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PAPER 8: COST ACCOUNTING AND FINANCIAL MANAGEMENT (CAFM)
Syllabus Structure:

The syllabus comprises the following topics and study weightage:

A | Cost Accounting — Prime Costs and Overheads 60%

B | Financial Management 40%

ASSESSMENT STRATEGY
There will be written examination paper of three hours
OBJECTIVES

To provide anin depth study of the Generally Accepted Cost Accounting Principles and Techniques for identification, analysis and
classification of cost components to facilitate managerial decision making. To understand the concepts of Financial Management
and its application for managerial decision making.

Learning aims
The syllabus aims to test the student’s ability to:

u Understand and explain the conceptual framework of Cost & Management Accounting
u Explain the basic concepts and processes in determination of products and services cost
. Identify and apply the concepts of Financial Management

Skill set required
Level B: Requiring the skill levels of knowledge, comprehension, application and analysis.

Section A : Cost Accounting — Prime Costs & Overheads 60%
General Purpose Cost Statement

Business Process Analysis — Cost Centre and Cost Allocation

Materials (CAS 6)

Employee Costs (CAS 7)

Direct expenses and problems connected therewith (CAS 10)

Overhead (with reference to all Cost Accounting Standards related to Overhead)

1.
2.
(a
(b
(c
(d

Section B : Financial Management 40%
3. Overview of Financial Management
4. Tools for Financial Analysis & Planning
5
6

Working Capital Management and Leverage Analysis
. Cost of Capital, Capital Structure Theories and Dividend Decisions
7. Capital Budgeting

SECTION A: COST ACCOUNTING - PRIME COSTS & OVERHEADS [60 MARKS]

1. General Purpose Cost Statement: Cost Accounting Standards (CASs) (issued by the Institute of Cost Accountants of India
from time to time), Generally Accepted Cost Accounting Principles (GACAP) — Purpose, Objective and Applicability
2. Business Process Analysis — Cost Centre and Cost Allocation

(a)  Materials (CAS 6):
(i) Procurement of materials — classification and coding, inventory management and control, JIT (just in time), return
to suppliers, pricing of receipts, Physical verification and related issues
(ii) Scrap, wastage, pilferage, obsolescence, normal loss, abnormal loss (CASs related to above items) — framework
(b) Employee Costs (CAS 7):
(i) Employee routines, classification of Employee, time keeping, fime booking, payroll preparation, disbursement of
wages. Principles and methods of remuneration, Productivity Linked Incentive (PLI) Schemes

(ii) Accounting confrol and reporting, Accounting for Employee Cost, Computation of Employee Cost rates, Idle fime,
Overtime, Employee turnover, Employee cost reporting

(c) Direct expenses and problems connected therewith (CAS 10)
(d)  Overhead (with reference to all Cost Accounting Standards related to Overhead):




(i) Classification of overheads; Overhead Cost Accounting

(ii) Accounting and control of overheads, computation of pre-determined overhead recovery rates, treatment of over
and under absorption of overhead costs. Reports of control of overhead costs

(iii) Miscellaneous items of expenses — capacity costs, freatment of depreciation in costs

Note : All related further pronouncements of CASs will also be applicable
SECTION B : FINANCIAL MANAGEMENT [40 MARKS]

3.
(a)

(o)

(c)
(d)
(e)
(f)

(9)

(b)
(c)

(a)
(b)
(c)

(d)
(e)

Overview of Financial Management

Financial Management — meaning, objectives, scope, related finance disciplines, planning environment, key-decision
areas

Sources of Finance ( Shares, Debentures, Debft, Public Deposits, Lease Financing, etc.); criteria for selecting sources of finance
including finance for International Investments and Venture Capital Funds

Ofther Financial services — Hire Purchase, Forfeiting, Bill Discounting, Factoring, Asset Securitization

Financial Decision — Making — Emerging role of finance managers

Compliance of regulatory requirements in formulation of financial strategies

Role of Treasury Function in terms of setting Corporate objectives, Funds Management-National and International

Contemporary developments — WTO, GATT, Corporate Governance, TRIPS, TRIMS, SEBI Regulations (as amended from time
fo time)

Concepts of Value and Return — Time preference for money, Future Value, Present Value, Net Present Value (NPV)
Tools for Financial Analysis & Planning
Funds flow and Cash flow Analysis

Analysis Financial Ratio and Cash Flow Ratios — Ratios in the areas of performance, profitability, financial adaptability, liquidity,
activity, shareholder investment and financing, interpretation of ratios and limitations of ratio analysis

Identification of information required to assess financial performance, Effect of short-term debt on the measurement of
gearing

Working Capital Management and Leverage Analysis

Working Capital policies related to Inventory, Receivables, Payables, Cash and Marketable securities

Financing of working capital

Concepts and nature of Leverages, Analysis of Operating and Financial Leverages, Operating Risk and Financial Risk and
Combined Leverages

Operating leverages and Cost-Volume-Profit (CVP) analysis, Earning Before Interest and Tax (EBIT), Earning Per Share (EPS),
Indifference point

Cost of Capital

Meaning, components, methods of determination of cost of capital related to debt, preference shares, equity shares, retained
earnings, depreciation fund

Capital Asset Pricing Models (CAPM)
Weighted Average Cost of Capital and Marginal Cost of Capital

Capital Budgeting

Purpose, objective, process

Understanding different types of projects

Techniques of decision making: non-discounted and discounted cash flow approaches — payback period method,
accounting rate of return, net present value, internal rate of return, modified internal rate of return, discounted payback
period and profitability index.

Ranking of competing projects, ranking of projects with unequal lives.

Modeiling and forecasting cash flows and financial statements based on expected values for variables-economic and
business



SECTION - A : COST ACCOUNTING - PRIME COSTS & OVERHEADS

Study Note 1: General Purpose Cost Statement
1.1 Evolution of Cost Accounting 1.1

1.2 Cost Accounting Concepts 1.7
1.3 Generally Accepted Cost Accounting Principles & Cost Accounting Standards 1.21
1.4 Cost Accounting Standards 1.25
2.1 Materials (CAS-6) 2.1
2.2 Employee Costs (CAS-7) 2.55
2.3 Direct Expenses (CAS-10) 2.105
24 Overheads (CAS-3) 2.108
2.5 Treatment of Special lfems 2.134
2.6 Cost Sheet 2.166

SECTION - B : FINANCIAL MANAGEMENT

3.1 Objective of Financial Management 3.1
3.2 Key Decisions of Financial Management 3.5
3.3 Planing Environment 3.6
3.4 Functions of Financial Management 3.7
3.5 Sources of Finance 3.9
3.6 International Sources 3.13
3.7 Emerging Role of Finance Manager 3.23
3.8 Securities and Exchange Board of India Act. 1992 3.25
3.9 Future Value 3.32
3.10 Present Value 3.33

Study Note 4 : Tools for Financial Analysis and Planning

4.1 Funds Flow Statement 4.1
4.2 Cash Flow Statement 43
4.3 Ratio Analysis 437

4.4 Idntification of Information Required to Assess Financial Performance 4.62



Study Note 5 : Working Capital Management and Leverage Analysis

5.1 Working Capital - Meaning & Defination 5.1
5.2 Kinds of Working Capital 5.2
5.3 Adequacies and Inadequacies of Working Capital 5.2
5.4 Danger of too high amount of Working Capital 5.3
5.5 Danger of inadequancies or low amount of Working Capital 5.3
5.6 Working Capital Cycle 5.3
5.7 Working Capital Financing 5.6
5.8 Inventory Management 5.22
5.9 Management of Receivable 5.23
5.10 Determinants of Credit Policy 5.25
5.11 Cash Management 5.32
5.12 Leverages 5.37
5.13 EBIT-EPS Indifference Point Level 5.38
5.14 Calculation of Indifference Point 5.39
6.1 Cost of Capital 6.1
6.2 Capital Structure 6.14
6.3 Dividend Decisions 6.31
7.1 Capital Budgeting 7.1
7.2 Need of Capital Budgeting Decision 7.1
7.3 Significance of Capital Budgeting Decision 7.3
7.4 Process of Capital Budgeting 7.3

7.5 Investment Criterian - Method of Appraisal 7.4
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Study Note - 1
GENERAL PURPOSE COST STATEMENT _ﬁ_

This Study Note includes

1.1 Evolution of Cost Accounting

1.2 Cost Accounting Concepts

1.3 Generally Accepted Cost Accounting Principles (GACAP)
1.4 Cost Accounting Standards (CASs)

1.1 EVOLUTION OF COST ACCOUNTING

Way back to 15" Century, no accounting system was there and it was the barter system prevailed. It was
in the last years of 15" century Luca Pacioli, an Italian found out the double entry system of accounting
inthe year 1494, Later it was developed in England and all over the world upto 20 Century. During these
400 years, the purpose of Cost Accounting needs are served as a small branch of Financial Accounting
except a few cases like Royal wallpaper manufactory in France (171 Century), and some iron masters
& poftters in England (18" century)

The period 1880 AD- 1925 saw the development of complex product designs and the emergence of
multi activity diversified corporations like Du Pont, General Motors efc. It was during this period that
scientific management was developed which led the accountants fo convert physical standards into
Cost Standards, the latfter being used for variance analysis and confrol.

