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Query No. 15

Subject: Revenue recognition in case of project managers.1

A. Facts of the Case

1. A public sector company (hereinafter referred to as ‘the company’) registered under the

Companies Act, 1956, is engaged in construction and operation of Hydro Electric Power

Projects. In addition to construction and operation of Hydro Electric Power Projects, being a

central public sector undertaking, the company is also engaged in project

management/consultancy and other construction contracts on behalf of other agencies on deposit

work basis generally not on profit and loss basis. These assignments are either related to own

projects of the company or work has been entrusted to the company by the Government of India

(GoI). None of the assignments as aforesaid is taken up by the company by bidding like a

contractor (emphasis provided by the querist). For carrying out these assignments, the company

acts as an agent of the agency on whose behalf said deposit work is done and there is no

principal to principal relation between the company and the said agency. One of such

assignments is for formulation and implementation of Rajiv Gandhi Gramin Vidyutikaran Yojna

(hereinafter referred to as the ‘RGGVY’). The company is carrying out these assignments in a

number of states on behalf of respective states. The brief background as well as the modus

operandi for carrying out these assignments are as under:

 Under the Bharat Nirman programme of the Government of India, the  Ministry

of Power (MoP) has been entrusted with the formulation and implementation of

the RGGVY. The RGGVY aimed at electrifying all villages and habitations and

providing access to electricity to all rural households of the country through

Central Public Sector Undertakings (CPSUs), since the CPSUs have the

1 Opinion finalised by the Committee on 16.7.2013
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technical and professional competence and expertise to implement such a scheme

on a massive scale.

 A Memorandum of Understanding (MoU) was signed on 14th July, 2004 between

a funding company and the company with the objective to be associated in the

formulation and implementation of projects under the programme in association

with the concerned State Government/power utility. In accordance with the said

MOU, the company entered into agreements with the GoI, State Governments

and State Power Utilities (SPUs) for implementation of projects in those states

on behalf of the State Governments/SPUs. Under the said MOU, the funds

required for the execution of the project are released directly to the company by

the GoI through the funding company including 12% service charges. The

company is responsible for selecting executing agencies (contractors) through

open tenders. Project-wise separate contracts namely ‘Supply Contracts’ and

‘Erection Contracts’ are entered into between the company and the selected

contractors, for execution of the work. At no point of time, GoI, State

Government or SPU enters into any kind of contract with the contractors. The

contractor company furnishes a performance bank guarantee in favour of the

company for executing the work. Further, the responsibility of levying and

collecting the liquidated damages, if any, from the contractors is that of the

company and, the amount so recovered will be adjusted in the project cost.

Relevant extracts of MOU entered between funding company and the company

are given hereinbelow by the querist for ready reference:

“Clause 4: Role of the company:

4.1

(a) The company shall undertake these projects on deposit work basis (in

suitable installments) on behalf of the borrower/owner of the project

after a separate multilateral agreement is entered into as stated

hereinabove.
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(b) The company shall be responsible for formulation, development and

implementation of the projects in the identified area involving system

planning, design, engineering (in accordance with the GoI’s

guidelines, specifications and construction standards, wherever

applicable) and procurement in accordance with agreed competitive

bidding procedures.

(c) The projects shall be implemented by the company in a time bound

manner as scheduled in the approved projects and projects so

implemented by the company will be taken over immediately after

their completion by the concerned State Government/State Power

Utility, who will be responsible for proper operation and maintenance

thereafter.

(d) If the State Government/State Power Utility so desires, the company

may consider taking up operation and maintenance of the completed

projects on mutually agreed terms and conditions under a separate

agreement with that State Government/State Power Utility.

4.2 If the State Government/State Power Utility so desires, the role of the

company may be limited to:

(a) Project monitoring and supervision of quality of works during

construction, or

(b) Formulation and preparation of project reports based on the details

provided by the concerned State Government/State Power Utility,

arranging project approvals, providing advisory support during

procurement, if required, and project monitoring and supervision of

quality of works during construction. …”

Clause 5: Project Execution and Development Expenditure

5.1
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(a) The projects to be implemented by the company under this agreement

shall be funded by the GoI from the funds sanctioned to the State

Government/ State Power Utility under Accelerated Electrification of

Villages and Households Programme.

