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Contract Costing  

Learning Objectives 

When you have finished studying this chapter, you should be able to 
• Understand the meaning of a contract and other terms used in contract costing. 
• Compute profit of an incomplete contract, cost of contract and cost of work certified.   
• Understand the meaning of escalation clause in contract and its impact on contract 

price. 

7.1  Introduction 
A contract takes longer period to complete and the result of the contract can be known only 
after the completion of the contract. If the profit on such contracts is calculated only after their 
completion, then wide fluctuations may be noted in the profit figures of contractors from year 
to year. The profit in respect of each contract in progress is transferred to the costing profit 
and loss account of the year by calculating the notional profit. The portion of notional profit to 
be transferred to the costing profit and loss account depends on the stage of completion of a 
contract. To determine such a profit figure the knowledge of various concepts as discussed 
below is essential in contract costing. 

7.2 Meaning of Contract Costing 
Contract costing is a form of specific order costing where job undertaken is relatively large and 
normally takes period longer than a year to be getting completed. Contract costing is usually 
adopted by the contractors engaged in the task of executing Civil Contracts. Contract costing 
have the following distinct features: 
1.  The major part of the work in connection with each contract is ordinarily carried out at the 

site of the contract. 
2.  The bulk of the expenses incurred by the contractor are considered as direct. 
3.  The indirect expenses mostly consist of office expenses of the yards, stores and works.  
4.  A separate account is usually maintained for each contract. 
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5.  The number of contracts undertaken by a contractor at a time is usually few. 
6.  The cost unit in contract costing is the contract itself. 

7.3  Recording of contract costs  
Material Cost: All materials supplied from the stores or purchased directly for the contract are 
debited to the concerned contract account. In the case of transfer of excess material from one 
contract to other contract, their costs would be adjusted on the basis of material transfer note, 
signed both by the transferee and the transferor foreman. In case the return of surplus 
material appears uneconomical on account of high cost of transportation, the same is sold and 
the concerned contract account is credited with the sale price. Any loss or profit arising there-
from is transferred to the Costing Profit and Loss Account. Any theft or destruction of material 
by fire represents a loss and as such, the same is transferred to the Costing Profit and Loss 
Account. If any stores items are used for manufacturing tools, the cost of such stores items 
are charged to the work expenses account. If the contractee has supplied some materials 
without affecting the contract price, no accounting entries will be made in the contract account, 
only a note may be given about it. 

Labour Cost: Labour actually employed on the site of the contract is regarded as direct 
(irrespective of the nature of the task performed) and the wages paid to them are charged to 
the concerned contract directly or on the basis of a wage analysis sheet (if concurrently a 
number of contracts are carried on and labourers are required to devote their time on two or 
more contracts). 

Direct Expenses: Direct expenses (if any) are directly charged to the concerned contract 
account. 

Indirect Expenses: Indirect expenses (such as expenses of engineers, surveyors, 
supervisors etc.) may be distributed over several contracts as a percentage of cost of 
materials, or wages paid or of the prime cost. If however, the contracts are big, the labour hour 
method may be used for the distribution of expenses. 

Plant and Machinery: The value of the plant in a contract may be either debited to contract 
account and the written down value thereof at the end of the year entered on the credit side 
for closing the contract account, or only a charge (depreciation) for use of the plant may be 
debited to the contract account. 

Sub-Contract: Sub-contract costs are also debited to the Contract Account. 

Extra work: The extra work amount payable by the contractee should be added to the 
contract price. If extra work is substantial, it is better to treat it as a separate contract. If it is 
not substantial, expenses incurred should be debited to the contract account as “Cost of Extra 
work”. 
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7.4 Meaning of the terms used in contract costing 
(i)  Cost of Work Certified or Value of Work Certified: A contract is a continuous process 
and to know the cost or value of the work completed as on a particular date; assessment of 
the work is carried out by the surveyor or architect. Surveyor or architect based on his 
assessment certifies the percentage of work completion. This portion of called value or cost of 
work certified.  
Mathematically: 
(a) Value of Work Certified = Value of Contract x Work certified (%)  
(b) Cost of Work Certified = Cost of work to date – (Cost of work uncertified + Material in hand 

                   +  Plant at site) 
(ii) Progress Payment: Contractors receive payments from the contractee periodically for 
the work done on the contract. This is known as progress payment or running payment. This is 
paid based on the certificate issued by the surveyor or architect. 

Mathematically:  

Progress payment = Value of work certified – Retention money – Payment to date 

(iii)  Retention Money:  A contractor does not receive full payment of the work certified by the 
surveyor. Contractee retains some amount (say 10% to 20%) to be paid, after sometime, when it is 
ensured that there is no fault in the work carried out by contractor. If any deficiency or defect is 
noticed in the work, it is to be rectified by the contractor before the release of the retention money. 
Retention money provides a safeguard against the risk of loss due to faulty workmanship.  

Mathematically:  

Retention Money = Value of work certified – Payment actually made/ cash paid 

(iv) Cost of Work Uncertified: It represents the cost of the work which has been carried out 
by the contractor but has not been certified by the architect. It is always shown at cost price. 
The cost of uncertified work may be ascertained as follows: 
  (`) (`) 
Total cost to date  — 
Less: Cost of work certified — 
 Material in hand —  
 Plant at site — — 
Cost of work uncertified  — 
(v) Cash Received: It is ascertained by deducting the retention money from the value of 
work certified i.e. 
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Cash received = Value of work certified – Retention money. 
(vi) Work-in-Progress: In Contract Accounts, the value of the work-in-progress consists of  
(i) the cost of work completed, both certified and uncertified;  
(ii) the cost of work not yet completed; and  
(iii) the amount of profit taken as credit.  
In the Balance Sheet (prepared for management), the work-in-progress is usually shown under 
two heads, viz., certified and uncertified. The cost of work completed and certified and the 
profit credited will appear under the head ‘certified’ work-in-progress, while the completed 
work not yet certified and the cost of labour, material and expenses of work which has not yet 
reached the stage of completion are shown under the head “uncertified” work-in-progress. 