During the World War | and Il the social importance of Cost Accounting grew with the growth of each
country's defence expenditure. In the absence of competitive markets for most of the material required
for war, the governments in several countries placed cost-plus contracts under which the price to be
paid was cost of production plus an agreed rate of profit. The reliance on cost estimation by parties to
defence confracts continued after World War Il.

In addition to the above, the following factors have made accountants to find new technique to serve
the industry :-

(i) Limitations placed on financial accounting
(i) Improved cost consciousness
(i) Rapid industrial development after industrial revolution and world wars
(iv) Growing competition among the manufacturers
(v) To control galloping price rise, the cost of computing the precise cost of product / service

(vi) To control cost several legislations passed throughout the world and India too such as Essential
Commodities Act, Industrial Development and Regulation Act...etc

Due to the above factors, the Cost Accounting has emerged as a speacialised discipline from the initial
years of 20" century i.e after World War | and I,

In India, prior to independence, there were a few Cost Accountants, and they were qualified mainly
from I.C.M.A. (now CIMA) London. During the Second World War, the need for developing the
profession in the country was felt, and the leadership of forming an Indian Institute was taken by some
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General Purpose Cost Statement

members of Defence Services employed at Kolkata. However, with the enactment of the Cost and
Works Accountants of India Act, 1959, the Institute of Cost and Works Accountants of India (Now called
as Institute of Cost Accountants of India) was established at Kolkata. The profession assumed further
importance in 1968 when the Government of India infroduced Cost Audit under section 233B of the
Companies Act, 1956.

Many times we use Cost Accounting, Costing and Cost Accountancy interchangeably. But there are
differences among these terms. As a professional, though we use interchangeably we must know the
meaning of each term precisely.

Cost Accounting : Cost Accounting may be defined as *Accounting for costs classification and analysis
of expenditure as will enable the total cost of any particular unit of production to be ascertained
with reasonable degree of accuracy and at the same time to disclose exactly how such total cost is
constituted”. Thus Cost Accounting is classifying, recording an appropriate allocation of expenditure
for the determination of the costs of products or services, and for the presentation of suitably arranged
data for the purpose of control and guidance of management.

Cost Accounting can explained as follows :-

Cost Accounting is the process of accounting for cost which begins with recording of income and
expenditure and ends with the preparation of statistical data.

It is the formal mechanism by means of which cost of products or services are ascertained and
controlled.

Cost Accounting provides analysis and classification of expenditure as will enable the total cost of any
particular unit of product / service to be ascertained with reasonable degree of accuracy and at the
same time to disclose exactly how such total cost is constituted. For example it is not sufficient to know
that the cost of one pen is ¥ 25/- but the management is also interested to know the cost of material
used, the amount of labour and other expenses incurred so as to control and reduce its cost.

It establishes budgets and standard costs and actual cost of operations, processes, departments or
products and the analysis of variances, profitability and social use of funds.

Thus Cost Accounting is a quantitative method that collects, classifies, summarises and interprets
information for product costing, operation planning and control and decision making.

Costing : Costing is defined as the technique and process of ascertaining costs.

The technique in costing consists of the body of principles and rules for ascertaining the costs of products
and services. The technigque is dynamic and changes with the change of time. The process of costing
is the day to day routine of ascertaining costs. It is popularly known as an arithmetic process and daily
routine. For example If the cost of producing a product say ¥200/-, then we have to refer material,
labour and expenses accounting and arrive the above cost as follows:

Material I | 100
Labour 54 40
Expenses 54 60
Total I |200
Finding out the breakup of the total cost from the recorded datais a daily process. Thatis why it is called

daily routine. In this process we are classifying the recorded costs and summarizing at each element
and total is called technique.

Cost Accountancy: Cost Accountancy is defined as ‘the application of Costing and Cost Accounting
principles, methods and techniques to the science, art and practice of cost control and the ascertainment
of profitability’. It includes the presentation of information derived there from for the purposes of managerial
decision making. Thus, Cost Accountancy is the science, art and practice of a Cost Accountant.
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(a) Itis science because it is a systematic body of knowledge having certain principles which a cost
accountant should possess for proper discharge of his responsibilities.

(b) Itisanart asit requires the ability and skill with which a Cost Accountant is able to apply the principles
of Cost Accountancy to various managerial problems.

(c) Practice includes the continuous efforts of a Cost Accountant in the field of Cost Accountancy.
Such efforts of a Cost Accountant also include the presentation of information for the purpose of
managerial decision making and keeping statistical records.

Objectives of Cost Accounting

The following are the main objectives of Cost Accounting:-

(a) To ascertain the Costs under different situations using different techniques and systems of costing
(o) To determine the selling prices under different circumstances

(c) To determine and control efficiency by setting standards for Materials, Labour and Overheads
(d) To determine the value of closing inventory for preparing financial statements of the concern

(e) To provide a basis for operating policies which may be determination of Cost Volume relationship,
whether to close or operate at a loss, whether to manufacture or buy from market, whether
fo confinue the existing method of production or to replace it by a more improved method of
production....etc

Scope of Cost Accountancy
The scope of Cost Accountancy is very wide and includes the following:-

(a) Cost Ascertainment: The main objective of Cost Accounting is to find out the Cost of product /
services rendered with reasonable degree of accuracy.

(b) Cost Accounting: Itis the process of Accounting for Cost which begins with recording of expenditure
and ends with preparation of statistical data.

(c) Cost Control: It is the process of regulating the action so as to keep the element of cost within the
set parameters.

(d) CostReports: This is the ultimate function of Cost Accounting. These reports are primarily prepared for
use by the management at different levels. Cost reports helps in planning and control, performance
appraisal and managerial decision making.

(e) Cost Audit: Cost Audit is the verification of correctness of Cost Accounts and check on the
adherence to the Cost Accounting plan. Its purpose is not only to ensure the arithmetic accuracy
of cost records but also to see the principles and rules have been applied correctly.

To appreciate fully the objectives and scope of Cost Accounting, it would be useful to examine the
position of Cost Accounting in the broader field of general accounting and other sciences. i.e Financial
Accounting , Management Accounting, Engineering and Service Industry.

Cost Accounting and Financial Accounting: Financial Accounting is primarily concerned with the
preparation of financial statements, which summarise the results of operations for selected period
of time and show the financial position of the company at particular dates. In other words Financial
Accounting reports on the resources available (Balance Sheet) and what has been accomplished with
these resources (Profit and Loss Account). Financial Accounting is mainly concerned with requirements
of creditors, shareholders, government, prospective investors and persons outside the management.
Financial Accounting is mostly concerned with external reporting.

Cost Accounting, as the name implies, is primarily concerned with determination of cost of something,
which may be a product, service, a process or an operation according to costing objective of
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management. A Cost Accountant is primarily charged with the responsibility of providing cost data for
whatever purposes they may be required for.

