.
- Changes in project scope affecting revenue estimates.

- Disputes or delays causing revenue recognition issues.
Mitigation:

- Maintain rigorous internal controls.
- Use detailed project tracking and cost management systems.
- Regularly update estimates and progress assessments.

- Document all assumptions and decisions thoroughly.

Conclusion: Strategic Significance for Halsey Building Company

The choice between the Percentage-of-Completion and Completed Contract methods significantly impacts
Halsey Building Company's financial health portrayal, stakeholder confidence, and strategic planning.

‘While PoC offers a more dynamic and realistic view of ongoing performance, it requires diligent



estimation and internal controls. Conversely, the CC method provides simplicity and conservatism but may

obscure current profitability and operational insights.

For Halsey Building Company, the decision should align with project characteristics, regulatory standards,
and internal capabilities. Properly applied, these methods enable the company to produce transparent,

compliant, and informative financial statements, fostering trust among investors, lenders, and management.

By understanding the nuances, advantages, and challenges of both approaches, Halsey can optimize its
revenue recognition practices, support sustainable growth, and maintain sound financial stewardship in its

future projects.
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