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Abstract: This article provides a comprehensive overview of accounting for long-term contracts,
exploring the complexities involved in recognizing revenue and expenses over the life of these
projects. We will examine the different accounting methods permitted under both US GAAP (ASC
606) and IFRS 15, detailing their application and implications for financial reporting. The
significance of accurate accounting for long-term contracts in maintaining financial health and
complying with regulatory requirements will be emphasized.

1. Introduction to Accounting for Long-Term Contracts

Accounting for long-term contracts presents unique challenges compared to short-term projects.
These contracts typically span multiple accounting periods, involving significant upfront costs and
revenue recognition spread over time. The nature of these contracts, often involving construction,
manufacturing, or service provision, necessitates specific accounting treatments to accurately
reflect the financial position and performance of the entity involved. The primary goal in accounting
for long-term contracts is to ensure that revenue is recognized systematically and consistently over
the contract's life in proportion to the work performed, while matching expenses incurred to the
revenue generated.

2. Revenue Recognition Under ASC 606 and IFRS 15

Both US GAAP (ASC 606) and IFRS 15 provide a five-step model for revenue recognition, applicable
to all types of contracts, including long-term ones. These steps include:



Identify the contract: Determine if a contract exists with a customer.1.

Identify the performance obligations: Determine the distinct goods or services promised in the2.
contract.

Determine the transaction price: Estimate the amount of consideration to be received from the3.
customer.

Allocate the transaction price: Allocate the transaction price to the separate performance4.
obligations.

Recognize revenue when (or as) each performance obligation is satisfied: Recognize revenue5.
when the control of the goods or services is transferred to the customer.

While the five-step model is similar, the application may vary depending on the specifics of the
contract. For instance, the determination of when control is transferred can be more complex in
long-term contracts involving ongoing services or construction projects.

3. Accounting Methods for Long-Term Contracts

Two primary methods are used in accounting for long-term contracts:

Percentage-of-Completion Method: This method recognizes revenue and expenses proportionally to
the progress of the contract. It requires estimating the total contract costs and the percentage of
completion at each reporting period. This estimation involves assessing factors such as materials
used, labor hours worked, and milestones achieved. The percentage-of-completion method provides
a more accurate reflection of the financial position throughout the contract's life but relies on
reliable cost estimates.

Completed Contract Method: This method recognizes revenue and expenses only when the contract
is fully completed. It is simpler to apply but can lead to a significant fluctuation in reported income
from one period to the next. The completed contract method is generally only permitted under
certain circumstances, such as when reliable cost estimations are difficult to obtain.

4. Choosing the Appropriate Accounting Method

The choice between the percentage-of-completion and completed contract methods depends on
several factors, including:

Reliability of cost estimates: If reliable cost estimates can be made, the percentage-of-completion
method is usually preferred.
Contractual terms: Specific contractual provisions may influence the choice of method.
Company policy: The company's accounting policies may dictate the preferred method.
Materiality: If the impact on the financial statements is immaterial, the choice of method may be less
critical.



5. Challenges and Considerations in Accounting for Long-
Term Contracts

Accounting for long-term contracts presents several challenges:

Estimating costs: Accurate cost estimation is crucial, particularly for the percentage-of-completion
method. Changes in material costs, labor rates, or project scope can affect estimates and require
adjustments.
Revenue recognition: Determining the point at which revenue can be recognized can be complex,
especially with ongoing service contracts or projects with multiple deliverables.
Loss recognition: If a loss is anticipated on a long-term contract, it must be recognized immediately
under US GAAP and IFRS, regardless of the chosen method.
Contract modifications: Changes to the contract scope or terms require careful consideration and
may necessitate revisions to the revenue and expense recognition.

6. Impact on Financial Statements

The chosen accounting method significantly impacts the presentation of revenue and expenses on
the income statement and the progress toward completion on the balance sheet. Accurate
accounting for long-term contracts is essential for providing a fair and accurate representation of
the company's financial performance and position.

7. Compliance and Disclosure Requirements

Companies must comply with relevant accounting standards (ASC 606 or IFRS 15) when accounting
for long-term contracts. Appropriate disclosures are required in the financial statements to provide
users with information about the nature and extent of long-term contracts, including the accounting
methods used, significant estimates made, and any potential risks associated with these contracts.

8. Conclusion

Effective accounting for long-term contracts is crucial for accurate financial reporting and
compliance with accounting standards. The choice of accounting method, careful cost estimation,
and appropriate revenue recognition are essential for ensuring the financial health and stability of
organizations undertaking such projects. Understanding the complexities involved and adhering to
relevant standards are paramount for maintaining financial integrity and transparency.

FAQs

What is the difference between the percentage-of-completion and completed contract1.
methods? The percentage-of-completion method recognizes revenue and expenses
proportionally to the work performed, while the completed contract method recognizes them
only upon completion.



When is the completed contract method allowed? It's generally only permitted when reliable1.
cost estimations are difficult to obtain.

How do changes in contract scope affect revenue recognition? Contract modifications require1.
adjustments to revenue and expense recognition, often necessitating recalculation of the total
contract price and percentage of completion.

What are the key disclosures required for long-term contracts? Disclosures should include the1.
accounting method used, significant estimates, and potential risks.

How does loss recognition work for long-term contracts? Anticipated losses must be1.
recognized immediately, regardless of the chosen method.

What is the impact of the five-step model of revenue recognition on long-term contracts? It1.
provides a structured framework for consistently recognizing revenue over the contract’s
lifespan.

How does IFRS 15 compare to ASC 606 in the context of long-term contracts? Both standards1.
utilize a similar five-step model, but interpretations and application may differ slightly.

What are some common challenges in estimating costs for long-term contracts? Unforeseen1.
circumstances, material price fluctuations, and changes in labor costs can impact cost
estimates.

What are the potential consequences of inaccurate accounting for long-term contracts?1.
Inaccurate accounting can lead to misstated financial statements, regulatory penalties, and
reputational damage.
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Bookkeeping: Build a strong financial foundation for your Ashburn enterprise with precise, reliable
bookkeeping. Our service saves you time and provides clear insights to guide your business …

Ashburn Accounting
Ashburn Accounting provides full charge bookkeeping services.
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