The main differences between Financial and Cost Accounting are as follows:

Financial Accounting Cost Accounting

a) It provides the information about the business|a) It provides information to the management
in a general way. i.e Profit and Loss Account for proper planning, operation, control and
Balance Sheet of the business to owners and decision making.
other outside partners.

b) It classifies, records and analyses the transac-|b) It records the expenditure in an objective
tions in a subjective manner, i.e according to manner, i.e according to the purpose for
the nature of expense. which the costs are incurred.

c) It lays emphasis on recording aspect without|c) it provides a detailed system of control for
aftaching any importance to control. materials, labour and overhead costs with

the help of standard costing and budgetary
control.

d) It reports operating results and financial|d) It gives information through cost reports to
position usually at the end of the year. management as and when desired.

e) Financial Accounts are accounts of the whole |e) Cost Accounting is only a part of the financial
business. They are independent in nature. accounts and discloses profit or loss of each

product, job or service.

f)  Financial Accountsrecords allthe commercial |[f) Cost Accounting relates to fransactions
fransactions of the business and include all connected with Manufacturing of goods and
expenses i.e Manufacturing, Office, Selling services, means expenses which enter into
etc. production.

g) Financial Accounts are concerned with|g) Cost Accounts are concerned with internal
external fransactions i.e transactions between fransactions, which do not involve any cash
business concern and third party. payment or receipt.

h) Only transactions which can be measured in|h) Non-Monetary information like No of Units /
monetary terms are recorded. Hours etc are used.

i) Financial Accounting deals with actual figures|i) Cost Accounting deals with partly facts and
and facts only. figures and partly estimates / standards.

i) Financial Accounting do not provide|j) Cost Accounts provide valuable information
information on efficiencies of various workers on the efficiencies of employees and Plant &
/ Plant & Machinery. Machinery.

k) Stocks are valued at Cost or Market price|k) Stocks are valued at Cost only.
whichever is lower.

[)  Financial Accounting is a positive science as|l) Cost Accounting is not only positive science
it is subject to legal rigidity with regarding to but also normative because it includes
preparation of financial statements. techniques of budgetary contfroland standard

costing.

m) These accounts are kept in such away to|m) Generally Cost Accounts are kept voluntarily
meet the requirements of Companies Act as tfomeet therequirements of the management,
per Sec 209 (1) (a) fo (c)& Income Tax Act only in some industries Cost Accounting
Sec 44AA. records are kept as per the Companies Act.
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Cost Accounting and Management Accounting:

Management Accounting is primarily concerned with management. It involves application of appropriate
fechniques and concepfts, which help management in establishing a plan for reasonable economic
objective. It helps in making rational decisions for accomplishment of these objectives. Any workable
concept or techniques whether it is drawn from Cost Accounting, Financial Accounting, Economics,
Mathematics and Statistics, can be used in Management Accountancy. The data used in Management
Accountancy should satisfy only one broad test. It should serve the purpose that it is infended for. A
Management Accountant accumulates, summarizes and analysis the available data and presents
it in relation to specific problems, decisions and day-to-day task of management. A Management
Accountant reviews all the decisions and analysis from management’s point of view to determine how
these decisions and analysis contribute to overall organizational objectives. A Management Accountant
judges the relevance and adequacy of available data from management’s point of view.

The scope of Management Accounting is broader than the scope of Cost Accountancy. In Cost
Accounting, primary emphasis is on cost and it deals with its collection analysis relevance interpretation
and presentation for various problems of management. Management Accountancy utilizes the principles
and practices of Financial Accounting and Cost Accounting in addition to other management techniques
for efficient operations of a company. It widely uses different techniques from various branches of
knowledge like Statistics, Mathematics, Economics, Laws and Psychology to assist the management in
its task of maximising profits or minimising losses. The main thrustin Management Accountancy is fowards
determining policy and formulating plans to achieve desired objective of management. Management
Accountancy makes corporate planning and strategy effective.

From the above discussion we may conclude that the Cost Accounting and Management Accounting
are intferdependent, greatly related and inseparable.

Advantages of Cost Accounting

Cost Accounting has manifold advantages, a summary of which is given below. It is not suggested that
having installed a system of Cost Accounting, a concern will expect to derive all the benefits stated
here. The nature and the extent of the advantages obtained will depend upon the type, adequacy
and efficiency of the cost system installed and the extent to which the various levels of management
are prepared to accept and act upon the advice rendered by the cost system.

The Cost Accounting System has the following advantages :-

(i) A cost system reveals unprofitable activities, losses or inefficiencies occurring in any form such as

(a) Wastage of man power, idle time and lost time.
(b) Wastage of material in the form of spoilage, excessive scrap etc., and
(c) Wastage of resources, e.g. inadequate utilization of plant, machinery and other facilities.

(i) Cost Accounting locates the exact causes for decrease or increase in the profit or loss of the
business. It identifies the unprofitable products or product lines so that these may be eliminated or
alternative measures may be taken.

(i) Cost Accounts furnish suitable data and information to the management to serve as guides in
making decisions involving financial considerations.

(iv) Cost Accounting is useful for price fixation purposes. Although sale price is generally related more
to economic conditions prevailing in the market than to cost, the latter serves as a guide to test
the adequacy of selling prices.

(v) With the application of Standard Costing and Budgetary Control methods, the optimum level of
efficiency is seft.

(vi) Cost comparison helps in cost control. Comparison may be period to period, of the figuresin respect
of the same unit or factory or of several units in an industry by employing Uniform Costs and Inter-
Firm Comparison methods. Comparison may be made in respect of cost of jobs, process or cost
centres.
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(vii) A cost system provides ready figures for use by the Government, wage tribunals and boards, and
labour and trade unions.

(viii) When a concern is not working to full capacity due to various reasons such as shortage of demands
or bottlenecks in production, the cost of idle capacity can readily worked out and repealed to the
management.

(ix) Introduction of a cost reduction programme combined with operations research and value analysis
fechniques leads to economy.

(x)  Marginal Costing is employed for suggesting courses of action to be taken. It is a useful tool for the
management for making decisions.

(xi) Determination of cost centres or responsibility centres to meet the needs of a Cost Accounting
system, ensures that the organizational structure of the concern has been properly laid responsibility
can be properly defined and fixed on individuals.

(xii) Perpetual inventory system which includes a procedure for continuous stock taking is an essential
feature of a cost system.

(xiii) The operation of a system of cost audit in the organization prevents manipulation and fraud and
assists in furnishing correct and reliable cost data to the management as well as to outside parties
like shareholders, the consumers and the Government.

Limitations of Cost Accounting system

Like any other system of accounting, Cost Accountancy is not an exact science but an art which has
developed through theories and accounting practices based on reasoning and commonsense. Many
of the theories cannot be proved nor can they be disproved. They grownup in course of fime to become
conventions and accepted principles of Cost Accounting. These principles are by no means static,
they are changing from day to day and what is correct foday may not hold frue in the circumstances
tfomorrow.

Large number of Conventions, Estimates and Flexible factors: No cost can be said to be exact as they
incorporate alarge number of conventions, estimations and flexible factors such as:-

(i) Classification of costs info its elements.

(i) Materials issue pricing based on average or standard costs.

(i) Apportionment of overhead expenses and their allocation to cost units/centres.

(iv) Arbitrary allocation of joint costs.

(v) Division of overheads into fixed and variable.
Cost Accounting lacks the uniform procedures and formats in preparing the cost information of a product/
service. Keeping in view this limitation, all Cost Accounting results can be taken as mere estimates.
Installation of Cost System or Cost Accounting System

From what has been stated in the preceding sections, it will be seen that there cannot be areadymade
cost system suitable for a business. Such system has to be specially designed for an undertaking to
meet its specific needs. Before installing a cost system proper care should be taken to study and taken
info account all the aspects involved as otherwise the system will be a misfit and full advantages will
not be realized from it. The following points should be looked into and the prerequisites satisfied before
installing a cost system:-

()  The nature, method and stages of production, the number of varieties and the quantity of each
product and such other technical aspects should be examined. It is fo be seen how complex or
how simple the production methods are and what is the degree of control exercised over them.

(i)  The size, layout and organisation of the factory should be studied.
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The methods of purchase, receipft, storage and issue of materials should be examined and modified
wherever considered necessary.

The wage payment methods should be studied.

The requirements of the management and the policy adopted by them towards cost control should
be keptin view.

The cost of the system to be installed should be considered. It is needless to emphasize that the
installation and operation of system should be economic.

The system should be simple and easy to operate.

(viii) The system can be effectively run if it is appropriate and properly suited to the organisation.