(vii) Notional Profit: It represents the difference between the value of work certified and cost 
of work certified. It is determined: 
Notional profit = Value of work certified – (Cost of work to date – Cost of work not yet certified) 
(viii) Estimated Profit: It is the excess of the contract price over the estimated total cost of 
the contract. 
Illustration 1 (Computation of estimated profit) 
Compute a conservative estimate of profit on a contract (which has been 90% complete) from 
the following particulars:                       (`) 

Total expenditure to date 22,50,000 
Estimated further expenditure to complete the contract (including contingencies) 2,50,000 
Contract price 32,50,000 
Work certified  27,50,000 
Work uncertified 1,75,000 
Cash received  21,25,000 
Solution: 
Calculation of conservative Estimate of Profit                    (`) 
Total expenditure to date 22,50,000 
Estimated further expenditure to complete the contract  
(including contingencies) 

 
  2,50,000 

 25,00,000 
Estimated profit on contract   7,50,000 
Contract price 32,50,000 

Profit to be transferred to Contract Profit and Loss A/c 
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Estimated Profit × Cash  Received
Contract  Price

 

= ` 7,50,000 × ` 

` 

21,25,000
32,50,000

 = ` 4,90,385 

7.5 Profit/loss on incomplete contracts 
To determine the profit to be taken to Costing Profit and Loss Account, in the case of 
incomplete contracts, the following four situations may arise: 

Students may note that profit/ loss determined here is on the basis of prudence and for the internal 
managerial decision making purpose only. For financial reporting purpose, profit/ loss from a contract is 
to be determined in accordance with relevant Accounting Standards in force. 
Note: “Students are requested to refer the Study Material and Practice Manual of ‘Accounting’ (Paper-1 
CA-Intermediate) to see and learn financial accounting perspective of contract accounting and 
applicability of Accounting Standard- 7. Here only specific aspect of Contract Costing is discussed.” 

(i) Completion of contract is less than 25 per cent: In this case no profit should be taken 
to Costing Profit and Loss Account. 

(ii) Completion of contract is 25 per cent or more but less than 50 per cent: In this case 
one-third of the notional profit, reduced in the ratio of cash received to work certified, 
should be transferred to the Costing Profit and Loss Account. Mathematically: 

     
 

 

1 Cash receivedNotional Pr ofit
3 Work certified
× ×   

(iii) Completion of contract is 50 per cent or more but less than 90 per cent: In this case, 
two-third of the notional profit, reduced by proportion of cash received to work certified, is 
transferred to the Costing Profit and Loss Account. Mathematically: 

      
 

  

2 Cash receivedNotional Pr ofit
3 Work certified
× ×  

(iv) Completion of contract is 90 per cent or more i.e. it is nearing completion: In this case 
the profit to be taken to Costing Profit and Loss Account is computed by determining the 
estimated profit and using any one of the following formulas: 

  (a) Estimated Profit × Work certified
Contract price

 

  (b) Estimated Profit × Work certified
Contract price

 ×
certified Work
received Cash  
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OR 

  Estimated Profit × Cash received
Contract price

 

  (c) Estimated Profit × 
cost total  Estimated
date to  workofCost  

  (d) Estimated Profit × Cost of work to date
Estimated total cost

 × Cash received
Work certified

 

  (e) Notional Profit × Work certified
Contract  price

 

(This formula may be preferably used in the absence of estimated profit figure). 
[It is preferable to use formula (b) in the absence of specific instructions.] 

7.6 Cost plus contract 
Under Cost plus Contract, the contract price is ascertained by adding a percentage of profit to 
the total cost of the work. Such types of contracts are entered into when it is not possible to 
estimate the contract cost with reasonable accuracy due to unstable condition of factors that 
affect the cost of material, labour services, etc. 
Cost plus contracts have the following advantages and disadvantages: 
Advantages:  
(i) The Contractor is assured of a fixed percentage of profit. There is no risk of incurring any 

loss on the contract. 
(ii) It is useful specially when the work to be done is not definitely fixed at the time of making 

the estimate. 
(iii) Contractee can ensure himself about ‘the cost of the contract’, as he is empowered to 

examine the books and documents of the contractor to ascertain the veracity of the cost 
of the contract. 

Disadvantages - The contractor may not have any inducement to avoid wastages and effect 
economy in production to reduce cost. 
Escalation Clause - If during the period of execution of a contract, the prices of materials, or 
labour etc., rise beyond a certain limit, the contract price will be increased by an agreed 
amount. Inclusion of such a clause in a contract deed is called an “Escalation Clause”. 
Illustration 2 (Preparation of contract account) 
The following expenses were incurred on a contract :  (`) 
Material purchased 6,00,000 
Material drawn from stores 1,00,000 
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Wages 2,25,000 
Plant issued    75,000 
Chargeable expenses    75,000 
Apportioned indirect expenses    25,000 