(b) The funds for the execution of the projects shall be released by the GoI

directly to the company, including service charges as per agreement to

be executed with the borrower/owner of the project under suitable

multilateral arrangements, which shall be legally enforceable.

(c) Separate accounts for development and implementation of such GoI

funded projects shall be maintained by the company.

(d) the company shall be entitled to service charges of 12% of project cost

on pro-rata basis and the same may be included in the project cost.

Further, additional statutory taxes payable by the company shall also

be reimbursed.

5.2 Service charges payable to the company shall be 2% and 5% of the

project cost on pro-rata basis for the scope of services as defined against

clauses 4.2 (a) and 4.2 (b) respectively and the same may be included in

the project’s cost. Further, additional statutory taxes payable by the

company shall be reimbursed. …”

Relevant extracts of Agreement between the funding company, State Government,

SPU and the company entered separately for each state have been provided by the

querist as under:

“3.0 Construction / Implementation

3.1 The company shall make all possible efforts to complete the project(s)

within the approved time frame starting from the date of release of the first

installment of funds by the GoI.

3.2 The company shall specify quarterly milestones, and progress shall be

reviewed with reference to these milestones jointly by the GoI, authorised
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representative of State Government, State Electricity Board and the

company in quarterly Performance Review Meetings.

3.3 The company shall suitably incorporate the provisions towards levy of

liquidated damages in their agreements with contractors for delay in

completion of the project(s) and also other relevant contractual provisions

pertaining to the procurement of goods and works. Declaration in this

regard shall be furnished by the company before setting the actual

expenditure on the project in line with the provisions under clause 1.3 (g)

of this agreement. All amounts towards liquidated damages, if any, as may

be recovered by the company under this provision, shall be suitably

adjusted in the project cost.

3.4 (a) The company shall ensure that its own quality control systems and

inspection are adopted in the implementation of these projects.

(b) The best cost control measures shall be enforced by the company

during implementation through appropriate management and control

systems.

(c) On behalf of the project authority (State Government and SEB), the

company shall ensure that the equipment & material specifications and

construction practices & standards are as those approved/stipulated by the

Funding Company. …”

2. Accounting treatment being followed by the company in respect of the above type of

work is described as under:

 The company is recognising revenue in the statement of profit and loss to the extent

of agency fees proportionate to the work executed in the year and establishment and

administration expenses actually incurred are charged to the statement of profit and

loss. The direct work cost (executed by the contractor) is directly adjusted against

the advance / funds received from the funding company on behalf of the State

Power Utilities / State Government. Accounting on net basis is being done because

of the following:
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 As per the MOU, it is clear that the ownership of the entire work shall vest

with the various State Governments/State Power Utilities. The company works

only as an agent on their behalf and the funds are provided by the Government

of India under a fiduciary relationship of principal and agent. This definition of

ownership is contained in clause 1.0 of ‘Funding Company Guidelines for

procurement of goods and services’ under the chapter ‘Invitation to Bids’,

which is reproduced below:

“______ *** has been entrusted by ____** with the concurrence of

Government of ____* for execution of XYZ Ltd.  for electrification of

villages and rural households in the _______ district(s) of ______*. The

execution of the project shall be funded out of the proceeds of the financial

assistance to be received by Government of ___* from  XYZ Ltd. and all

eligible payments for the execution of the project under the intended

contract shall be made by the _____*** under suitable arrangement with

___**. The ownership of the project shall remain vested with ___**.”

(*** stands for ‘the company’, ** stands for ‘name of SPU’ and * stands for

‘the State Government’.)

 The company is to utilise the funds as per the terms and conditions of the MOU

and after meeting the actual expenses on the work, the balance is to be

refunded.