(ix)

(x)
(xi)

Forms and records of original entry should be so designed and fo involve minimum clerical work
and expenditure.

The system should be so designed that cost control can be effectively exercised.

The system should incorporate suitable procedure for reporting fo the various levels of management.
This should be based on the principles of exception.

1.2 COST ACCOUNTING CONCEPTS

Cost: Cost is a measurement, in monetary terms, of the amount of resources used for the purpose of
production of goods or rendering services.

Costinsimple, words, means the total of all expenses. Cost is also defined as the amount of expenditure
(actual or notional) incurred on or attributable to a given thing or to ascertain the cost of a given thing.
Thus it is that which is given or in sacrificed to obtain something. The cost of an article consists of actual
outgoings or ascertained charges incurred in its production and sale. Cost is a generic tferm and it is
always advisable to qualify the word cost fo show exactly what it meant, e.g., prime cost, factory cost,

efc.

Cost is also different from value as cost is measured in ferms of money whereas value in terms of

usefulness or utility of an article.

Elements of Cost

Elements of Cost

A 4

Material Labour Expenses

Direct Material |y Direct Labour —» Direct Expenses

N Indirect Material 5| Indirect Labour 5| Indirect Expenses

Direct Material + Direct Labour + Direct Expenses = Prime Cost

Indirect Material+ Indirect Labour + Indirect Expenses = Overheads
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Direct Material Cost

Direct material cost can be defined as ‘The Cost of material which can be attributed to a cost objectin an
economically feasible way’. Direct materials are those materials which can be identified in the product
and can be conveniently measured and directly charged to the product. Thus, these materials directly
enter the product and form a part of the finished product. For example, timber in furniture making, cloth
in dress making, bricks in building a house. The following are normally classified as direct materials :-

(i)  Allraw materials, like jute in the manufacture of gunny bags, pig iron in foundry and fruits in canning
industry.

(i) Materials specifically purchased for a specific job, process or order, like glue for book binding, starch
powder for dressing yarn.

(i) Parts or components purchased or produced, like batteries for fransistor-radios.
(iv) Primary packing materials like cartons, wrappings, card-board boxes, etc.
Indirect Material Cost

Materials, the costs of which cannot be directly attributed to a particular cost object. Indirect materials
are those materials which do not normally form a part of the finished product. It has been defined as
“materials which cannot be allocated but which can apportioned to or absorbed by cost centres or
cost units”. These are:

(i)  Stores used in maintenance of machinery, buildings, etc., like lubricants, cotton waste, bricks and
cements.

(i) Stores used by the service departments, i.e., non-productive departments like Power House, Boiler
House and Canteen, etc., and

(i)  Materials which due to their cost being small, are not considered worthwhile to be treated as direct
materials.

Direct Labour / Employee Cost

The cost of employees which can be aftributed to a cost object in an economically feasible way. In
simple words, it is that labour which can be conveniently identified or attributed wholly to a particular
job, product or process or expended in converting raw materials into finished goods. Wages of such
labour are known as direct wages. Thus it includes payment made fo the following groups of labour:

() Labour engaged on the actual production of the product or in carrying out of an operation or
process.

(i)  Labour engaged in adding the manufacture by way of supervision, maintenance, tool sefting,
fransportation of material etc.

(i) Inspectors, analysts etc., specially required for such production.
Indirect Labour/ Employee Cost

The labour / employee cost which cannot be directly attributed to a particular cost object. The wages
of that labour which cannot be allocated but which can be apportioned to or absorbed by cost
centres or cost units is known as Indirect Labour. In other words paid to labour which are employed
other than on production constitute indirect labour costs. Example of such labour are: charge-hands
and supervisors; maintenance workers; men employed in service departments, material handling and
internal transport; apprentices, trainees and instructors; clerical staff and labour employed in time office
and security office.

Direct or Chargeable Expenses

Direct expenses are expenses relating to manufacture of a product or rendering a service which can
be identified or linked with the cost object other than direct material cost and direct employee cost.
Direct expenses include all expenditure other than direct material or direct labour that is specifically
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incurred for a particular product or process. Such expenses are charged directly to the particular cost
account concerned as part of the prime cost. Examples of direct expenses are: (i) Excise duty; (ii) Royalty;
(iii) Architect or Supervisor's fees; (iv) Cost of rectifying defective work; (v) Travelling expenses to the
city; (vi) Experimental expenses of pilot projects; (vii) Expenses of designing or drawings of patterns or
models; (viii) Repairs and maintenance of plant obtained on hire; and (ix) Hire of special equipment
obtained for a contract.

Indirect Expenses

Indirect expenses are expenses which cannot be allocated but which can be apportioned to or absorbed
by cost centres or cost units such as rent, insurance, municipal taxes, general manager salary and
canteen and welfare expenses, power and fuel, cost of tfraining new employee lighting and heating,
telephone expenses, etc.,

Overheads

Overheads comprise of indirect materials, indirect employee cost and indirect expenses which are not
directly identifiable or allocable to a cost object. Overheads may defined as the aggregate of the cost
of indirect material, indirect labour and such other expenses including services as cannot conveniently
be charged directly to specific cost units. Thus overheads are all expenses other than direct expenses.
In general terms, overheads comprise all expenses incurred for or in connection with, the general
organization of the whole or part of the undertaking, i.e., the cost of operating supplies and services
used by the undertaking and includes the maintenance of capital assefs.

Prime Cost

The aggregate of Direct Material, Direct Labour and Direct Expenses. Generally it constitutes 50% to
80% of the total cost of the product, as such, as it is primary fo the cost of the product and called Prime
Cost.

Cost Object

Cost object is the technical name for a product or a service, a project, a department or any activity
fo which a cost relates. Therefore the term cost should always be linked with a cost object to be more
meaningful. Establishing a relevant cost object is very crucial for a sound costing system. The Cost
object could be defined broadly or narrowly. At a broader level a cost object many be named as a
Cost Centre, where as at a lowermost level it may be called as a Cost Unit.

Cost Centre

CIMA defines a cost centre as “a location, a person, or an item of equipment (or a group of them) in
or connected with an undertaking, in relation to which costs ascertained and used for the purpose of
cost control”. The determination of suitable cost centres as well as analysis of cost under cost centres
is very helpful for periodical comparison and control of cost. In order to obtain the cost of product or
service, expenses should be suitably segregated to cost centre. The manager of a cost centre is held
responsible for control of cost of his cost centre. The selection of suitable cost centres or cost units
for which costs are to be ascertained in an undertaking depends upon a number of factors such as
organization of a factory, condition of incidence of cost, availability of information, requirements of
costing and management policy regarding selecting a method from various choices. Cost centre
may be production cost centres operating cost centres or process cost centres depending upon the
sifuation and classification.

Cost centres are of two types-Personal and Impersonal Cost Centre. A personal cost centre consists of
person or group of persons. An impersonal cost centre consists of a location or item of equipment or
group of equipments.

In a manufacturing concern, the cost cenfres generally follow the pattern or layout of the departments
or sections of the factory and accordingly, there are two main types of cost centres as below :-
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(i) Production Cost Centre: These cenftres are engaged in production work i.e engaged in converting
the raw material into finished product, for example Machine shop, welding shops...etc

(i) Service Cost Centre: These centres are ancillary fo and render service to production cost centres,
for example Plant Maintenance, Administration...etc

The number of cost centres and the size of each vary from one undertaking to another and are
dependent upon the expenditure involved and the requirements of the management for the purpose
of confrol.

Responsibility Centre

Aresponsibility centre in Cost Accounting denotes a segment of a business organization for the activities
of which responsibility is assigned to a specific person. Thus a factory may be split infto a number of
centres and a supervisor is assigned with the responsibility of each centre. All costs relating to the centre
are collected and the Manager responsible for such a cost centres judged by reference to the activity
levels achieved in relation to costs. Even an individual machine may be treated as responsibility centre
for cost control and cost reduction.

Profit Centre

Profit centre is a segment of a business that is responsible for all the activities involved in the production
and sales of products, systems and services. Thus a profit centre encompasses both costs that it incurs
and revenue that it generates. Profit centres are created to delegate responsibility to individuals and
measure their performance. In the concept of responsibility accounting, profit centres are sometimes
also responsible for the investment made for the centre. The profit is related to the invested capital.
Such a profit centre may also be termed as investment centre.