The contract was for ` 20,00,000 and it commenced on January 1, 2011. The value of the work 
completed and certified upto 30th November, 2011 was ` 13,00,000 of which ` 10,40,000 was 
received in cash, the balance being held back as retention money by the contractee. The value of 
work completed subsequent to the architect’s certificate but before 31st December, 2011 was  
` 60,000. There were also lying on the site materials of the value of ` 40,000. It was estimated that 
the value of plant as at 31st December, 2011 was ` 30,000. 
Solution 
Dr. Contract Account Cr. 
  (`)   (`) 
To  Material purchased 6,00,000 By  Work-in-progress : 
”  Stores issued 1,00,000  Work certified 13,00,000 
”  Wages 2,25,000  Work uncertified 60,000 
”  Plant 75,000  Material unused 40,000 
”  Chargeable expenses 75,000  Plant less depreciation 30,000 
”  Indirect expenses 25,000 
”  Profit and Loss Account, 
 2/3rds of profit on cash basis 1,76,000* 
”  Work-in-progress 
 balance of profit c/d   1,54,000   ________ 
  14,30,000   14,30,000 
”  Balance b/d: Work certified 13,00,000 
 Uncertified 60,000 
 Material at site 40,000 
 Plant at site      30,000 
  14,30,000 
 Less: Reserve    1,54,000 
  12,76,000 
* Computation of Profit :    (`) 
 Apparent profit    3,30,000 
 2/3rd of that since 65% of the work is complete   2,20,000 
 80% of that on cash basis    1,76,000 

An alternative method of presentation can be to deduct the balance of profit to be carried 
down (` 1,54,000 in the above case) from the work certified before it is entered in the contract 
account. It will be ` 11,46,000 in the illustration given above. Of course, the reserve to be so 
deducted from the work certified will have to be first ascertained by considering the value of 
the work certified. 
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Illustration 3 (Preparation of contract account and calculation of profit to be transferred) 
A contractor prepares his accounts for the year ending 31st December each year. He 
commenced a contract on 1st April, 2011. 
The following information relates to the contract as on 31st December, 2011: 
  (`) 
 Material issued 2,51,000 
 Labour charges 5,65,600 
 Salary to Foreman 81,300 
A machine costing ` 2,60,000 has been on the site for 146 days, its working life is estimated 
at 7 years and its final scrap value at ` 15,000. 
A supervisor, who is paid ` 8,000 p.m. has devoted one-half of his time to this contract. 
All other expenses and administration charges amount to ` 1,36,500. 
Material in hand at site costs ` 35,400 on 31st December, 2011. 
The contract price is ` 20,00,000. On 31st December, 2011 two-third of the contract was 
completed. The architect issued certificates covering 50% of the contract price, and the 
contractor had been paid ` 7,50,000 on account. 
Prepare Contract A/c and show how much profit or loss should be included in financial 
accounts to 31st December, 2011. 
Solution  
Dr. Contract Account Cr. 
  (`)   (`) 
To  Material issued 2,51,000 By  Machine 2,46,000 
”  Labour charges 5,65,600  (See note 1) 
”  Foreman salary 81,300 By  Material (in hand) 35,400 
”  Machine 2,60,000 By  Works cost 10,49,000 
”  Supervisor’s salary 36,000 
 (` 8,000 × 9)/2 
”  Adm. charges    1,36,500   ________ 
  13,30,400   13,30,400 
      
To  Works cost 10,49,000 By  Work certified 10,00,000 
To  Notional profit 2,13,250 By  Work uncertified 2,62,250 
  ________  (See Note 2) ________ 
  12,62,250   12,62,250 
To  Costing P & L A/c (see note 3) 1,06,625 By  Notional Profit 2,13,250 
To  Work-in-Progress (reserve) 1,06,625   ________ 
  2,13,250     2,13,250 
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Notes : 
1.  Machine : 

 [(` 2,60,000 – ` 15,000) ÷ 7] × 
365
146  = ` 14,000 

 Hence the value of machine after the period of 146 days is  

 ` 2,60,000 – ` 14,000 = ` 2,46,000 

2.  The cost of 66.67% of the contract is ` 10,49,000 

 ∴Cost of 100%  "       "       "      "   ` 10,49,000
66.67

  × 100 = ` 15,73,500 

 ∴Cost of 50% of the contract which has been certified by the architect is `7,86,750. Also 
the cost of 16.67% of the contract, which has been completed but not certified by the 
architect is ` 2,62,250. 

3. 2 Cash  received×Notional Profit ×
3 Work  certified

   or, 2 7,50,000× 2,13,250 ×
3 10,00,000

 = ` 1,06,625 

Illustration 4 (Preparation of contract account, contractee account extracts of B/S) 
M/s. Bansals Construction Company Ltd. took a contract for ` 60,00,000 expected to be 
completed in three years. The following particulars relating to the contract are available: 

 2011 2012 2013 
 (`) (`) (`) 
Materials 6,75,000 10,50,000 9,00,000 
Wages 6,20,000 9,00,000 7,50,000 
Cartage 30,000 90,000 75,000 
Other expenses 30,000 75,000 24,000 
Cumulative work certified 13,50,000 45,00,000 60,00,000 
Cumulative work uncertified 15,000 75,000 — 

Plant costing ` 3,00,000 was bought at the commencement of the contract. Depreciation was 
to be charged at 25% per annum, on the written down value method. The contractee pays 
75% of the value of work certified as and when certified, and makes the final payment on 
completion of the contract. 
You are required to make a contract account and contractee account as they would appear in 
each of the three years. Also show how the work-in-progress and other items should appear in 
the balance sheet. 
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Solution 
Dr. Contract Account  Cr. 
2011 (`) 2011   (`) 
    
To Materials 6,75,000 By  Plant at site c/d  2,25,000 
To Wages 6,20,000 By  Work-in-progress c/d : (`) 
To Cartage 30,000  Work certified 13,50,000 
To Other expenses 30,000  Work uncertified 15,000 13,65,000 
To Plant 3,00,000 By  Costing P & L A/c  65,000 
  ________  (Loss transferred)  ________ 
  16,55,000    16,55,000 

2012 (`) 2012  (`) 

