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A.  Preface : 

 

As is clear from the subject of the paper, it deals with only two ICDS 

namely ICDS III dealing with Construction Contracts and ICDS IV 

relating to Revenue Recognition and the corresponding Accounting 

Standards-AS7 and AS9. While dealing with these, a reference to 

certain general propositions has been made to ensure completeness. 

Comparison with Ind AS has not been brought out as it is outside the 

scope of the present Paper. 

 

B. ICDS III – Construction Contracts – An Insight 

 

 Scope  

- Determination of income for a construction contract of a contractor. 

 

 Definition 

- Construction Contract 

- Fixed price contract 

- Cost plus contract 

- Retentions 

- Progress Billings 

- Advances 

 



 Combining and segmenting of construction contracts 

- Negotiated as single package or separately for each asset 

- Single project or accept/reject individual asset 

- Performance is concurrent/continuous or cost and revenue of each 

asset can be identified 

 

 Contract Revenue 

- Initial amount agreed including retentions 

- Additional claim – cash inflow is probable and can be reliably measured 

 

 Contract Cost 

- Direct Cost 

- Attributable Cost 

- Specifically chargeable cost as per terms of contract 

- Borrowing cost as per ICDS – Borrowing Cost 

- Reduced by incidental income other than interest, dividend or capital 

gains. 

- Cost incurred for procuring the contract may be included if cost is 

identifiable and it is probable that one contract shall be obtained.  

 

 Recognition of contract revenue and expenses 

- Stage of completion basis 

o To be determined with reference to contract cost incurred till 

date/Estimated total contract cost 

o Survey of work performed 

o Completion of physical proportion of the contract work 

- Early stage of contract – not to extend beyond 25% 

o During the early stage, contract revenue to be recognized to the 

extent of contract cost 



 

 Change in estimate – prospective effect 

 

 Expected losses are recognized only on Percentage of Completion Method 

basis.  

 

 Transitional provision – ICDS shall apply to all construction contracts 

commenced after March 31, 2016. 

 

C. ICDS IV – Revenue Recognition – An Insight 

 

 Scope – Revenue arising in ordinary activities from 

- Sale of goods 

- Rendering of services 

- Interest, royalty and dividend 

 

 Sale of goods 

- Property in goods is transferred  

- Significant risk and reward is transferred and no effective control is 

retained 

- Rules for transfer of property on SOG Act – relevant 

- Revenue to be recognized – reasonable certainty of ultimate collection 

- Export incentive or price escalation – revenue recognition to be 

postponed to the extent of uncertainty at the time of raising the claim. 

 

 Rendering of Services 

- Revenue shall be recognized by percentage completion method 

- ICDS on construction contract shall apply mutatis mutandis to service 

transactions. 



 

 Interest, royalties or dividend 

- Interest shall accrue on time basis 

- Discount or premium on debt security to accrue over period of 

maturity 

- Royalty – as per the terms of agreement, unless some other 

systematic and rational basis 

- Dividend – as per section 8 of the Act 

 

 Transitional Provision 

- Services – same as ICDS – III Construction Contract 

- Other – all incomplete transactions on April 1, 2016, shall be dealt in 

accordance with ICDS 

 

D. Section 145 of the Income Tax Act, 1961 

 

1. The Income Tax Act has all along recognized the concept of method of 

accounting. Section 145 contained the relevant provisions in this regard. 

The Finance Act, 1995 w.e.f. 1st April 1997, amended section 145 to 

provide that income chargeable under the head “Profits and Gains of 

Business or Profession” or “Income from other sources” would be 

computed only in accordance with either the cash or mercantile system of 

accounting regularly employed by the assessee. It also empowered the 

Central Government to prescribe, by notification in the Official Gazette, 

the accounting standards to be followed by the assessee in computing his 

income under these heads. In terms thereof, the Central Government had 

notified two accounting standards.  W.e.f. 1st April 2015, the words 

“income computation and disclosure standards” (“ICDS”) were substituted 

for the words “Accounting Standards”. 