Cost Unit

Cost Unit is a device for the purpose of breaking up or separating costs info smaller sub divisions
attributable to products or services. Cost unit can be defined as a ‘Unit of product or service in relation
fo which costs are ascertained’. The cost unit is the narrowest possible level of cost object.

It is the unit of quantity of product, service of time (or combination of these) in relafion fo which costs
may be ascertained or expressed. We may, for instance, determine service cost per tonne of steel,
per tonne-kilometre of a transport service or per machine hour. Sometimes, a single order or confract
constitutes a cost unit which is known as a job. A bafch which consists of a group of identical items and
maintains ifs identity through one or more stages or production may also be taken as a cost unit.

A few typical examples of cost units are given below:

Industry / Product Cost Unit

Automobile Number of vehicles
Cable Metres / kilometres
Cement Tonne

Chemicals / Fertilizers Litre / Kilogram / tonne
Gas Cubic Metre

Power - Electricity Kilowatt Hour
Transport Tonne-Kilometre, Passenger-Kilometre
Hospital Patient Day

Hotel Bed Night

Education Student year

Telecom Number of Calls

BPO Service Accounts handled
Professional Service Chargeable Hours
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Cost Allocation

When items of cost are identifiable directly with some products or departments such costs are charged to
such cost centres. This process is known as cost allocation. Wages paid to workers of service department
can be allocated to the particular department. Indirect materials used by a particular department
can also be allocated to the department. Cost allocation calls for two basic factors - (i) Concerned
department/product should have caused the cost to be incurred, and (i) exact amount of cost should
be computable.

Cost Apportionment

When items of cost can not directly charge to or accurately identifiable with any cost cenfres, they are
prorated or distributed amongst the cost cenfres on some predetermined basis. This method is known
as cost apportionment. Thus we see that items of indirect costs residual to the process of cost allocation
are covered by cost apportionment. The predetermination of suitable basis of apportionment is very
important and usually following principles are adopted- (i) Service or use (i) Survey method (iii) Ability
to bear. The basis ultimately adopted should ensure an equitable share of common expenses for the
cost centres and the basis once adopted should be reviewed at periodic intervals to improve upon
the accuracy of apportionment.

Cost Absorption

Ultimately the indirect costs or overhead as they are commonly known, will have to be distributed over
the final products so that the charge is complete. This process is known as cost absorption, meaning
thereby that the costs absorbed by the production during the period. Usually any of the following methods
are adopted for cost absorption- (i) Direct Material Cost Percentage (ii) Direct Labour Cost Percentage
(iii) Prime Cost Percentage (iv) Direct Labour Hour Rate Method (v) Machine Hour Rate, efc. The basis
should be selected after careful maximum accurancy of Cost Distribution to various production units.
The basis should be reviewed periodically and corrective action whatever needed should be taken for
improving upon the accuracy of the absorpftion.

Conversion Cost

This ferm is defined as the sum of direct wages, direct expenses and overhead costs of converting raw
material fo the finished products or converting a material from one stage of production to another
stage. In other words, it means the total cost of producing an arficle less the cost of direct materials
used. The cost of indirect materials and consumabile stores are included in such cost. The compilation
of conversion cost is useful in a number of cases. Where cost of direct materials is of luctuating nature,
conversion cost is used to cost confrol purpose or for any other decision making. In contracts/jobs where
raw materials are on account of the buyers conversion cost takes the place of total cost in the books
of the producer. Periodic comparison/review of the conversion cost may give sufficient insight as fo the
level of efficiency with which the production unit is operating.

Cost Control

Cost Controlis defined as the regulation by executive action of the costs of operating an undertaking,
particularly where such action is guided by Cost Accounting.

Cost control involves the following steps and covers the various facets of the management:

Planning: First step in cost control is establishing plans / targets. The plan/target may be in the form of
budgets, standards, estimates and even past actual may be expressed in physical as well as monetary
terms. These serves as yardsticks by which the planned objective can be assessed.

Communication: The plan and the policy laid down by the management are made known to all those
responsible for carrying them out. Communication is established in two directions; directives are issued
by higher level of management to the lower level for compliance and the lower level executives report
performances to the higher level.
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Motivation: The planis given effect to and performances starts. The performance is evaluated, costs are
ascertained and information about results achieved are collected and reported. The fact that costs
are being complied for measuring performances acts as a motivating force and makes individuals
endeavour to befter their performances.

Appraisal and Reporting: The actual performance is compared with the predetermined plan and
variances, i.e deviations from the plan are analyzed as to their causes. The variances are reported to
the proper level of management.

Decision Making: The variances are reviewed and decisions taken. Corrective actions and remedial
measures or revision of the target, as required, are taken.

Advantages of Cost Control

The advantages of cost control are mainly as follows

(i)  Achieving the expected return on capital employed by maximising or opfimizing profit
(i) Increase in productivity of the available resources

(i) Reasonable price of the customers

(iv) Continued employment and job opportunity for the workers

(v) Economic use of limited resources of production

(vi) Increased credit worthiness

(vii) Prosperity and economic stability of the industry

Cost Reduction

Profit is the resultant of two varying factors, viz., sales and cost. The wider the gap between these two
factors, the larger is the profit. Thus, profit can be maximised either by increasing sales or by reducing
costs. In a competition less market or in case of monopoly products, it may perhaps be possible to
increase price to earn more profits and the need for reducing costs may not be felt. Such conditions
cannoft, however, exist paramount and when competition comes intfo play, it may not be possible to
increase the sale price without having its adverse effect on the sale volume, which, in turn, reduces
profit. Besides, increase in price of products has the ultimate effect of pushing up the raw material
prices, wages of employees and other expenses- all of which tend to increase costs. In the long run,
substitute products may come up in the market, resulting in loss of business. Avenues have, therefore, to
be explored and method devised to cut down expenditure and thereby reduce the cost of products.
In short, cost reduction would mean maximization of profits by reducing cost through economics and
savings in costs of manufacture, administration, selling and distribution.

Cost reduction may be defined as the real and permanent reduction in the unit costs of goods
manufactured or services rendered without impairing their suitability for the use infended. As will be seen
from the definition, the reduction in costs should be real and permanent. Reductions due to windfalls,
fortuities receipts, changes in government policy like reduction in taxes or duties, or due fo temporary
measures taken for tiding over the financial difficulties do nof strictly come under the purview of cost
reduction. Af the same time a programme of cost reduction should in no way affect the quality of the
products nor should it lower the standards of performance of the business.

Broadly speaking reduction in cost per unit of production may be affected in two ways viz.,
(i) By reducing expenditure, the volume of output remaining constant, and

(i) By increasing productivity, i.e., by increasing volume of output and the level of expenditure
remains unchanged.

These aspects of cost reduction are closely linked and they act together - there may be a reduction in
the expenditure and the same fime, an increase in productivity.
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Cost Control vs. Cost Reduction: Both Cost Reduction and Cost Control are efficient tools of management
but their concepts and procedure are widely different. The differences are summarised below:

Cost Control

Cost Reduction

(a) Cost Control represents efforts made towards
achieving target or goal.

(a) Cost Reduction represents the achievement
in reduction of cost.

(b) The process of Cost Control is to sef up a

(a) Cost Reduction is not concern with mainte-

target, ascertain the actual performance
and compare it with the target, investigate
the variances, and take remedial measures.
(c) Cost Confrol assumes the existence of stan-
dards or norms which are not challenged.

nance of performance according to stan-
dard.

(c) Cost Reduction assumes the existence of
concealed pofential savings in standards
or norms which are therefore subjected
to a constant challenge with a view fo
improvement by bringing out savings.

(d) Cost Reduction is a corrective function. It
operates even when an efficient cost control
system exists. There isroom forreductionin the
achieved costs under controlled conditions.
Cost Reduction is a continuous process of
analysis by various methods of all the factors
affecting costs, efforts and functions in an
organization. The main stress is upon the why
of a thing and the aim is fo have continual
economy in costs.

(d) Cost Conftrol is a preventive function. Costs
are optimized before they are incurred.

