
As most CFMs know, the PCM calcula-
tion is a ratio of two figures: The numera-
tor is the cost incurred on a contract and 
the denominator is the total estimated 
cost on that contract. (This is the cost-
to-cost method.) Then, that ratio is mul-
tiplied by the contract amount to derive 
the revenue to be recognized. 

Revenue recognition is not dependent 
on, or related to, billings – even though 
the next step is the comparison of 
the computed revenue to billings. That 
comparison is only to adjust the booked 
revenue based on billings to the PCM-
computed revenue.

CalCulating the PCM

The PCM is computed on the con-
tract as a whole; line-item PCM is not 
allowed. There is no difference between 
a dollar of labor, a dollar of materials, or 
a dollar of subcontract costs. If the cost 
is incurred, it’s in the numerator.

However, some items in the contract 
may require separate accounting. For 
example, costs related to contingencies, 
pre-contract expenses, post-completion 
maintenance, and follow-on contracts are 
not accounted for in the same manner as 
other contract costs, and are excluded 
from the PCM calculation.

The 95% Rule 
When a contract is considered complete 
because: 1) the owner uses the product 
(beyond testing it) and 2) the contract 
is at least 95% complete at the end 
of the year, the PCM calculation can 
become more complex.

In construction, the percentage-of-completion method 

(PCM) is required for revenue recognition, unless  

certain exceptions apply. 

Even if an exception is met for regular tax purposes, 

the PCM is still required for calculating the AMT’s long-

term contract adjustment. So, familiarity with the PCM 

is essential for all types of contractors and their CFMs.
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iMPliCations for aCCounting Methods

Let’s say that the 95% rule applies to a contract that is 96% 
complete. If the remaining 4% is completed in the subsequent 
year, then that final portion is considered completed in the 
year it was entered into and does not qualify as a long-term 
contract. So, the 4% could be accounted for through the con-
tractor’s normal cash or accrual method.

What if the contractor normally uses the completed-contract 
method (CCM) for long-term contracts, but this particular 
contract requires the PCM since it exceeded the two-year 
rule? If the remaining 4% is completed in the subsequent 
year, then the CCM does not apply to the revenue recognition 
of that 4%. 

However, if the remaining 4% is not completed in the subse-
quent year, then it is a long-term contract that requires the 
CCM (the contractor’s normal method). But, if the remaining 
4% will also extend past the two years for completion, then 
it will require the PCM.

If a contractor’s normal method is the cash method, then col-
lections in the second following year could be deferred to that 
year. For the PCM contractor, the 95% rule really does not 
accelerate income into the completion year. Whenever a con-
tract is 96% complete, the PCM contractor reports 96% of the 
estimated gross profit – even if the 95% rule applies. 

However, the look-back calculation may be complicated by 
the 95% rule. Here’s why: The first application of look-back 
should occur in the completion year, which would be the 
95% year. But, a special rule defers the first application of 
the look-back to the year of the contract’s final completion 
and acceptance. 

Under the CCM, completion generally means “final completion 
and acceptance.” But, the PCM has no comparable concept of 
acceptance. Under the PCM, completion is only a measure of 
progress based on costs incurred compared to the total esti-
mated costs at contract completion. If there are no remaining 
costs to incur, then the contract is complete – even if there is 
no formal acceptance.

When costs are incurred, the PCM calculation produces a 
revenue figure – whether or not the owner has accepted the 
work. If the costs were not productive, or if tasks need to be 
repeated, repaired, or corrected, then the total estimated 
costs are revised accordingly. 

Note for new CFMs: To better understand the effects of the 
PCM and the CCM on tax returns, see Exhibit 1 at left.

This example shows the potential difference in  
recognized income or loss before income taxes due to 
accounting method selection. 

Assume there was only one contract in process during 
the two years, and that:

 1) ABC Construction entered into the contract   
  for a total contract sum of $100,000.

 2) At the end of the first fiscal year,  
  ABC completed 50% of the project  
  at a cost of $40,000.

 3) In the following fiscal year, ABC completed   
  the project at a total cost of $78,000.