To  Work-in-progress b/d :   By  Work-in-progress c/d : 
 Work certified 13,50,000   Work certified 45,00,000 
 Work uncertified 15,000 13,65,000  Work uncertified 75,000 45,75,000 
To  Plant b/d  2,25,000 By  Plant at site c/d  1,68,750 
To  Materials 10,50,000 
To  Wages 9,00,000 
To  Cartage 90,000 
To  Other expenses 75,000 
To  Notional profit c/d 10,38,750       
    47,43,750   47,43,750 
To  Costing P & L A/c 5,19,375 By  Notional profit b/d 10,38,750 
To  Work-in-progress c/d 5,19,375 
 (profit in reserve) 
 (Refer to working note 2) ________   ________ 
  10,38,750   10,38,750 
2013 (`) 2013 (`) 

To  Work-in-progress b/d:   By  Work-in-progress b/d 5,19,375 
 Work certified 45,00,000   (profit in reserve) 
 Work uncertified 75,000 45,75,000 By  Plant at site 1,26,562 
    By  Contractee’s A/c  60,00,000 
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    (contract price)  
To  Plant b/d 1,68,750 
To  Materials 9,00,000 
To  Wages 7,50,000 
To  Cartage 75,000 
To  Other expenses     24,000    
To  Costing P & L A/c    1,53,187   ________ 
  66,45,937   66,45,937 
Working Notes: 
1.  In 2011 there is a loss, and so the whole of it will be transferred to the Costing Profit and 

Loss Account. 

2.  In 2012, the contract is 3/4th complete. Hence, the profit to be transferred to the Costing 
Profit and Loss Account will be determined as under: 

 =  2 Cash  received× Notional Profit ×
3 Work  certified

 

 = 2 33,75,00010,38,750
3 45,00,000
× ×

` 
`

`
 = ` 5,19,375 

Contractee’s account 

  (`)      (`) 

2011  2011 
To  Balance c/d 10,12,500 By  Bank 10,12,500 
2012  2012 
To  Balance c/d 33,75,000 By  Balance b/d 10,12,500 
  ________ By  Bank   23,62,500* 
  33,75,000   33,75,000 
2013  2013 
To  Contract A/c 60,00,000 By Balance b/d 33,75,000 
 (Contract price) ________ By Bank 26,25,000 
  60,00,000   60,00,000 
*The total value of work certified at the end of 2012 was ` 45,00,000 of that worth ` 13,50,000 
was certified in 2011. Hence, the cash to be received in 2012 is 75% of ` 31,50,000 (` 
45,00,000 − ` 13,50,000) i.e. ` 23,62,500. 
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Balance Sheet (Extract) 2011 

Liabilities (`) Assets  (`) 

Capital − Plant at site  2,25,000 
Less : Loss during the year 65,000  
   Work-in-progress : (`) 
   Work certified 13,50,000 
   Work uncertified     15,000 
     13,65,000 
   Less: Cash received 10,12,500 3,52,500 

Balance sheet (Extract) 2012 

Liabilities (`) Assets  (`) 

Capital − Plant at site   1,68,750 
Add: Profit during the year 5,19,375 Work-in-progress : (`) 
   Work certified 45,00,000 
   Work uncertified 75,000 
      45,75,000 
   Less: Profit in reserve 5,19,375 
      40,55,625 
   Less: Cash received 33,75,000 6,80,625 

Balance sheet (Extract) 2013 

Liabilities (`) Assets  (`) 

Capital − Plant at site 1,26,562 
Add: Profit during the year 1,53,187 

Illustration 5 (Computation of conservative estimate of profit) 
Compute a conservative estimate of profit on a contract (which has been 90% complete) from 
the following particulars. Calculate the proportion of profit to be taken to Costing Profit & Loss 
Account under various methods and give your recommendation. 

(`) 
Total expenditure to date  4,50,000 
Estimated further expenditure to complete the contract (including contingencies) 25,000 
Contract price  6,12,000 
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Work certified  5,50,800 
Work uncertified  34,000 
Cash received  4,40,640 
Solution  
Computation of Notional Profit            (`) 
Value of work certified  5,50,800 
Less: Cost of work certified 
(` 4,50,000 – ` 34,000)  4,16,000 
Notional profit  1,34,800 
Computation of Estimated Profit                                                             (`) 
 
Contract price  6,12,000 
Less: Cost of work to date 4,50,000 
Estimated further expenditure to complete the contract 25,000 
Estimated total cost  4,75,000 
Estimated profit  1,37,000 
Profit to be transferred under various methods 

(i) Notional profit × 
priceContract 

certified Work  

 = ` 1,34,800 × ` 

` 

5,50,800
6,12,000

 = ` 1,21,320 

(ii) Estimated profit × 
priceContract 

certified Work  

 = ` 1,37,000 × ` 

` 

5,50,800
6,12,000

= ` 1,23,300 

(iii) Estimated profit × Work certified
Contract price

× Cash received
Work certified

 

 = ` 1,37,000 × ` 

` 

5,50,800
6,12,000

 × ` 

` 

4,40,640
5,50,800

 = ` 98,640 

(iv) Estimated profit × Cost of work date
Estimated total cost

 

 = ` 1,37,000 ×  ` 

` 

4,50,000
4,75,000

= ` 1,29,790 
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(v) Estimated profit × Cost of work date
Estimated total cost

 × Cash received
Work certified

 

 = ` 1,37,000 × ` 

` 

4,50,000
4,75,000

 × ` 

` 

4,40,640
5,50,800

 = ` 1,03,832 

Recommendation: It is recommended that a sum of ` 98,640 may be transferred to the 
Costing Profit and Loss Account. This amount is the least and has been arrived by using the 
formula (iii) above. According to this formula, profit transferred to the Costing Profit and Loss 
Account is generally kept the minimum and allows withholding in reserve a larger portion of 
notional profit to meet future unforeseen expenses and contingencies. 
Illustration 6 (Calculation of admissible escalation claim) 
A contractor has entered into a long term contract at an agreed price of ` 1,75,000 subject to 
an escalation clause for materials and wages as spelt out in the contract and corresponding 
actual are as follows : 