 The statutory deduction of taxes and duties at source related to these works

shall be done by the company on behalf of the State Power Utilities and TDS

so deducted shall be deposited with the relevant tax authorities on their behalf.

TDS certificates shall also be issued on their behalf by utilising PAN/TAN/TIN

of the State Power Utilities.

 All invoices under the construction contracts, awarded by the company, shall

be raised by the contractor on “State Power Utilities acting through the

company” and all payments shall be made to the contractor by the company on

behalf of State Power Utilities.
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 The way-bills/road-permits are also being issued by the owner, i.e., the State

Power Utilities.

 Liquidated damages recovered by the company from contracting company, to

whom the work has been awarded by  the company on behalf of SPU, is also to

be passed on to the respective SPU/State Government.

 The company works as agent on behalf of the concerned SPU / State

Government, thereby having no risk and reward of its own, so far as direct

work cost on the assignment is concerned. The company’s reward is only to the

extent of its agency fees and only risk associated in this assignment is incurring

of loss in case expenditure incurred on establishment and administration

(indirect expenditure) happens to be more than the agency fees. It clearly

shows that the company acts as an agent of the State Government and is not a

contractor.

 As such, the company is performing these services as an implementing agency on

nomination basis and not as a contractor as ownership of the assets always vests

with the State Power Utilities. Therefore, Accounting Standard (AS) 7,

‘Construction Contracts’, is not applicable. However, for the purpose of

measurement of revenue as aforesaid, proportionate completion method as

stipulated in Accounting Standard (AS) 9, ‘Revenue Recognition’/AS 7 is being

followed. Disclosure as regard to advance received, work done and revenue earned

during the reporting period is given in the financial statements.

3. The querist has stated that the above accounting treatment is in conformity to the recent

opinion of Expert Advisory Committee (EAC) given in respect of one of the subsidiaries of a

power sector company executing the rural electrification work under RGGVY. The querist has

also provided the relevant extracts of the opinion referred to by it.

4. Significant accounting policy of the company in respect of accounting of aforesaid

assignment is reproduced below:
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“10.2 In respect of Project Management/Consultancy Contracts/Cost plus Contract, revenue

is recognised based on the terms of agreement and the quantum of work done under the

contract.”

5. For such assignments, revenue recognition principle i.e., proportionate completion

method as enunciated in AS 9 / AS 7 is being followed for the computation of revenue only.

However, other disclosures warranted by AS 7 were not given in the financial statements in view

of the explanation given in paragraph 2 above read with the EAC opinion referred in paragraph

3 above (emphasis supplied by the querist).

6. During the audit of accounts for the financial year (F.Y.) 2011-12 of the company, the

Government auditor had raised an observation on the accounting treatment being followed by the

company in respect of aforesaid assignment. The observation of the audit is reproduced below:

“In terms of the Accounting Policy No. 10.2 in respect of revenue, the Company has

recognized the revenue in respect of Project Management / Consultancy / Construction

Contracts on the basis of Contract Agreement and quantum of work done under the

contract.  During review of the Profit & Loss Account, it has been observed that the

company has recognized the revenue of Rs. 131.42 crore on account of Rural

Electrification / Construction Contracts and other different works assigned by different

agencies having long terms cycle contracts falling under the category of Accounting

Standard 7 in terms of different opinions of Expert Advisory Committee of the ICAI.  As

such, the provisions of the Accounting Standard 7, i.e., Construction Contracts should

have been followed and accordingly, an accounting policy with other treatment as

required in compliance of AS 7 should have been followed with following disclosures at

the reporting date:

1. the amount of contract revenue recognised as revenue in the period;

2. the methods used to determine the contract revenue recognised in the

period;

3. the method used to determine the stage of completion of contract in

progress;
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4. the aggregate amount of cost incurred and recognised profits (less

recognised losses) upto the reporting date;

5. the amount of advances received and

6. the amount of retentions.

As such, accounts are deficient to that extent and needs to revisit the treatment given in

the Profit and Loss Account and Balance Sheet.”