(e) Cost Control lacks dynamic approach. (e)

Classification of Costs and Methods of Costing

Several methods and types of costing have been designed to suit the needs of individual business
conditions. The basic principles underlying all these methods are the same i.e to collect and analyze the
expenditure according to the elements of costs and to determine the cost of each Cost Centre and or
Cost Unit. Classification of cost is the arrangement of items of costs in logical groups having regard to
their nature or purpose. Items should be classified by one characteristic for a specific purpose without
ambiguity. Scheme of classification should be such that every item of cost can be classified. In view of
the above, cost classification may be explained as below:

As per Cost Accounting Standard 1 (CAS-1), the basis for cost classification is as follows:
(a) Nature of expense

(b) Relation to Object — Traceability

(c) Functions / Activities

(d) Behaviour - Fixed, Semi-variable or Variable

(e) Management decision making

(f)  Production Process

(g) Time Period

Classification of cost is the process of grouping the components of cost under a common designation
on the basis of similarities of nature, attributes or relations. It is the process of identification of each item
and the systematic placement of like items fogether according to their common features.

(a) Classification by Nature of Expense

Costs should be gathered together in their natural groping such as Material, Labour and Other Direct
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expenses. Items of costs differ on the basis of their nature. The elements of cost can be classified in the
following three categories. 1. Material 2.Labour 3. Expenses

Cost
l Classification by nature
Material Labour Expenses

Material Cost: Material cost is the cost of material of any nature used for the purpose of production
of a product or a service. It includes cost of materials, freight inwards, taxes & duties, insurance ...efc
directly attributable to acquisition, but excluding the trade discounts, duty drawbacks and refunds on
account of excise duty and vat.

Labour Cost: Labour cost means the payment made to the employees, permanent or temporary for
their services. Labour cost includes salaries and wages paid to permanent employees, tfemporary
employees and also to the employees of the contractor. Here salaries and wages include all the benefits
like provident fund, gratuity, ESI, overtime, incentives...etc

Expenses: Expenses are other than material cost or labour cost which are involved in an activity.
b) Classification by Relation to Cost Centre or Cost Unit:

If expenditure can be allocated to a cost centre or cost object in an economically feasible way then
it is called direct otherwise the cost component will be termed as indirect. According fo this criteria for
classification, material cost is divided into direct material cost and indirect material cost, Labour cost
is divided into direct labour and indirect labour cost and expenses into direct expenses and indirect
expenses. Indirect cost is also known as overhead.

Cost
l Classification by relatfion to cost centre
Direct Indirect
v ' v v v & v
Material Labour Expenses Material  Labour Expenses

Direct Material Cost: Cost of material which can be directly allocated to a cost centre or a cost object
in an economically feasible way.

Direct labour Cost: Cost of wages of those workers who are readily identified or linked with a cost centre
or cost object.

Direct Expenses: Expenses other than direct material and direct labour which can be identified or linked
with cost centre or cost object.

Direct Material + Direct labour + Direct Expenses = Prime Cost

Indirect Material: Cost of material which cannot be directly allocable to a particular cost centre or
cost object.

Indirect Labour: Cost of wages of employees which are not directly allocable to a particular cost
centre.

Indirect expenses: Expenses other than of the nature of material or labour and cannot be directly
allocable to a particular cost centre.

Indirect Material + Indirect Labour + Indirect Expenses = Overheads
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(c) Classification by Functions:

A business enterprise performs a number of functions like manufacturing, selling, research...etc.

Costs may be required to be determined for each of these functions and on this basis functional costs
may be classified info the following types:-

(i) Production or Manufacturing Costs
(i) Administration Costs

(iii) Selling & Distribution cost

(iv) Research & Development costs

Cost classification by function

Production  Administration Research Selling Distribution
& Development

(i) Production or Manufacturing Costs: Production cost is the cost of allitems involved in the production of
a product or service. These refer to the costs of operating the manufacturing division of an undertaking
and include all costs incurred by the factory from the receipt of raw materials and supply of labour and
services until production is completed and the finished product is packed with the primary packing.

The followings are considered as Production or Manufacturing Costs:-

(1) Direct Material
(2) Direct Labour
(3) Direct Expenses and

(4) Factory overhead, i.e., aggregate of factory indirect material, indirect labour and indirect
expenses.

Manufacturing cost can also be referred to as the aggregate of prime cost and factory overhead.
(ii) Administration Costs: Administration costs are expenses incurred for general management of an
organization. These are in the nature of indirect costs and are also termed as administrative overheads.
For understanding administration cost, it is necessary to know the scope of administrative function.
Administrative function in any organization primarily concerned with following activities :-

(1) Formulation of policy

(2) Directing the organization and

(3) Conftrolling the operations of an organization. But administrative function will not include confrol
activities concerned with production, selling and distribution and research and development.

Therefore, administration cost is the cost of administrative function, i.e., the cost of formulating policy,
directing, organizing and controlling the operations of an undertaking (Administrative cost will include
the cost of only those confrol operations which are not related to production, selling and distribution
and research and development). In most of the cases, administration cost includes indirect expenses
of following types:

(1) Salaries of office staff, accountants, directors

(2) Rent, rates and depreciation of office building

(3) Postage, stationery and telephone

(4) Office supplies and expenses

(5) General administration expenses.
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(iii) Selling & Distribution Costs: Selling costs are indirect costs related to selling of products are services
and include all indirect costs in sales management for the organization. Distribution costs are the costs
incurred in handling a product from the time it is completed in the works until it reaches the ultimate
consumer.

Selling function includes activities directed to create and stimulate demand of company's product
and secure orders. Distribution costs are incurred to make the saleable goods available in the hands
of the customer.

Following are the examples of selling and distribution costs:

(1) Salaries and commission of salesmen and sales managers.

(2) Expenses of advertisement, insurance.

(3) Rent, rates, depreciation and insurance of sales office and warehouses.
(4) Cost of insurance, freight, export, duty, packing, shipping, etc.,

(5) Maintenance of Delivery vans.

(iv) Research & Development Costs: Research & development costs are the cost for undertaking research
fo improve quality of a present product or improve process of manufacture, develop a new product,
market research...etc. and commercialization thereof.

R&D Costs comprises of the following :-

(1) Development of new product.

(2) Improvement of existing products.

(3) Finding new uses for known products.

(4) Solving technical problem arising in manufacture and application of products.

(5) Development costincludes the costs incurred for commercialization / implementation of research
findings.

Pre-Production Costs:

These are costs incurred when a new factory is in the process of establishment, a new project is
undertaken, or a new product line or product is taken up but there is no established or formal production
to which such costs may be charged. Preproduction costs are normally treated as deferred revenue
expenditure and charged to the costs of future production.

(d) Classification based on Behaviour - Fixed, Semi-variable or Variable

Costs are classified based on behaviour as fixed cost, variable cost and semi-variable cost depending
upon response to the changes in the activity levels.

Cost classification by behaviour

| | |
! ! !

Fixed Variable Semi-variable

Fixed Cost: Fixed cost is the cost which does not vary with the change in the volume of activity in the
short run. These costs are not affected by temporary fluctuation in activity of an enterprise. These are
also known as period costs. Example: Rent, Depreciation...etc

Variable Cost: Variable cost is the cost of elements which tends to directly vary with the volume of
activity. Variable cost has two parts (i) Variable direct cost (i) Variable indirect costs. Variable indirect
costs are termed as variable overheads. Example: Direct labour, Outward Freight...etc
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Semi-Variable Costs: Semi variable costs contain both fixed and variable elements. They are partly
affected by fluctuation in the level of activity. These are partly fixed and partly variable costs and vice
versa. Example: Factory supervision, Maintenance...etc.

(e) Classification based on Costs for Management Decision Making

Ascertainment of cost is essential for making managerial decisions. On this basis costing may be classified
into the following types

Marginal Costing: Marginal Cost is the aggregate of variable costs, i.e. prime cost plus variable overhead.
Marginal cost per unitis the change in the amount at any given volume of output by which the aggregate
cost changes if the volume of output is increased or decreased by one unit. Marginal Costing system is
based on the system of classification of costs into fixed and variable. The fixed costs are excluded and
only the marginal costs, i.e the variable costs are taken into consideration for determining the cost of
products and the inventory of work-in-progress and completed products.

Differential Cost: Differential cost is the change in the cost due to change in activity from one level to
another.