 Standard  Actual 

Materials Qty (tonnes) Rate (`) Qty (tonnes) Rate (`) 
 A 5,000 5 5,050 4.80 
 B 3,500 8 3,450 7.90 
 C 2,500 6 2,600 6.60 
Labour  Hours Hourly Hours Hourly 
   Rate (`)  Rate (`) 
 X 2,000 7.00 2,100 7.20 
 Y 2,500 7.50 2,450 7.50 
 Z 3,000 6.50 3,100 6.60 

Reckoning the full actual consumption of material and wages the company has claimed a final 
price of ` 1,77,360. Give your analysis of admissible escalation claim and indicate the final 
price payable. 
Solution 

Statement showing final claim 
  Standard Standard Actual Rate Variation in Escalation 
  Qty/Hrs.  Rate (`) (`) Rate (`) Claim (`) 
Materials  (a) (b) (c) (d) = (c)–(b) (e) =(a) × (d) 
 A 5,000 5.00 4.80 (–) 0.20 (–) 1,000 
 B 3,500 8.00 7.90 (–) 0.10 (–) 350 
 C 2,500 6.00 6.60 (+) 0.60    1,500 
  Materials escalation claim : (P)         150 
Labour 
 X 2,000 7.00 7.20 (+) 0.20 400 
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 Y 2,500 7.50 7.50 − − 
 Z 3,000 6.50 6.60 (+) 0.10 300 
   Wages escalation claim : (Q)   700 
  Final claim: (P) + (Q)   850 

Statement showing final price payable 
Agreed price  ` 1,75,000 
Agreed escalation : 
Material cost ` 150 
Labour cost ` 700 ` 850 
Final price payable  ` 1,75,850 
The claim of ` 1,77,360 is based on the total increase in cost. This can be verified as shown 
below: 

Statement showing total increase in cost 
        Standard Cost            Actual Cost Increase/ 

 Qty/hrs Rate Amount Qty/hrs Rate Amount (Decrease) 
  (`) (`)  (`) (`) 
 (a) (b)   (c) = (a) × (b) (d) (e)     (f) =(d) × (e)  (g) =(f) – (c) 

I. Materials  
A 5,000 5.00 25,000 5,050 4.80  24,240  (760) 
B 3,500 8.00 28,000 3,450 7.90  27,255  (745) 
C 2,500 6.00 15,000 2,600 6.60  17,160  2,160 

   68,000    68,655      655 
II. Labour 

X 2,000 7.00 14,000 2,100 7.20  15,120  1,120 
Y 2,500 7.50 18,750 2,450 7.50  18,375  (375) 
Z 3,000 6.50 19,500 3,100 6.60  20,460      960 
   52,250    53,955  1,705 
 Total (I + II)       2,360 

The final price claimed by the company is contract price   ` 1,75,000 
Add : Increase in cost        ` 2,360 
   ` 1,77,360 

This claim is not admissible because escalation clause covers only that part of increase in 
cost, which has been caused by inflation. 
Note : It is fundamental principle that the contractee would compensate the contractor for the 
increase in costs which are caused by factors beyond the control of contractor and not for 
increase in costs which are caused due to inefficiency or wrong estimation. 
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Illustration 7 (Preparation of contract account and calculation of estimated profit) 
AKP Builders Ltd. commenced a contract on April 1, 2012. The total contract was for  
` 5,00,000. Actual expenditure for the period April 1, 2012 to March 31, 2013 and estimated 
expenditure for April 1, 2013 to December 31, 2013 are given below : 

Particulars 2012-13 
(actual) 

2013-14 
(9 months) 
(estimated) 

Materials issued  90,000 85,750 
Labour : Paid 75,000 87,325 
Outstanding at the end 6,250 8,300 
Plant 25,000 - 
Sundry expenses : Paid 7,250 6,875 
Prepaid at the end 625 - 
Establishment charges 14,625 - 

A part of the material was unsuitable and was sold for `18,125 (cost being `15,000) and a 
part of plant was scrapped and disposed of for `2,875. The value of plant at site on 31 March, 
2013 was ` 7,750 and the value of material at site was ` 4,250.  Cash received on account to 
date was ` 1,75,000, representing 80% of the work certified. The cost of work uncertified was 
valued at ` 27,375. 
The contractor estimated further expenditure that would be incurred in completion of the contract : 
 The contract would be completed by 31st December, 2013. 
 A further sum of `31,250 would have to be spent on the plant and the residual value of 

the plant on the completion of the contract would be `3,750. 
 Establishment charges would cost the same amount per month as in the previous year. 
 ` 10,800 would be sufficient to provide for contingencies. 
Required: Prepare Contract Account and calculate estimated total profit on this contract. Profit 
transferrable to Costing Profit and Loss Account is to be calculated by reducing estimated 
profit in proportion of work certified and contract price.  
Solution       AKP Builders Ltd. 

Contract Account (2012-13) 

 Particulars  (`)  Particulars  (`) 
To Materials issued  90,000 By Material sold  18,125 
To Labour 75,000  By  Plant sold  2,875 
 Add: Outstanding  6,250 81,250 By Plant at site  7,750 
To  Plant  25,000 By Material at site  4,250 
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To  Sundry Expenses 7,250  By  Work-in-progress   
 Less : Prepaid     625 6,625  Work certified   2,18,750  
To  Establishment charges 14,625  Work uncertified    27,375 2,46,125 
To  Costing P & L A/c   3,125     
 (profit on sale of 

material) 
      

To  Notional profit c/d     58,500                 
   2,79,125    2,79,125 
To Costing P & L A/c 