However, after referring to the aforesaid opinion of EAC, the auditors did not press further the

observation as far as recognition of revenue is concerned. But they insisted on the following

disclosures in the accounts:

(a) Accounting policy of the company should be modified so as to disclose that revenue is

being recognised on proportionate completion method and the method used to determine

the stage of completion;

(b) Disclosure as required in AS 7 should invariably be given in respect of all the

assignments.

In view of the above audit observation, Accounting Policy No.10.2 of the company has been re-

worded during F.Y.  2012-13 as under:

“Revenue on Project Management / Construction Contracts / consultancy assignments is

recognised on percentage of completion method. The percentage of completion is determined

as proportion of “cost incurred up to reporting date” to “estimated cost to complete the

concerned Project Management / Construction Contracts and consultancy assignment”.

B. Query

7. On the basis of the above, it is contended by the company that AS 7 is not applicable in

case of such assignments, though the revenue is being recognised on proportionate completion

method. The company is of the view that the recent EAC opinion referred to above is quite clear

and supports the accounting treatment of the company in respect of such assignments.  However,

since the above referred EAC opinion is silent on the issue of disclosure requirements as per AS
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7, which has been pointed out by the Government auditors at paragraph 6 above, opinion of EAC

has been sought by the querist on the following issues:

(i) Whether AS 7 is attracted to such assignment.

(ii) In case AS 7 is attracted, whether its application is limited to recognition of

revenue only, as opined by EAC in its above referred  opinion, or all disclosures as

given in AS 7 are also warranted.

(iii) In case disclosures are to be given, whether disclosure related to aggregate amount

of cost incurred and recognised profit (less recognised losses) upto the reporting

date should be given for the entire project cost i.e., (sum of direct work cost and

establishment & administrative cost) or the cost relating to agency fees, i.e.,

establishment & administrative cost only.

C. Points considered by the Committee

8. The Committee notes that the basic issues raised by the querist are related to applicability

of AS 7 in the extant case in relation to recognition of revenue in the context of RGGVY

assignment undertaken by the company and its disclosure requirements. Therefore, the

Committee has examined only these issues and has not examined any other issue that may arise

from the Facts of the Case, such as, revenue recognition policy to be followed for other projects

viz., owned projects and other construction contracts, accounting policy to be followed for

operation and maintenance of the project after its implementation, propriety of arrangement for

compliance of provisions of income-tax/deduction of TDS on payments as per the provisions of

Income-tax Act, 1961, or interpretation of the terms of the agreements or MoUs entered into with

the State Government or State Power Utilities, or sub-contractors or funding company, treatment

of establishment and administrative expenses incurred by the company as direct or indirect cost

in the books of the company, etc.  Further, the Committee wishes to point out that its opinion is

expressed purely from the accounting point of view. The Committee notes that while various

sub-clauses of clause 4 of MoU between the funding company and the company indicate that

SPU is one of the project authority, clauses 3.2 and 3.4 (c) of the Agreement between funding

company, State Government, SPUs and the company indicate SEB to be the project authority.
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Accordingly, the Committee presumes that SPUs and/or SEBs are project authorities along with

the State Government.

9. With regard to recognition of revenue, the Committee notes paragraph 17(b) of

Accounting Standard (AS) 1, ‘Disclosure of Accounting Policies’, notified under the Companies

(Accounting Standards) Rules, 2006 (hereinafter referred to as the ‘Rules’), which is reproduced

below:

“b. Substance over Form

The accounting treatment and presentation in financial statements of transactions and

events should be governed by their substance and not merely by the legal form.”