 4) ABC incurred SG&A expenses of $5,000  
  in each fiscal year.

Percentage-of-Completion Method
If ABC accounts for long-term contracts with the PCM, 
then the tax return would show income at the end of 
each year.

 Year 1 Year 2  
Contract Revenues $ 50,000 $ 50,000
Contract Costs 40,000 38,000
Gross Profit 10,000 12,000
SG&A Expenses      5,000 5,000
Income (Loss) Before  
Income Taxes   $ 5,000 $ 7,000

Completed-Contract Method
If ABC accounts for its long-term contracts with the 
CCM, then the tax return would show a loss in Year 1 
and income of $17,000 in Year 2, deferring $5,000 in 
taxable income.

 Year 1 Year 2  
Contract Revenues $ 0 $ 100,000
Contract Costs 0 78,000
Gross Profit 0 22,000
SG&A Expenses      5,000 5,000
Income (Loss) Before 
Income Taxes  $ (5,000) $ 17,000

(Originally adapted from CFMA’s CCIFP Overview Seminar.)

Exhibit 1:  
Comparison 

of PCM & CCM
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the ContraCt aMount

Generally for contractors subject to the PCM, the contract 
amount includes the basic contract and all amounts that 
contractors reasonably believe they will receive in relation to 
that contract. (Exceptions include subsequent maintenance 
income, warranty revenue, follow-on contracts, and interest 
on job cash accounts.) 

For example, a contractual bonus for early completion must 
be included in the contract amount as soon as the contractor 
reasonably believes it will earn the bonus, but no later than 
when the contractor recognizes the bonus in its financial 
statements. 

Let’s say a construction company achieves a major efficiency 
in Year 1 of a five-year, $100 million contract and reasonably 
believes it will earn a $5 million bonus for early completion. In 
this case, the contract amount for the PCM calculation will be 
$105 million for the contract’s remaining years.

This requirement can produce some strange calculations. For 
example, if that same company lost significant calendar time in 
Year 2, and the $5 million bonus appeared doubtful, then the 
PCM would be computed at the end of Year 2 with a contract 
amount of $100 million. The amount would remain at $100 mil-
lion unless the contractor once again reasonably believed that 
a $5 million bonus would be earned in a later year’s calculation 
of the PCM.

The contract amount is not based on an all-events test. Under 
the PCM, a bonus does not have to be achieved to be included 
in revenue calculations. Often, contractors want to defer the 
recognition of a bonus as long as possible. And in many cases, 
contractors do not know if they will earn a bonus until the last 
year of the contract. 

This provision’s enforcement rests with the 20/20 hindsight 
available to the IRS after completion of the contract. The 
IRS may also scrutinize the contractor’s look-back determi-
nations and calculate the extra interest resulting from the 
delay in reporting the bonus, assuming that the look-back de 
minimis exceptions do not apply.

These rules, as discussed relative to a bonus, apply to any con-
tingent compensation item (such as claim revenue and unap-
proved change orders). Contingent compensation recognition 
must parallel recognition in the financial statements. 

And, since the GAAP rules for recognition are very restric-
tive, the tax rules require that this recognition occur no later 
than when recognized in GAAP financial statements.

However, contingent compensation may need to be included 
in the PCM calculation sooner – and to a greater degree – 
than for GAAP purposes.

inCurred Costs

PCM revenue is based on costs incurred, which are recog-
nized on an accrual method; so, if a cash method contractor 
makes the required move to the PCM, then the contract 
costs are also switched to an accrual method in that year. 

In addition, costs do not have to be billed to be incurred. For 
example, if a subcontractor completes a contract but has not 
yet billed the GC, then those contract costs are allocable.

Incurred costs may include stored materials. Typically, GAAP 
excludes stored materials as an incurred cost in the calcula-
tion of percentage-of-completion (called POC in this article to 
differentiate it from the tax PCM). The tax rules do not allow 
for the exclusion of stored materials for the PCM, while it is 
generally required for the calculation of POC for GAAP. 

So, some contractors should consider keeping materials in 
their inventory at the end of the year, rather than assigning the 
materials to a contract. This defers the recognition of the relat-
ed profit and overhead connected with those allocable costs. 

