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A. Facts of the Case
1. A public sector under-

taking registered under the 
Companies Act, 1956, is un-
der the administrative control 
of the Ministry of Railways. 
The company provides services 
in all the facets of transporta-
tion engineering in India and 
abroad.  It also exports rolling 
stocks and locomotives.  It has 
income from consultancy fees, 
inspection, export sales, leases 
and other incomes.

2. The accounts of the com-
pany are audited by statutory au-

ditors appointed by the Comp-
troller and Auditor General of 
India (C&AG) and reviewed 
by C&AG. During the course 
of audit of accounts for the fi-
nancial year 2004-05, the statu-
tory auditors expressed reserva-
tion that “the company is not 
having a system of identifying 
work-in-progress in respect of 
on-going contracts, thus, result-
ing into the accounts not being 
maintained on accrual system of 
accounting”.

3. The querist has stated 
that revenue from leases, ex-
port sales, inspection, project 
management/construction su-
pervision and time based con-
sultancy fee contributes 80% 
of the business of the company 
leaving only a minor part of 
the consultancy fee based on 
stage completion projects.  Ac-
cording to the querist, in 80% 
of the business of the com-
pany, expenditure is booked 
on matching concept basis.  As 

per the querist, for consultancy 
projects, where stage payments 
are involved, consultancy fee is 
accounted for, as per interna-
tional industry practice, on a 
stage billing basis and expenses 
are not carried forward as is the 
usual practice in the process or 
manufacturing industry.

4. The querist has fur-
ther stated that the nature of 
consultancy projects, involv-
ing stage payments, generally 
undertaken by the company, 
by way of illustration are: (a) 
Feasibility Studies; (b) Traffic 

Studies; (c) Design & Detailed 
Engineering; (d) Environmen-
tal Impact Studies; (e) Systems 
Studies; etc.  The stages of pay-
ment could include (a) Mobili-
sation fee; (b) Submission of 
Inception Report; (c) Collec-
tion/Compilation of data/pre-
liminary design/drawing; (d) 
Submission of detailed analy-
sis/drawing for client perusal; 
(e) Draft final report and (f ) 
Final report.  However, there 
could be additional/interme-
diary stages depending on the 
nature of assignment.  Accord-
ing to the querist, consultancy 
projects involve no construc-
tion of asset(s).

5. According to the querist, 
such projects, except a few, 
are small in value but more in 
number.  An analysis of major 
contracts of this nature which 
represent nearly 80% of such 
projects, was done to work out 
work-in-progress amount and 
it was found that Rs. 40 lakh 

was incurred on manpower and 
other costs as on 31st March, 
2005, which is only 0.2% of 
the turnover of the company 
and 0.23% of the total expen-
diture (excluding extraordinary 
items), which is not material.

B. Query
6. The querist has sought 

the opinion of the Expert Ad-
visory Committee of the Insti-
tute of Chartered Accountants 
of India (ICAI) on the follow-
ing issues:
(i) Whether work-in-prog-

ress is applicable to con-
sultancy business.

(ii) If it applies, whether it 
is necessary to have a 
system to identify work-
in-progress, where such 
projects are small in value 
and large in number, as 
the amounts involved are 
likely to be not material 
and results not commen-
surate with the efforts in 
terms of time and cost.

C. Points considered by the 
Committee

7. The Committee notes 
that paragraph 4 of Accounting 
Standard (AS) 7, ‘Construction 
Contracts’, issued by the Insti-
tute of Chartered Accountants 
of India, provides the following:

“4. For the purposes of this 
Statement, construction con-
tracts include:
(a) contracts for the render-

ing of services which are 
directly related to the 
construction of the asset, 
for example, those for the 
services of project man-
agers and architects; and

(b) contracts for destruc-
tion or restoration of as-
sets, and the restoration 
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of the environment fol-
lowing the demolition of 
assets.”

8. From the above, the 
Committee is of the view that 
AS 7 would apply to revenue 
recognition of consultancy fees 
received only in respect of those 
service contracts which are di-
rectly related to the construc-
tion of an asset.  However, since 
the issue under consideration is 
the service of providing con-
sultancy in relation to the engi-
neering projects which involve 
no construction of asset(s), rev-
enue should be recognised in 
accordance with the principles 
in this regard enunciated in 
Accounting Standard (AS) 9, 
‘Revenue Recognition’, issued 
by the Institute of Chartered 
Accountants of India.