 

2. Section 145 of the Act, today, reads as follows: 

 

“145. (1) Income chargeable under the head “Profits and Gains of 

Business or Profession” or “Income from other sources” shall, subject to 

the provisions of sub section (2), be computed in accordance with either 

cash or mercantile system of accounting regularly employed by the 

assessee. 

 

(2) The Central Government may notify in the Official Gazette from time-

to-time income computation and disclosure standards to be followed by 

any class of assessee or in respect of any class of income. 

 

(3) Where the Assessing Officer is not satisfied about the correctness or 

completeness of the accounts of the assessee, or where the method of 

accounting provided in sub-section (1) has not been regularly followed by 

the assessee, or income has not been computed in accordance with the 

standards notified under sub-section (2), the Assessing Officer may make 

an assessment in the manner provided in section 144. 

 

3. Section 4 of the Act inter alia, provides that tax will be charged on the 

total income of the previous year. The income which is charged to tax is 

that referred to in section 5 of the Act which defines the scope of total 

income. Accordingly, the income is assessed under the appropriate head 

and is computed in accordance with and subject to the provisions of the 

Act. 

 



4. Section 145 determines the mode of computing the taxable income and is 

a machinery provision. The provisions of section 145 cannot override the 

charging provisions of the Act.  

 

E. ICDS Notified  

 

1. The CBDT notified ICDS under section 145(2) of the Act on 31 March 

2015, which were rescinded vide notification dated 29 September 2016 

and new ICDS were issued. The new ICDS took effect from AY 2017-18.  

 

2. Further, the tax audit report in Form No. 3CD has also been amended to 

provide for reporting of adjustments relating to ICDS as also the 

disclosures to be made thereunder. Certain FAQs in relation to ICDS have 

also been issued for clarifications. 

 

3. A reading of the aforesaid reveal the following :  

 

 All assessees following the mercantile system of accounting are 

covered. However, it does not apply to Individuals and HUF not 

covered under tax audit. 

 Computation of income under only two heads is covered - 

- Profits and Gains of Business or Profession 

- Income from Other Sources 

 Maintenance of books of accounts is not affected. 

 The provisions of the Act shall prevail in case of conflict. 

 Specific provisions of the Rules shall prevail over ICDS. 

 It shall prevail over judicial precedents w.e.f. A.Y. 2017-18 

 

 



F. Delhi High Court Judgement & thereafter 

 

1. The constitutional validity of the ICDS notified was challenged by CTC 

in the Delhi High Court, which rendered its decision on 08.11.2017 and 

is reported in 87 taxmann.com 92 

2. The Hon High Court observed that the legislative power can be 

exercised only by the Parliament. 

3. The Hon. High Court held that in terms of section 145(2), the ICDS 

notified cannot override binding judicial precedents or provisions of the 

Act. 

4. The ruling of the Hon High Court on various issues, as relevant to this 

Paper, are as under : 

 

(a) Retention money 

 

 Provides for taxation of retention money as part of the contract revenue. 

 Judicial precedents have held that retention money does not accrue until 

and unless the defect liability period is over and it is certified that no 

liability is attached further. 

 The treatment of retention money is thus to be determined as per terms 

of the contract on case-to-case basis, by applying the settled principles 

of accrual of income. 

 Taxing the amount, the receipt of which is uncertain/conditional, is 

contrary to the settled position. 

 

(b) Set off of incidental income 

 

 Does not allow reduction of incidental income from borrowing cost. 

 



 The ICDS is contrary to the decision in Bokaro Steel Limited [1999] 236 

ITR 315 (SC) holding that if the amount received is inextricably linked 

with the setting up of plant, the same will be reduced from the cost of 

asset. To this extent, ICDS III was held ultra vires and struck down. 

 

 (c)  Export incentive 

 

 Recognizes income from export incentive in the year of making claim, if 

there is “reasonable certainty” of its ultimate collection. 

 Contrary to the decision in Excel Industries [2013] 358 ITR 295 (SC) 

wherein it was held that the right to receive accrues in the year in which 

the claim is accepted by the government. Therefore, it was held to be 

ultra vires the Act and struck down. 

 

  (d)  Revenue recognition method 

 

 The proportionate completion method and the contract completion 

method have been recognized as valid methods of accounting under the 

mercantile system of accounting in Bilahari Investment Pvt. Ltd. [2008] 

299 ITR 1 (SC). As the ICDS permits only the proportionate completion 

method, it was held to be ultra vires the Act and struck down. 