Opportunity Cost: Opportunity costis the value of alternatives foregone by adopting a particular strategy
or employing resources in specific manner. It is the return expected from an investment other than the
present one. These refer to costs which result from the use or application of material, labour or other
facilities in a particular manner which has been foregone due to not using the facilities in the manner
originally planned. Resources (or input) like men, materials, plant and machinery, finance etc., when
utilized in one particulars way, yield a particular return (or output). If the same input is utilized in another
way, yielding the same or a different return, the original return on the forsaken alternative that is no
longer obtainable is the opportunity cost. For example, if fixed deposits in the bank are proposed to
be withdrawn for financing project, the opportunity cost would be the loss of interest on the deposits.
Similarly when a building leased out on rent to a party is got vacated for own purpose or a vacant
space is not leased out but used internally, say, for expansion of the production programme, the rent
so forgone is the opportunity cost.

Replacement Cost: Replacement cost is the cost of an asset in the current market for the purpose
of replacement. Replacement cost is used for determining the optimum fime of replacement of an
equipment or machine in consideration of maintenance cost of the existing one and its productive
capacity. This is the cost in the current market of replacing an asset. For example, when replacement
cost of material or an asset is being considered, it means that the cost that would be incurred if the
material or the asset was to be purchased at the current market price and not the cost at which it was
actually purchased earlier, should be take into account.

Relevant Costs: Relevant costs are costs which are relevant for a specific purpose or situation. In the
context of decision making, only those costs are relevant which are pertinent to the decision at hand.
Since we are concerned with future costs only while making a decision, historical costs, unless they
remain unchanged in the future period are irrelevant to the decision making process.

Imputed Costs: Imputed costs are hypothetical or notional costs, not involving cash outlay computed
only for the purpose of decision making. In this respect, imputed costs are similar to opportunity costs.
Interest on funds generated internally, payment for which is not actually made is an example of imputed
cost. When alternative capital investment projects are being considered out of which one or more are
fo be financed from internal funds, it is necessary to take intfo account the imputed interest on own
funds before a decision is arrived at.

Sunk Costs: Sunk costs are historical costs which are incurred i.e sunk in the past and are not relevant
to the particular decision making problem being considered. Sunk costs are those that have been
incurred for a project and which will not be recovered if the project is terminated. While considering
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the replacement of a plant, the depreciated book value of the old asset is irrelevant as the amount is
sunk cost which is fo be written-off af the time of replacement.

Normal Cost & Abnormal Cost: Normal Cost is a cost that is normally incurred at a given level of output
in the conditions in which that level of output is achieved. Abnormal Cost is an unusual and typical
cost whose occurrence is usually iregular and unexpected and due to some abnormal situation of the
production.

Avoidable Costs & Unavoidable Costs: Avoidable Costs are those which under given conditions of
performance efficiency should not have been incurred. Unavoidable Costs which are inescapable
costs, which are essentially to be incurred, within the limits or norms provided for. It is the cost that must
be incurred under a programme of business restriction. It is fixed in nature and inescapable.

Uniform Costing: This is not a distinct system of cosfing. The term applies to the costing principles and
procedures which are adopted in common by a number of undertakings which desire fo have the
benefits of a uniform system. The methods of Uniform Costing may be extended so as to be useful in
inter-firm comparison.

Engineered Cost: Engineered Cost relates to an item where the input has an explicit physical relationship
with the output. Forinstance in the manufacture of a product, there is a definite relationship between the
units of raw material and labour tfime consumed and the amount of variable manufacturing overhead
on the one hand and units of the products produced on the other.The input-output relationship can
be established the form of standards by engineering analysis or by an analysis of the historical data. It
should be noted that the variable costs are not engineered cost but some administration and selling
expenses may be categorized as engineered cost.

Out-of-Pocket Cost: This is the portion of the cost associated with an activity that involve cash payment
to other parties, as opposed to costs which do not require any cash outlay, such as depreciation and
certain allocated costs. Out-of-Pocket Costs are very much relevant in the consideration of price fixation
during tfrade recession or when a make-or-buy decision is to be made.

Managed Cost: Managed (Programmed or Discretionary) Costs all opposed to engineering costs, relate
to such items where no accurate relationship between the amount spent on input and the output can
be established and sometimes it is difficult to measure the output. Examples are advertisement cost,
research and development costs, etc.,

Common Costs: These are costs which are incurred collectively for a number of cost cenfres and are
required to be suitably apporfioned for determining the cost of individual cost centres. Examples are:
Combined purchase cost of several materials in one consignment, and overhead expenses incurred
for the factory as a whole.

Controllable and Non-Controllable Costs: Controllable Cost is that cost which is subject to direct control
at some level of managerial supervision. Non-conftrollable Cost is the cost which is not subject to control
at any level of managerial supervision.

(f) Classification by nature of Production or Process:

Cost Classification by nature of Production or Process

b |
v v b b ' {

Batch Process Operation Operating Contract Joint
Cost Cost Cost Cost Cost Cost
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Batch Costing: Batch Costing is the aggregate cost related to a cost unit which consists of a group of
similar artficles which maintains its identity throughout one or more stages of production. In this method,
the cost of a group of products is ascertained. The unit cost is a batch or group of identical products
instead of a single job, order, or contract. This method is applicable to general engineering factories
which produces components in convenient economical batches.

Process Costing: When the production process is such that goods are produced from a sequence of
continuous or repetitive operations or processes, the costincurred during a period is considered as Process
Cost. The process cost per unit is derived by dividing the process cost by number of units produced in
the process during the period. Process Costing is employed in industries where a continuous process
of manufacturing is carried out. Costs are ascertained for a specified period of time by departments
or process. Chemical industries, refineries, gas and electricity generating concerns may be quoted as
examples of undertakings that employ process costing.

Operation Cost: Operation Cost is the cost of a specific operation involved in a production process or
business activity. The cost unit in this method is the operation, instead of process. When the manufacturing
method consists of a number of distinct operations, operation costing is suitable.

Operating Cost: Operating cost is the cost incurred in conducting a business activity. Operating cost
refer o the cost of undertakings which do not manufacture any product but which provide services.
Industries and establishments like power house, fransport and fravel agencies, hospitals, and schools,
which undertake services rather than the manufacture of products, ascertain operating costs. The
cost units used are Kilo Watt Hour (KWH), Passenger Kilometre and Bed in the hospital....etc. Operation
costing method constitutes a distinct type of costing but it may also be classed as a variant of Process
Cost since costs in this method are usually compiled for a specified period.

Contract Costing: Confract cost is the cost of confract with some terms and conditions between
contractee and contractor. This method is used in undertakings, carrying out, building or constructional
contracts like constructional engineering concerns, civil engineering contfractors. The cost unit here is
a contract, which may continue over more than one financial year.

Joint Costs: Joint costs are the common cost of facilities or services employed in the output of two or
more simultaneously produced or otherwise closely related operations, commodities or services. When
a production process is such that from a set of same input two or more distinguishably different products
are produced fogether, products of greater importance are tfermed as Joint Products and products of
minor importance are termed as By-products and the costs incurred prior to the point of separation are
called Joint Costs. For example in petfroleum industry petrol, diesel, kerosene, naphtha, taris produced
jointly in the refinery process.

By-product Cost: By-product Cost is the cost assigned to by-products till the split-off point.
(g) Classification by Time:

A costitemis related to a specific period of time and cost can be classified according to the system of
assessment and specific purpose as indicated in the following ways :-

Classification by Time

l
v v

Historical Pre-determined
Cost Cost
v ¢ v
Standard Cost Estimated Cost
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Historical Costs: Historical Costs are the actual costs of acquiring assets or producing goods or services.
They are post-mortem costs ascertained after they have been incurred and they represent the cost of
actual operational performance. Historical Costing follows a system of accounting to which all values
are based on costs actually incurred as relevant from time to time.

Predetermined Costs: Pre-determined Costs for a product are computed in advance of production
process, on the basis of a specification of all the factors affecting cost and cost data. Predetermined
Costs may be either standard or estimated.

Standard Costs: A predetermined norm applies as a scale of reference for assessing actual cost, whether
these are more orless. The Standard Cost serves as a basis of cost control and as a measure of productive
efficiency, when ultimately posed with an actual cost. It provides management with a medium by which
the effectiveness of current results is measured and responsibility of deviation placed. Standard Costs
are used fo compare the actual costs with the standard cost with a view to determine the variances,
if any, and analyse the causes of variances and take proper measure to control them.