For efficient production, contractors often need materials at 
the jobsite before they incur the labor to install the materials. 
In such situations, they may be able to defer recognition of 
the related profit. 

Here’s how it works: The vendor retains the title to materi-
als and stores them at, or near, the jobsite. After the end of 
the year, the vendor invoices the contractor. This defers the 
costs and the related revenue.

Under Reg. 1.263A-1(e)(3)(iii)(C), allocable contract costs 
do not include Section 179 expensing. Nor do they include 
the deduction attributable to domestic production activities 
under IRC § 199 because that deduction is not a cost that was 
incurred, even though it directly relates to contract revenue.

Costs do include an interest calculation under IRC § 263A(f), 
although contractors may internally account for their interest 
as an SG&A expense for GAAP purposes. For GAAP purposes, 
contract costs include such nondeductibles as penalties and 
50% of meals and entertainment; but, these are not contract 
costs for the tax calculation. 

Also for GAAP purposes, costs could include retainage pay-
able and other costs for which all events have not taken 
place, and therefore would not be costs for tax purposes. 

HOW TO COMPUTE 

Percentage-of -Complet ion
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For the PCM, those costs are excluded from the numerator 
of the calculation until all events that relate to those costs 
have occurred. 

How can CFMs who have erroneously included these costs 
change their approach to the PCM calculation? They must 
make a formal request to the Commissioner to change their 
company’s tax accounting method.

total estiMated Costs

While the contract amount includes reasonably expected 
contingent compensation, total estimated contract costs can-
not include contingent costs. Those costs are only included 
when: 1) the contingency is resolved, 2) they are expected to 
be incurred, and 3) they become part of the contract’s total 
estimated costs. 

After all, if the Code permitted contingent costs in the PCM 
calculation, then the calculation’s denominator could include 
hypothetical contingent costs. (This essentially could create 
a CCM-type reporting of the contract until the completion 
year if the contractor included enough contingent costs to 
match the contract price.)

What if the contingency is a backcharge, such as liquidated 
damages charged by the owner for exceeding the allowable 
time to perform the contract? Is that a reduction in the esti-
mated contract amount for the PCM calculation? Or, is it an 
increase in cost, which is not allowed in the total estimated 
contract costs until all events have occurred and it is actually 
charged?

CFMs should check the contract documents, but chances 
are, it will be considered a reduction in the owner’s payment 
rather than a cost to the contractor. While liquidated dam-
ages are unfortunate, they can receive favorable treatment in 
the PCM calculation during the performance of the contract, 
since contingent reductions in revenue may be recognized 
sooner than contingent increases in costs.

Pre-ContraCt Costs

Costs incurred for a specific, anticipated contract are pre-
contract costs. When the contract is entered into, these costs 
are charged to the con..5ncluded in the PCM calculation. 

In this situation, timing can be important. For example, if a 
contractor has incurred $100,000 of pre-contract costs on a 
potential 10% gross profit contract in December 2016 and 
the contract is not entered into during 2016, then the costs 
are deferred with no gross profit recognition.

But if the contract is entered into on the last day of 2016, 
then $10,000 of gross profit is recognized that year.

If those same pre-contract costs are incurred in December 
2016, and the contractor was not successful in the January 
2017 bid, then those costs would be written off for GAAP 
purposes in 2016.

However, the tax rules do not allow the write-off until the 
next fiscal year because there is a strict, last-day-of-the-year 
rule. The contractor would not have known on December 31, 
2016 that the bid in January would not be successful, so the 
costs cannot be written off until 2017.

Change orders 

Additional Costs
If costs are incurred that are not a part of the original total 
estimated costs, then CFMs need to meticulously add them 
to the PCM’s denominator. 

For example, if costs increase by 10%, but the increase is not 
included in the total estimated cost, then a contract that is 
actually 50% complete may compute to 55% complete. This 
erroneously accelerates taxable income, and the CFM may 
not realize that completion was overstated until the contract 
closes, showing a completion factor of 110%. 