 

5. As expected, the Finance Bill, 2018 contained several amendments 

with a view to provide retrospective statutory backing to the notified 

ICDS. These proposals, as relevant to this Paper, are contained in 

section 43CB and 145B.  

 

 

 



G. Amendments  

 

1.  The new section 43CB, which seek to validate the provisions of 

ICDS 3, provide that:- 

 

- Profits arising from a construction contract or a contract for 

providing services, shall be determined on the basis of percentage 

of completion method except for certain service contracts; 

- Contract revenue shall include retention money; 

- Contract cost shall not be reduced by incidental income from 

interest, dividend and capital gains. 

 

2. The new section 145B, which seek to validate the provisions of 

ICDS 4, provide that:- 

 

- Interest received on compensation or on enhanced compensation, 

shall be deemed to be the income of the year in which it is 

received; 

- The claim for contract price escalation or export incentives, shall be 

deemed to be the income of the previous year in which reasonable 

certainty of its realization is achieved; 

- Income referred to in section 2(24)(xviii) i.e. grant, subsidy, etc. 

from the Government, shall be deemed to be the income of the 

previous year in which it is received, if not charged to income tax 

for any earlier previous year. 

 

3. The amendments shall apply in relation to A.Y. 2017-18 and further 

years. 

 



 

H. Computation in the ICDS Regime 

 

1. For taxation purposes, the computation of income shall have to be done 

in the light of the express provisions of the Income Tax Act, 1961. 

 

2. The computation would thus be done as per commercial accounting 

principles so long as they do not conflict with any express provision of 

the Act (as modified by the provisions of ICDS). 

 

3. The decisions of the Hon Apex Court in Miss Dhun Dadabhai Kapadia v 

CIT (63 ITR 651) and in CIT v UP. SIDC (225 ITR 703) shall have to be 

read coupled with the aforesaid modification. 

 

I. Disclosures : 

 

(a) ICDS III   

1. A person shall disclose: 

(a) the amount of contract revenue recognized as revenue in the 

period; and 

(b) the methods used to determine the stage of completion of 

contracts in progress. 

2. A person shall disclose the following for contracts in progress at the 

reporting date, namely:- 

(a) amount of costs incurred and recognized profits (less 

recognized losses) up to the reporting date;  

(b) the amount of advances received; and 

(c) the amount of retentions. 

 



(b) ICDS IV 

1. A person shall disclose: 

(a) in a transaction involving sale of goods, the total amount not 

recognized as revenue during the previous year due to lack of 

reasonably certainty of its ultimate collection along with nature 

of uncertainty;  

(b) the amount of revenue from service transactions recognized 

as revenue during the previous year; 

(c) the method used to determine the stage of completion of 

service transactions in progress; and  

(d) for service transactions in progress at the end of previous 

year: 

(i) amount of costs incurred and recognized profits (less 

recognized losses) up to end of previous year; 

(ii) the amount of advances received; and 

(iii) the amount of retentions. 

 

(c) Tax Audit Report 

Clause 13, sub clauses (d), (e) and (f) have been brought in to 

incorporate particulars in relation to ICDS. These are as under:  

(d) Whether any adjustment is required to be made to the profits or 

loss for complying with the provisions of income computation and 

disclosure standards notified under section 145(2). 

(e) If answer to (d) above is in the affirmative, give details of such 

adjustments 

ICDS Increase 

in profit 

Decrease 

in profit 

Net Effect 

    

Total       



(f) Disclosure as per ICDS 

     These are stated hereinabove in Para I(a) and I(b). 

 

J. Conclusion 

 

Having laid the background for discussion, various practical issues shall be 

taken up during the actual presentation. 

 

I would want to conclude here by wishing you happy compliance but not 

before reminding you that the provisions of section 271J of the Act state that 

where incorrect information has been furnished in any report or certificate 

under any provision of this Act or the rules made thereunder, the AO or the 

CIT(A) may impose a penalty of ten thousand rupees for each such report or 

certificate. 

 

******** 