9. The Committee notes 
that in respect of transactions 
involving rendering of services, 
AS 9 provides that “perfor-
mance should be measured ei-
ther under the completed ser-
vice contract method or under 
the proportionate completion 
method, whichever relates the 
revenue to the work accom-
plished” (paragraph 12).  The 
Standard explains the two 
methods of revenue recogni-
tion and the situations when 
the respective methods should 
be adopted in paragraph 7.1 
which provides as below:

“7.1 Revenue from ser-
vice transactions is usually 
recognised as the service 
is performed, either by the 
proportionate completion 
method or by the complet-
ed service contract method.

(i) Proportionate comple-
tion method—Perfor-
mance consists of the ex-
ecution of more than one 
act. Revenue is recognised 
proportionately by refer-
ence to the performance 
of each act. The revenue 
recognised under this 
method would be de-
termined on the basis of 
contract value, associated 

costs, number of acts or 
other suitable basis. For 
practical purposes, when 
services are provided by an 
indeterminate number of 
acts over a specific period 
of time, revenue is recog-
nised on a straight line ba-
sis over the specific period 
unless there is evidence 
that some other method 
better represents the pat-
tern of performance.
(ii) Completed service 
contract method—Per-
formance consists of the 
execution of a single act. 
Alternatively, services are 
performed in more than a 
single act, and the services 
yet to be performed are so 
significant in relation to 
the transaction taken as a 
whole that performance 
cannot be deemed to have 
been completed until the 
execution of those acts. 
The completed service 
contract method is rel-
evant to these patterns of 
performance and accord-
ingly revenue is recognised 
when the sole or final act 
takes place and the service 
becomes chargeable.”

10. From the above, the 
Committee is of the view that 
the company needs to ascertain 
the nature of each of the con-
sultancy projects undertaken 
by the company, especially with 
reference to the number of acts 
required for execution of the 
contract, since the method to 
be adopted for recognition of 
revenue, i.e., the proportion-
ate completion method or the 
completed service contract 
method, would depend on the 
number of acts required to per-
form the consultancy contract.  
The stages of payment, as stat-
ed by the querist in paragraph 
4 above, may not necessarily be 
the determining factor for the 
method to be adopted for rec-
ognition of revenue.

11. The consultancy proj-
ects, for which the propor-

tionate completion method is 
applicable on the basis of con-
siderations stated in paragraphs 
9 and 10 above, the revenue is 
ordinarily recognised on the ba-
sis of the costs incurred till the 
stage of completion achieved.  
In such cases, there would be 
work-in-progress for incom-
plete stages of contract in re-
spect of which no correspond-
ing revenue is recognised till the 
date of completion of that stage.  
In cases where the completed 
service contract method is ap-
plicable on the basis of consid-
erations stated in paragraphs 9 
and 10 above, revenue is recog-
nised on the substantial per-
formance of the contract.  The 
costs incurred in respect of such 
projects should be recognised as 
work-in-progress and carried 
forward to be expensed in the 
year in which the correspond-
ing revenue is recognised.

12. With regard to the ma-
teriality aspect, raised by the 
querist in paragraph 5 above, 
the Committee notes that 
paragraph 4.3 of the Preface 
to the Statements of Account-
ing Standards, issued by Insti-
tute of Chartered Accountants 
of India, states, inter alia, that 
“The Accounting Standards 
are intended to apply only to 
items which are material”.  The 
Committee further notes that 
paragraph 17(c) of Accounting 
Standard (AS) 1, ‘Disclosure of 
Accounting Policies’, explains 
‘materiality’ as below:

“c. Materiality
Financial statements should 
disclose all “material” items, 
i.e. items the knowledge of 
which might influence the 
decisions of the user of the 
financial statements.”
13. The Committee also 

notes that paragraph 3 of Au-
diting and Assurance Standard 
(AAS) 13, ‘Audit Materiality’, 
issued by the Institute of Char-
tered Accountants of India, 
explains, inter alia, that, “Ma-
teriality depends on the size 
and nature of the item, judged 
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in the particular circumstances 
of its misstatement.  Thus, 
materiality provides a thresh-
old or cut-off point rather 
than being a primary qualita-
tive characteristic which the 
information must have if it is 
to be useful”.  It further states, 
inter alia, in paragraphs 4 and 
5 respectively, that “the assess-
ment of what is material is a 
matter of professional judge-
ment” and “the concept of ma-
teriality recognises that some 
matters, either individually or 
in the aggregate, are relatively 
important for true and fair 
presentation of financial in-
formation in conformity with 
recognised accounting policies 
and practices”.

14. From the above, the 
Committee is of the view that 

the threshold of materiality 
is applicable to all items of fi-
nancial statements.  If an infor-
mation is not material, on the 
consideration of materiality as 
mentioned in the paragraphs 
12 and 13 above, its accounting 
would not have any effect on 
the decisions of the users of the 
financial statements.  Accord-
ingly, it needs to be determined 
under the specific facts and 
circumstances of the company 
concerned as to whether work-
in-progress related to consul-
tancy projects, if not disclosed, 
can influence the decisions of 
the users of the financial state-
ments.  For this purpose, apart 
from the percentage of expendi-
ture and turnover, other factors 
such as nature of the item, im-
pact on profit/loss etc., should 

also be considered.  Moreover, 
materiality concept should be 
seen with respect to the aggre-
gate or the total amount of all 
the consultancy contracts rather 
than with respect to each indi-
vidual contract.

D. Opinion
15. On the basis of the 

above, the Committee is of the 
following opinion on the issues 
raised in paragraph 6 above:

(i) Work-in-progress is 
applicable to consultancy 
business as explained in 
paragraph 11 above.
(ii) Answer to this question 
would depend upon the 
considerations of material-
ity determined on the basis 
described in paragraph 14 
above. r

Notes:
1. The Opinion is only that of the Expert Advisory Committee and does not necessarily represent the Opinion of the Council 

of the Institute.
2. The Compendium of Opinions containing the Opinions of Expert Advisory Committee has been published in twenty 

four volumes which are available for sale at the Institute’s office at New Delhi and its regional council offices at Mumbai, 
Chennai, Kolkata and Kanpur.

No. 4430: Ahmedabad based 
CA firm having infrastructure 
seeks professional work on retain-
ership/assignment basis.  Contact: 
09374986950 pankajghiya@redif-
fmail.com.

No. 4431: Bangalore based CA 
firm invites practicing FCAs/old CA 
Firms in all major cities in India and 
members abroad for partnership/
networking.  Cell: 09845305826, 
email: info@mktyagi.com.

No. 4432: Chartered Accountant 
with CPA qualification required im-
mediately for a BPO firm.  Candi-
dates with experience in some BPO 
firm engaged in taxation/accountan-

cy outsourcing shall be given prefer-
ence.  Mail to sanjay_kumar_kol@
yahoo.com.

No. 4433: Delhi based Chartered 
Accountants firm with Branch of-
fices in Bhopal, wishes to merge 
with or acquire on goodwill basis re-
tirement minded practitioner firms 
from Mumbai.  Please send particu-
lars to Mr. Bhup Chhabra, Email: 
no.bhupchhabra@gmail.com.

No. 4434: Delhi based CA firm 
requires Chartered Accountants/CA 
Inter/Articled Clerks.  They should 
have good working knowledge of 
Computers and should be good 
communicators.  Contact: Raghu 

Nath Rai & Co., 9 Mathura Road, 
Jangpura – B, New Delhi – 110 014, 
Ph: 24372181/82 Email: rnrl@vsnl.
net.

No. 4435: FCA desires joining 
Colleagues/Firms in practice at Ca-
licut, Kerala.  Kindly contact indra-
kumar51@hotmail.com.

No. 4436: Required Chartered 
Accountants on Partnership/re-
tainership/assignment/sub-contract 
basis to conduct Audit of branches 
located in Andhra Pradesh, Karna-
taka, Tamilnadu, Punjab, Haryana 
and Assam.  Apply with profile to 
hemang_mail@yahoo.co.in or con-
tact 9821308207.