(transfer) 
 29,960 By Notional profit b/d  58,500 

To  Work-in-progress (reserve) 28,540                
   58,500    58,500 

Profit to be transferred to Costing Profit and Loss Account 

 = Estimated profit ×
priceContract

CertifiedWork  

 = ` 68,481 × 2,18,750
5,00,000

 = ` 29,960 

      Calculation of Estimated Profit      (`) 

(1) Material consumed (90,000 + 3,125 – 18,125)  75,000  
 Add : Further consumption  85,750 1,60,750 
(2) Plant used (25,000 – 2,875) 22,125  
 Add:  Further plant introduced  31,250  
 Less: Closing balance of plant    3,750 49,625 
(3) Establishment charges  14,625  
 Add: Further charges for nine month (14,625 ×  9/12) 10,969 25,594 
(4) Sundry expenses  6,625  
 Add: Further expenses  6,875  
 Add: Prepaid expenses       625 14125 
(5) Labour cost  81,250  
 Add: Further cost (87,325 – 6,250) 81,075  
 Add: Outstanding    8,300 1,70,625 
(6) Reserve for contingencies   10,800 
Estimated profit (balancing figure)     68,481 
Contract price   5,00,000 
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Illustration 8 (Preparation of contract account and determination of profit) 
RST Construction Ltd. commenced a contract on April 1, 2011. The total contract was for  
` 49,21,875. It was decided to estimate the total profit on the contract and to take to the credit 
of Costing Profit and Loss A/c that proportion of estimated profit on cash basis, which work 
completed bore to total contract. Actual expenditure for the period April 1, 2011 to March 31, 
2012 and estimated expenditure for April 1, 2012 to September 30, 2012 are given below: 
  April 1, 2011 to 

March 31, 2012 
(Actual) (`) 

April 1, 2012 to 
Sept. 30, 2012 

(Estimated) (`) 
Materials issued  7,76,250 12,99,375 
Labour : Paid 5,17,500 6,18,750 
  Prepaid 37,500 - 
  Outstanding 12,500 5,750 
Plant purchased 4,00,000 - 
Expenses: Paid 2,25,000 3,75,000 
  Outstanding 25,000 10,000 
  Prepaid 15,000 - 
Plant returns to store (historical cost) 1,00,000 3,00,000 
 (on September 30, 2011) (on September 30, 2012) 
Work certified 22,50,000 Full 
Work uncertified 25,000 - 
Cash received 18,75,000 - 
Materials at site 82,500 42,500 

The plant is subject to annual depreciation @ 25% on written down value method. The 
contract is likely to be completed on September 30, 2012. 
Required : Prepare the Contract A/c. Determine the profit on the contract for the year 2011-12 
on prudent basis, which has to be credited to Costing Profit and Loss A/c. 
Solution 
Calculation of written down value of plant as on 30-9-2012.      (`) 
Plant purchased on 1-4-2011 4,00,000 
Less: Plant returned to store on 30-9-2011 1,00,000 
  (Depreciation on it `1,00,000 ×  25/100 ×  6/12 = `12,500)  
 3,00,000 
Less: Depreciation on Balance plant (3,00,000 ×  25/100)    75,000 
WDV of Plant on 1-4-2012 2,25,000 
Less : Depreciation          (2,25,000 ×  25/100 ×  6/12)    28,125 
WDV of plant returned to store on 30-9-2012 1,96,875 

© The Institute of Chartered Accountants of India



  Contract Costing  7.19 

 

Contract A/c (1-4-2011 to 31-3-2012) 

 Particulars  (`)  Particulars  (`) 

To Materials issued  7,76,250 By Plant returned to   
To Labour 5,17,500    Store on 30-9-2011 1,00,000  
 Less: Prepaid    37,500   Less: 

Depreciation(1/2)  
  12,500 87,500 

   4,80,000      
  Add : Outstanding    12,500 4,92,500 By  Plant at site on 

31.3.12 
3,00,000  

To Plant purchased   4,00,000  Less: Depreciation     75,000 2,25,000 
To  Expenses 2,25,000  By Materials at site   82,500 
  Less : Prepaid     15,000  By  Work-in-progress   
  2,10,000    Work certified  22,50,000 
  Add : Outstanding     25,000 2,35,000  Work uncertified  25,000 
To Notional profit c/d    7,66,250                   - 
   26,70,000    26,70,000 
To  Costing P&L A/c 

(Transfer) 
 3,89,000 By Notional profit b/d   7,66,250 

To Work-in-progress 
(Reserve) 

  
3,77,250 

    
             - 

   7,66,250    7,66,250 

Computation of Estimated Profit 
Contract A/c (1-4-2011 to 30-9-2012) 

 Particulars (`)  Particulars (`) 
To Materials issued 

(7,76,250+12,99,375) 
20,75,625 By Materials at site 42,500 

To Labour 
(5,17,500 - 37,500 + 12,500 +  
6,18,750+37,500 -12,500 + 
5,750) 

11,42,000 By Plant returned to store on 
30.9.2011 (1,00,000 – 
12,500) 

87,500 

To Plant purchased  4,00,000 By Plant returned to store on 
30.9.12 (4,00,000 – 
1,00,000 – 1,03,125) 

1,96,875 

To  Expenses (2,25,000+25,000 -
15,000+ 3,75,000 - 25,000 + 
15,000 + 10,000)   

6,10,000 By Contractee A/c 49,21,875 

To Estimated profit  10,21,125    ________ 
  52,48,750   52,48,750 
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Since the contract is nearing completion, the following formula is used for transfer of profit to 
Costing Profit and Loss Account. 

Estimated profit ×
price Contract

received Cash  

= 10,21,125 ×  
49,21,875
18,75,000  = `3,89,000. 