Additional Profits
Profitable change orders also affect the total contract amount, 
even if they occur late in the contract. To illustrate this point, 
let’s consider an extreme example. Assume that a $100,000 
contract with $99,000 in costs was almost complete at the 
end of Year 1, when a profitable change order for $100,000 
was signed with only $1,000 in estimated costs for the change 
order (which will be completed in Year 3).

The contract (which was barely profitable before) now has 
a 100% margin for the calculation of taxes in Year 1, even 
though the majority of actual profit will not come until Year 3. 

While it’s good that the contract will be so profitable in the 
long run, it’s bad for taxes in Year 1. If the change order had 
been signed after Year 1, then the taxes for Year 1 would be 
less onerous. 

However, the look-back method would calculate interest due 
to the Treasury for underreporting in Year 1.

look-BaCk for the PCM

Under the PCM, contractors estimate the total contract 
amount and the total costs upon completion of the contract. 
Because of the potential to manipulate taxes by manipulating 
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estimates, the look-back method is required (except for cer-
tain de minimis exceptions) to recalculate the PCM for the 
years the contract was in progress. 

The look-back method requires a recalculation of the PCM 
upon completion of the contract for the years the contract 
was in progress, using all the same elections and methods 
originally used (such as the 10% method). 

If, based on actual final results of the contract, the tax 
related to that contract was over- or underreported in prior 
years, then a look-back interest calculation will be paid to, or 
received from, the Treasury. The purpose of the look-back 
is to offset the time value of money from the over- or under-
reporting caused by using estimates.

The 10% Method
GAAP has an early stage gross profit deferral rule that allows 
contractors to defer reporting on a contract until a contractor-
selected point is reached in the production process. 

The 10% method is a similar rule for tax purposes. Contractors 
can elect, simply by using the calculation on their tax returns, 
not to report gross profit on a contract until at least 10% of the 
total estimated costs have been incurred. 

This favorable deferral method does not have adverse results 
on look-back because look-back also uses the 10% method. 
Since the 10% is based on total estimated costs, the contract 
could actually be more than 10% complete at year-end, either 
because of estimate changes or overly aggressive tax planning, 
the latter of which is susceptible to adjustment during an IRS 
audit.

the $10 Million gross reCeiPts test

The PCM is required for smaller contractors with individual 
contracts estimated to take longer than two years to complete, 
and for all long-term contracts if the contractor’s average 
annual gross receipts exceed $10 million. 

The average annual gross receipts are calculated using the 
accounting method of the tax return in the computation years. 
For example, if contractors normally use the CCM, then they 
compute revenue through the CCM method to determine the 
$10 million. 

For that reason, some CCM contractors try to postpone a 
job’s completion until the next taxable year to stay below 
the $10 million threshold. In doing so, they defer revenue 
on those uncompleted contracts for that year and delay the 
requirement to change to the PCM.

A Few More Rules
In addition, there are rules on the calculation of the $10 mil-
lion, such as the requirement to annualize income for short 
years. For example, if a “tax year” only has six months and 
the income for that period is $5 million, then the annualized 
income for that tax year is $10 million. 

While many contractors are struggling with consolidation 
rules of Accounting Standards Codification Topic 810 for 
GAAP purposes, the consolidation rules for the $10 million 
test have been in effect since 1986. The gross receipts of cer-
tain related parties need to be aggregated for the computation 
of the $10 million rule, which will require more contractors 
with related parties to use the PCM. 

If that were not the case, then contractors that wanted to use 
other deferral methods would simply set up multiple compa-
nies, each of which would have average annual gross receipts 
of less than $10 million.

The Exempt Contract PCM
A contractor exempt from the PCM may use an exempt con-
tract percentage-of-completion method (EPCM), where the 
amount of recognized revenue is based on a ratio of some-
thing other than the cost-to-cost method. 

For example, a utility contractor that constructs pipeline 
may compute revenue based on the number of feet of pipe 
installed compared to the total estimated number of feet that 
will be installed for the contract.