In view of the above, the transactions and events are accounted for and presented in accordance

with their substance, i.e., the economic reality of events and transactions, and not merely in

accordance with their legal form. In other words, it is the ‘economic reality’ that is important in

accounting and not only the ‘legal reality’. In the extant case, the Committee notes from the

Facts of the Case that while the company is responsible for formulation and implementation of

the projects in accordance with the agreed procedures, the actual execution is being done through

other agencies/parties. Further, the Committee notes that while the legal form is that all the

documents, such as, bidding documents, notification to executing agencies, contract and letter of

award or even the guarantees given by the executing agencies etc., are in the name of the

company, the substance of the transaction is that the company is acting only as an agent of the

State Government/SPU/ SEB as significant risks and rewards related to the project vest with the

State Government/SPU/SEB which is clear from the following facts:

(a) It has been specifically stated in clause 4.1 (a) of MOU between the funding company

and the company that the company shall undertake these projects on deposit work basis

on behalf of the borrower/ owner of the project.
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(b) Clause 3.4 of Agreement between the funding company, State Government, SPU and the

company clearly reflects that the company is just acting under the instructions/

specifications of the funding company, the nodal agency appointed by the Government of

India.

(c) It is clearly stated that the State Governments / SPUs would be the owner of the project.

(d) It is stated that the company gets only a fixed percentage of income as service charges

depending on the nature of contract awarded to it and the only risk associated in this

assignment is incurring of loss in case expenditure incurred on establishment and

administration happens to be more than the agency fee. From this, it appears that the

company is not incurring any cost directly related to the project.

(e) Although the company has the right to recover liquidated damages from the executing

agencies but the same are adjustable against the project cost. Thus, neither such cost is

borne by the company nor such recovery benefits the company. In other words, all

significant risks and rewards related to the business are assumed either by the owner

(State Government/SPU/SEB) or executing agencies.

10. On the basis of the above, the Committee is of the view that since the significant risks

and rewards related to the ownership of project do not vest with the company, the costs and

revenues related to the construction of the project and the procurement of products as per the

project should not be recognised in the books of account of the company.  The Committee is

further of the view that as the company is merely providing services in relation to

construction/procurement to the State Governments/ SPUs for which it is receiving fixed service

charges, keeping in view the consideration of substance over form as explained above, the

company should recognise only the service charges received in consideration of its services as its

revenue.  In this regard, the Committee also notes paragraphs 10 and 11 of Accounting Standard

(AS) 7, ‘Construction Contracts’, notified under the ‘Rules’, which provide as follows:

“10. Contract revenue should comprise:
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(a) the initial amount of revenue agreed in the contract; and

…”

“11. Contract revenue is measured at the consideration received or receivable. …”

On the basis of the above, the Committee is of the view that since the consideration being

received by the company out of its contract for rendering of services is a fixed percentage of the

project cost, the same should be considered as contract revenue of the company in the extant

case.

11. As regards application of AS 7 in the extract case, the Committee notes that for execution

of the projects, the company enters into ‘supply’ and ‘erection’ contracts with the selected

contracting companies (sub-contractors/executing agencies).  Thus, the company is rendering

services directly related to the construction as in case of project managers and accordingly, AS 7

is applicable in the extant case.  In this connection, the Committee notes paragraph 4 of AS 7,

notified under the ‘Rules’, which is reproduced below:

“4. For the purposes of this Standard, construction contracts include:

(a) contracts for the rendering of services which are directly related to the

construction of the asset, for example, those for the services of project

managers and architects; and

(b) …”
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Accordingly, the Committee is of the view that the principles of AS 7 should be applied while

recognising revenue (viz., service charges) from the services rendered as well as while

considering disclosures as per AS 7. The Committee is further of the view that since, in the

extant case, contract revenue is the service charges, same should be considered while providing

disclosures as per AS 7. Similarly, contract cost would be restricted to the cost incurred in

relation to its service contract, as per the principles of AS 7.

D. Opinion

12. On the basis of the above, the Committee is of the following opinion on the issues raised

in paragraph 7 above:

(i) AS 7 is applicable to the assignments in the extant case, as discussed in paragraph

11 above.

(ii) Application of AS 7 is not limited to recognition of revenue only and accordingly,

all disclosures as per AS 7 are also warranted.

(iii) Since, in the extant case, contract revenue is the service charges, same should be

considered while providing disclosures as per AS 7. Similarly, contract cost

would be restricted to the cost incurred in relation to its service contract, as per

the principles of AS 7.

_________