Illustration 9 (Determination of profit on the contract)  
A contractor commenced a building contract on October 1, 2010. The contract price is  
` 4,40,000. The following data pertaining to the contract for the year 2011-2012 has been 
compiled from his books and is as under : 

   (`) 
April 1, 2011 Work-in-progress not certified 55,000 
  Materials at site 2,000 
2011–12 Expenses incurred : 
  Materials issued 1,12,000 
  Wages paid 1,08,000 
  Hire of plant 20,000 
  Other expenses 34,000 
March 31, 2012 Materials at site 4,000 
  Work-in-progress : Not certified 8,000 
  Work-in-progress : Certified 4,05,000 

The cash received represents 80% of work certified. It has been estimated that further costs to 
complete the contract will be ` 23,000 including the materials at site as on March 31, 2012. 
Required : 
Determine the profit on the contract for the year 2011-12 on prudent basis, which has to be 
credited to Costing P/L A/c. 
Solution 
   Contract Account for the year 2011-12 
Dr.     Cr. 
Particulars  (`) Particulars (`) 
1.4.11 
 To Work-in-progress 55,000 By Materials at site 4,000 
        (not certified) 
 To Materials at site 2,000 
2011–12 
 To Materials issued 1,12,000 By Cost of contract c/d (to date) 3,27,000 
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 To Wages paid 1,08,000  
 To Hire of plant 20,000 
 To Other expenses    34,000  _______ 
   3,31,000  3,31,000 
31.3.12 
 To Cost of contract b/d 3,27,000 By Work-certified 4,05,000 
       (to date)  By Work-not certified 8,000 
 To Costing P& L A/c 66,273  
 To Profit in reserve      19,727  _______ 
   4,13,000  4,13,000 
 Profit for the year 2011-12 = ` 4,13,000 – ` 3,27,000 = ` 86,000 
Estimated profit (on the completion of the contract) 
   (`) 
Cost of the contract (to date) 3,27,000 
Further cost of completing the contract 23,000 
 Total cost: (A) 3,50,000 
 Contract price: (B) 4,40,000 
Estimated profit on the completion of contract: {(A) – (B)} 90,000 

Since,  







priceContract 

certified Work  × 100 = ` 

` 

4,05,000
4,40,000

 × 100 = 92.05% 

Profit  = Estimated profit ×
price Contract

received Cash
 

= ` 90,000 ×  
3,24,000
4,40,000

 = ` 66,273 

Illustration 10 (Determination of profit for the contracts) 
A construction company under-taking a number of contracts, furnished the following data 
relating to its uncompleted contracts as on 31st March, 2012 : 

   (` in lacs) 
   Contract Numbers 
   723 726 729 731 
Total Contract Price 23.20 14.40 10.08 28.80 
Estimated Costs on completion of contract 20.50 11.52 12.60 21.60 
Expenses for the year ended 31.3.12 : 
Direct Materials 5.22 1.80 1.98 0.80 
Direct Wages 2.32 4.32 3.90 2.16 
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Overheads (Excluding Depreciation) 1.06 2.60 2.62 1.05 
Profit Reserve as on 1.4.11 1.50 — — — 
Plant issued at Cost 5.00 3.50 2.75 3.00 
Materials at Site on 1.4.11 0.75 — — — 
Materials at Site on 31.3.12 0.45 0.20 0.08 0.05 
Work Certified till 31.3.11 4.65 — — — 
Work Certified during the year 2011-12 12.76 13.26 7.56 4.32 
Work Uncertified as on 31.3.12 0.84 0.24 0.14 0.18 
Progress payments received during the year 9.57 9.0 5.75 3.60 

Depreciation @ 20% per annum is to be charged on plant issued. While the Contract No. 723 
was carried over from last year, the remaining contracts were started in the 1st week of April, 
2011.  
Required: 
(i) Determine the profit/loss in respect of each contract for the year ended 31st March, 

2012. 
(ii) State the profit/loss to be carried to Profit & Loss A/c for the year ended 31st March, 

2012. 
Solution 
(i)   Statement of Profit/Loss for the year ended 31st March, 2012 
    (` in lacs) 

   Contract Numbers 
   723 726 729 731 
A. Contract completion percentage : 
 Work certified : (a) 17.41 13.26 7.56 4.32 
 Contract price : (b) 23.20 14.40 10.08 28.80 
 Percentage of completion : [(a) – (b)] 75.04 92.08 75.00 15.00 
B. Estimated profit on completion : 
 Contract price : (c) 23.20 14.40 10.08 28.80 
 Estimated costs on completion : (d) 20.50 11.52 12.60 21.60 
 Estimated profit (loss) on completion : [(c) – (d)] 2.70 2.88 (2.52) 7.20 
C. Profit of the year : 
 Opening stock of materials 0.75 — — — 
 Materials issued 5.22 1.80 1.98 0.80 
 Direct wages 2.32 4.32 3.90 2.16 
 Overheads 1.06 2.60 2.62 1.05 
 Depreciation 1.00 0.70 0.55 0.60 
 Total : (P) 10.35 9.42 9.05 4.61 
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 Profit in reserve 1.50 — — — 
 Material at site on 31/3/12 0.45 0.20 0.08 0.05 
 Total : (Q) 1.95 0.20 0.08 0.05 
 Cost of contract : (R) = [(P) – (Q)] 8.40 9.22 8.97 4.56 
 Work certified 12.76 13.26 7.56 4.32 
 Work not certified    0.84 0.24 0.14 0.18 
 Total : (S) 13.60 13.50 7.70 4.50 
 Profit (loss) for the year [(R) – (S)]    5.20 4.28 (1.27) (0.06) 
(ii) Profit to be taken to Costing Profit & Loss Account of the year in respect of 

respective contract 

 Contract 723 = 
3
2 × Notional profit × Cash received

Work certified
 

    = 
3
2  × 5.20 × 9.57

17.41
 = ` 1.9056 lacs 

    = Balance ` 3.2944 lacs to reserve. 