There is no requirement that the PCM clearly reflect income. 
However, because the ratio could be determined by several 
measures, an exempt contractor using the EPCM could be 
required, upon audit, to show that the chosen method for 
computing a cost comparison or completion factor clearly 
reflects income. 

the PerCentage-of-CoMPletion/CaPitalized-
Cost Method

The percentage-of-completion/capitalized-cost method 
(PCCM) may be a very attractive deferral method for certain 
contractors with qualifying contracts. For this hybrid method, 
70% of a contract’s taxable income is computed using 
the PCM and 30% is reported with the contractor’s normal 
method. 

Only available for residential construction contracts, this can 
be an attractive deferral method for large contractors other-
wise required to use the PCM. Of course, small contractors 
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can elect the PCCM, as they can elect any number of methods 
for their long-term contracts; but, it’s difficult to imagine a set 
of facts that would make that deferral method more attractive 
than others.

PCM aCCounting Method Changes

Often, growing contractors will experience the complications 
of changing accounting methods. When a contractor changes 
to or from a long-term contract method, the change is on a cut-
off basis. Any contracts entered into during the change year 
are on the new method and prior contracts are completed on 
the old method without a §481 adjustment. Not all the methods 
that contractors use are long-term contract methods in accor-
dance with the IRC and regulations. 

While many contractors use the cash method and accrual 
methods (including the exclusion of retainage), they are not 
specific long-term contract methods. The specific long-
term contract methods are the PCM; CCM; Engineering, 
Procurement, Construction Management (EPCM); and PCCM. 
(Then, of course, there are submethods for long-term con-
tracts, such as the 10% method.)

A contractor may start a business and use the cash method 
in Year 1, then exceed the § 448 rules and switch to an 
accrual method for Year 2, then exceed the $10 million gross 
receipts test and be required to change to the PCM in Year 3. 
The change to accrual in Year 2 will allow a § 481 adjustment, 
but the change to the PCM in Year 3 will not. The contractor 
could have contracts on the cash method from Year 1, con-
tracts on an accrual method from Year 2, and PCM contracts 
started in Year 3 – all in progress at the same time in the 
third year of business. 

Accounting methods and changing methods can be compli-
cated for the industry. If a contractor’s average annual gross 
receipts exceed $10 million, then it is required to use the 
PCM for all non-exempt, long-term contracts in subsequent 
years. After that, if the computation of the average annual 
gross receipts drops below $10 million in a later year, the 
contractor must return to its prior method. 

If contractors elect the PCM before being required to use it, 
and their average annual gross receipts drop below $10 million, 
then they cannot automatically go back to their prior method. 
They must obtain the consent of the Commissioner to return 
to the former method of accounting for long-term contracts. 

Additionally, under proposed regulations issued in August 
2008, changes in accounting methods for long-term contracts 
may have new rules in the future for determining which 
changes may require the consent of the Commissioner, and 
which changes may have a § 481 adjustment.

PCM as a tax deferral Method

Most contractors look at the CCM, or cash method, or accrual 
excluding retainage as the classic deferral methods; but, the 
PCM has its advantages for tax deferral under certain circum-
stances. Contractors generally perform their work and then 
bill for it. But if they are paid in advance, the PCM can defer 
the recognition of taxable income until the costs are incurred. 
In a July 2008 case, Koch Industries, Inc. v. U.S. (102 AFTR 
2d 2008-5219, 07/11/2008), a paving contractor was able to 
achieve a substantial deferral of taxable income using the 
PCM. 

The contract at issue was a 20-year contract with $62 mil-
lion paid in the first year. The IRS wanted the contractor to 
pay the tax on that amount in the year that it was received, 
but the contractor was allowed to defer the revenue until it 
was recognized by the PCM over the 20-year performance 
period. (For more on this case, see “2008 Construction 
Tax Developments” by George M. Parrott in the January/
February 2009 issue.)

ConClusion

It’s easy to see why it can be difficult to compute the PCM 
correctly. The rules for the PCM are considerably more 
extensive than can be covered in this article. And, GAAP for 
long-term contracts has another set of rules entirely. 

Despite these challenges, correct PCM calculations can help 
contractors accurately report, and sometimes effectively 
defer, taxable income. n
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