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Reliability of Revenue Recognition
by Percentage of Completion Method in Construction Industry
- Empirical Analysis from Information Perspective
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Abstract

Construction companies calculate their revenues and costs from constructing activities using the 'Percentage of
Completion Method', which is based on ratio of actual construction cost to total costs estimated. The reliability of the
net profit of construction companies is being evaluated lower than other industries due to incorrect application of
"Percentage of Completion Method’ to cover losses actually occurred. Therefore, the purpose of this study is to verify
the quality of earnings calculated based on 'Percentage of Completion Method' in terms of information usefulness.
Results from empirical analysis show that investors in stock market underestimate the value of the construction
companies’ earning information by applying 'Percentage of Completion Method’ and not actively use in investment
decision making. Accordingly, it has been confirmed that the association between income information and stock prices
falling. These results suggest the need for strict supervision of the supervisory authorities and the practical application
of 'Percentage of Completion Method' in reliability.
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Table 1. Sample selection

) o Number of
Selection Criteria Firm-Years
All firm-year observations from KOSPI &
KOSDAQ market during the period of year 6.084
2011 to 2014(excluding non-December firms, ’
managing firms, and financial institutions)
Less: Firm-years with insufficient data (1,274)
Final Sample 4,810
4. AFEH A3
41 F2 HEo| 7|8 R Az 2o
Table 2. Descriptive statistics of variables
Variables Mean  Std. Dev. Min Median Max
Preq 24118 92,627 107 5565 1,723,000
BVi 24,035 106,688 -56,019 5328 2,549,123
EPS; 586 21,067 -1245266 205 267,217
Dx 0.033 0.179 0 0 1

1) Variables definitions are as follows ;
Pt+1 : stock price per share at the end of March, year t+1
BVt : book value per share at the end of year t
EPSt : earnings per share in year t
Dt : 1 if companies in construction industry, otherwise 0

Table 2= AlSEAo]| ALG-E H4Eo] tjgt 7| aEA
S HojEnt, HEFE FTHP) 9 Hat2 24,118, SH
5,5652 UERHT FHRZARL(BY)S] Hat-2 24,035,
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°F 3.3%7} 214Gl Sl 7Idde & & AU

Table 3. Correlation matrix

Variables P BV EPS D
P 1
BV 0.807 ™ 1
EPS 0.206 0192 1
D -0.011 -0.011 -0.015 1

1) Refer to Table 2 for the variable definitions.
2) =xx(xx, *) denotes that it is significant at the 1%(5%, 10%) level.
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Table 4. The Results of regression analysis(total sample)

Pri=aotBiBVi+BoEPSHBsBVirDi+BsEPS+Di+BsYDitey
Variables Prg%igtsed Estimates(t-value)
BV + 0.686 (90.59)™
EPS + 0.253 (6.58)™
BV « D +/- 0.044 (0.31)
EPS * D - -2.912 (-5.12)™"
Year Dummies: Included
Adjusted R2 0.6474
F Value 1,262.25"
N 4,810

1) Refer to Table 2 for the variable definitions.
2) =xx(xx *) denotes that it is significant at the 1%(5%, 10%) level.

N
)

ér

251 shAelos 2
SR 3
FAREO| MR T2 HES-S HolA]

44 55 w x}om el uﬂfoﬂ,
s el Qloty] 4gle) SR
W53 ol

Table 5. The regression results of KOSPI and KOSDAQ
Pui=ao+BiBV+B2EPS+B3BViDi+BsEPS+Di+BsYDi+ey

Estimates(t-value)

- Predicted
varaoies " signs KOSPI KOSDAQ
BV + 0.678 (57.70)" 1.051  (36.21)"
EPS + 0247 (4.21)" 0.922 (9.81)"
BV + D +/- -0.084 (-0.37) 0265 (2.17)"
EPS = D - -2.850 (-3.26)" -1.570 (-1.56)
Year Dummies: Included
Adjusted R2 0.6407 0.4152
F Value 511.417 285.40™
N 2,005 2,805

1) Refer to Table 2 for the variable definitions.
2) =xx(xx, *) denotes that it is significant at the 1%(5%, 10%) level.
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