 Contract 726 = Estimated total profits on completion × Work certified
Contract price

 × Cash received
Work certified

 

= ` 2.88 × 13.26
14.40

 × 9.0
13.26

 = ` 1.80 

Illustration 11 (Preparation of contract account and determination of profit) 
MNP Construction Ltd. commenced a contract on April 1, 2010. The total contract was for  
` 17,50,000. It was decided to estimate the total profit and to take to the credit of Costing P/L 
A/c the proportion of estimated profit on cash basis which work completed bore to the total 
contract. Actual expenditure in 2010-11 and estimated expenditure in 2011-2012 are given 
below: 
   2010-2011 2011-2012 
   (Actual) (Estimated) 
   (`) (`) 
 Materials issued 3,00,000 5,50,000 
 Labour : Paid 2,00,000 2,50,000 
              : Outstanding at end 20,000 30,000 
 Plant purchased 1,50,000 — 
 Expenses  : Paid 75,000 1,50,000 
  : Prepaid at end 15,000 — 
 Plant returns to store (historical cost) 50,000 1,00,000 
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   (on Dec. 31, 2011) 
 Material at site 20,000 50,000 
 Work certified 8,00,000 Full 
 Work uncertified 25,000 — 
 Cash received 6,00,000 Full 

The plant is subject to annual depreciation @ 25% of WDV Cost. The contract is likely to be 
completed on Dec. 31, 2011. Prepare the Contract A/c. Determine the profit on the contract for 
the year 2010-2011 on prudent basis, which has to be credited to Costing P/L A/c. 
Solution  

MNP Construction Ltd. 
Contract Account (1st April, 2010 to 31st March, 2011) 

Dr.      Cr. 
 Particulars  Amount Particulars Amount 
    (`)  (`) 
Materials issued  3,00,000 By Plant returned to store 37,500 
Labour : Paid 2,00,000       (Refer to working note 1) 
     Outstanding 20,000 2,20,000 By Materials at site 20,000 
To Plant purchased  1,50,000 By Work certified 8,00,000 
     By Work uncertified 25,000 
To Expenses  (Refer to working note 4) 60,000 By Plant at site 75,000 
To Notional profit c/d  2,27,500      (Refer to working note 2) ________ 
       9,57,500        9,57,500 
To Costing P & L A/c  66,322 By Notional profit b/d 2,27,500 
     (Refer to working note 5) 
To Work in Progress A/c  1,61,178 
     (Profit in reserve) ___________  ___________ 
    2,27,500      2,27,500 

MNP Construction Ltd. 
Contract Account (1st April, 2010 to 31st December, 2011) 

(For computing estimated profit) 
Dr.     Cr. 
Particulars  Amount Particulars Amount 
   (`)  (`) 
To Materials issued  8,50,000 By Materials at site 50,000 
     (` 3,00,000 + `5,50,000)  By Plant returned to store on 37,500 
To Labour (paid & outstanding) 4,80,000       31st March, 2011 
     (` 2,20,000 + ` 2,30,000 + ` 30,000)        (Refer to working note 1) 
To Plant purchased 1,50,000 By Plant returned to store 60,938 
To Expenses 2,25,000       on 31st December, 2011  
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     (` 60,000 + ` 1,65,000)        (Refer to working note 3) 
To Estimated profit 1,93,438 By  Contractee’s A/c      17,50,000 
   18,98,438  18,98,438 

Working Notes :   
1. Value of the plant returned to store on 31st March, 2011 (`) 
 Historical cost of the plant returned 50,000 
 Less : Depreciation @ 25% of WDV cost for 1 year 12,500 
 Value of the plant returned to store on 31st March, 2011 37,500 
2. Value of plant at site : (`) 
 Historical cost of the plant at site 1,00,000 
 Less : Depreciation @ 25% of WDV cost for 1 year     25,000 
 Value of the plant at site on 31st March, 2011     75,000 
3. Value of the plant returned to store on 31st December, 2011 (`) 
 Value of the plant on 31st March, 2011 75,000.00 
 Less : Depreciation @ 25% of WDV for a period of 9 months 14,062.50 
 Value of the plant on 31-12-2011 60,937.50 
4. Expenses paid : (`) 
 Total expenses paid      75,000 
 Less : Prepaid expenses at end       15,000 
 Expenses paid for the year 2010-2011       60,000 
5. Profit to be credited to Costing P/L A/c on 31st March, 2011 for the contract likely to be 

completed on 31st December, 2011 

 Estimated profit × Cash received
Work certified

 × Work certified
Total Contract price

 

 = ` 1,93,438 × 6,00,000
8,00,000

  × 8,00,000
17,50,000

 = ` 66,322 

7.7 Summary 
 Contract costing:- 

♦ Accounts maintained as per contract wise. 
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♦  Some contract not complete within the Financial year so computation of profit are 
main point so profit computation is as follow:-. 

 the case of incomplete contracts, the following four situations may arise: 
(i) Completion of contract is less than 25 per cent: No profit should be taken to 

profit    and loss account. 
(ii) Completion of contract is 25 per cent or more but less than 50 per cent:  

 1 Cash received×Notional Profit ×
3 Work certified

  

(iii) Completion of contract is 50 per cent or more but less than 90 per cent:  

 2 Cash  received×Notional Profit ×
3 Work certified

 

(iv) Completion of contract is 90 per cent or more i.e. it is nearing completion:  

(a) Estimated Profit × Work certified
Contract price

 

(b) Estimated Profit × Work certified
Contract price

 × Cash received
Work certified

 

                      OR 

 Estimated Profit × Cash received
Contract price

 

(c) Estimated Profit × Cost of  work to date
Estimated  total cost

 

(d) Estimated Profit × Cost of  work to date
Estimated total cost

 × Cash received
Work certified

 

(e) Notional Profit × Work certified
Contract price
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