Estimated Costs: Estimated Costs of a product are prepared in advance prior to the performance of
operations or even before the acceptance of sale orders. Estimated Cost is found with specific reference
to product in question, and the activity levels of the plant. It has no link with actual and hence it is
assumed to be less accurate than the Standard Cost.

Techniques of Costing:
Marginal Costing
Standard Costing
Budgetary Control

Uniform Costing

>0 0% >

Marginal costing

Marginal Costing is the ascertainment of marginal costs and of the effect on profit of changes in volume
or type of output by differentiating between fixed costs and variable costs. Several other terms in use
like Direct Costing, Contributory Costing, Variable Costing, Comparative Costing, Differential Costing
and Incremental Costing are used more or less synonymously with Marginal Costing.

The term direct cost should not be confused with direct costing. In absorption Costing, direct cost refers
to the cost which is atftributable to a cost centre of cost unit (e.g., direct labour, direct material and direct
expenses including fraceable fixed expenses, i.e., the fixed expense which are directly chargeable).
In Direct Costing (or Marginal Costing), factory variable overhead is faken as a direct cost while in the
Absorption Cost Method, it is Indirect Cost.

B. Standard Costing

Standard Costing is defined as the preparation and use of standard cost, their comparison with actual
costs and the measurement and analysis of variances to their causes and points of incidence. Standard
Cost is a predetermined cost unit that is calculated from the management’s standards of efficient
operation and the relevant necessary expenditure. Standard Costs are useful for the cost estimation and
price quotation and for indicating the suitable cost allowances for products, process and operations
but they are effective tools for cost control only when compared with the actual costs of operation.
The techniques of standard costing may be summarised as follows :-

(i) Predetermination of technical data related to production. i.e., details of materials and labour
operations required for each product, the quantum of inevitable losses, efficiencies expected,
level of activity, efc.

(i) Predetermination of standard costs in full details under each element of cot, viz., labour, material
and overhead.
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(i) Comparison of the actual performance and costs will the standards and working out the variances,
i.e., the differences between the actual and the standards.

(iv) Analysis of the variances in order to determine the reasons for deviations of actuals from the
standards.

(v) Presentation of information to the appropriate level of management to enable suitable action
(remedial measures or revision of the standard) being taken.

C. Budgetary Control

Budgetary Control may be defined as the process of confinuous comparison of actual costs and
performance with the pre-established budgets in relation to the responsibilities of the executives to the
specific budgets for the achievement of a target in accordance with the policy of the organisation and
to provide a basis for revision of budget. Therefore, Budgetary Control involves mainly establishment of
budgets, continuous compassion of actual with budgets for achievement of targets, revision of budgets
in the light of changed circumstances.

The classification of budgets into various categories certainly helps to make the budgetary control more
effective because the maximum use is made of the functional budgets. Functional Budgets over the
goals to be attained by the functional executives and thus assume the greatest significance.

D. Uniform Costing

Uniform Costing may be defined as the application and use of the same costing principles and
procedures by different Organizations under the same management or on a common understanding
between members of an association. It is thus not a separate technique or method. It simply denotes
a situation in which a number of organizations may use the same costing principles in such a way as
to produce costs which are of the maximum comparability. From such comparable costs valuable
conclusions can be drawn. When the Uniform Costfing is made use of by the different concerns the same
management it helps to indicate the strengths and/or weaknesses of those concerns. By studying the
findings, appropriate corrective steps may be taken to improve the overall efficiency of the organizations.
When used by the member concerns of a frade association Uniform Costing helps to reduce expenditure
on a comparative marketing, to determine and follow a uniform pricing policy, fo exchange information
between the members for comprised and improvement and so on.

Inter-firm Comparison as the name denotes means the techniques of evaluating the performances,
efficiencies, deficiencies, costs and profits of similar nature of firms engaged in the same industry or
business. It consists of exchange of information, voluntarily of course, concerning production, sales
cost with various types of break-up, prices, profits, etc., among the firms who are interested of willing to
make the device a success. The basic purposes of such comparison are to find out the work pointsin an
organization and to improve the efficiency by taking appropriate measures to wipe out the weakness
gradually over a period of time.

1.3 GENERALLY ACCEPTED COST ACCOUNTING PRINCIPLES & COST ACCOUNTING STANDARDS

Like Generally Accepted Accounting Principles (GAAP) for Financial Accounting, the Cost Accounting
has the Generally Accepted Cost Accounting Principle (GACAP) which are followed by the Indian
industry are summarized as below.

Before proceeding with element wise Cost Accounting Principles, let us see the principles applicable
to all the elements.

(a) When an element of cost is accounted at standard cost, variances due to normal reasons are
freated as a part of the element wise cost. Variances due to abnormal reasons will not form part
of the cost.

(b) Any subsidy / grant / incentive and any such payment received / receivable with respect to the
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(c)
(d)

(e)
(f)

(9)

(h)

input cost is reduced from cost for ascertainment of the cost of the cost object to which such
amount pertains.

Any abnormal cost where it is material and quantifiable will not form part of the cost.

Penalties, damages paid to statutory authorities or other third parties will not form part of the Total
Cost.

Cost reported under various elements of cost will not include Imputed Costs.

Finance costsincurred in connection with the acquisition of resources such as material, utilities and
the like will not form part of the cost of such resources.

Any credifs or recoveries from employees or suppliers or other parties towards the costs incurred
by the entity for a resource will be nefted against such cost.

Except otherwise stated, the measurement of costs for Cost Accounting purposes will follow the
same principles as set outin Generally Accepted Accounting Principles applicable to the concerned
entity.

Generally Accepted Cost Accounting principles — Element wise

Material Cost

(a)

(b)

()

(9)

(h)

(i)

Material cost usually includes all costs required to bring the materials to the present condition and
location.

Material receipt is valued at purchase price including duties and taxes, freight inwards, insurance
and other expenditure directly attributable to procurement (net of trade discounts, rebates, taxes
and duties refundable or to be credited by taxing authorities) that can be quantified with reasonable
accuracy at the time of acquisition.

Normal loss due to shrinkage or evaporation and gain due to elongation or absorption or moisture
...etc before the material is received is absorbed in material cost to the extent they are normal,
with corresponding adjustment in quantfity.

Normal loss or spoilage of material prior to reaching the factory or at places where the services are
provided is absorbed in the cost of balance of materials net of amounts recoverable from suppliers,
insurers, transporters or recoveries from disposal.

The foreign exchange component of imported material cost is converted at the rate on the date
of fransaction. Any subsequent change in the exchange rate till payment or otherwise will not form
part of the material cost.

Self manufactured materials are valued at costincluding direct material cost, direct employee cost,
direct expenses, factory overheads and share of administrative overheads relating to production.
Share of other administrative overheads, finance cost and marketfing overheads are excluded.

Material cost of abnormal scrap/defectives should not be included in the material cost, but treated
as loss after giving credit to the realizable value of such scrap/defectives.

When material is processed or part is manufactured by a third party according to the specifications
provided by the buyer, the processing / manufacturing charges payable to third party is treated
as part of the material cost.

Material costs are assigned to cost objects on the basis of material quantity consumed where
fraceable and technical norms or estimates may be taken as basis where the quantity consumed
cannot be traced.

Employee Cost

(a)

Employee Cost or labour cost is ascertained taking into account the gross pay including all
allowances payable along with the cost to the employer of all benefits.
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(o)

(c)

(d)

(e)

(f)

Sie
Bonus whether payable as a statutory minimum or on a sharing of surplus and ex gratia payable

in lieu of or in addition to bonus is treated as part of the employee cost.

Remuneration payable to managerial personnel including executive directors on the board and
other officers of a corporate body under a statute is considered as part of the employee cost of
the year under reference, whether whole or part is computed as a percentage of profits.

Gratuity, Superannuation, and other benefits measured using actuarial valuation method or any
other methods are part of employee cost.

Separation costs related to voluntary retirement, refrenchment, fermination etc. should be amortized
over the period benefiting from such costs.

Recruitment costs, training costs and other such costs is treated as overheads and dealt with
accordingly.

Direct Expenses

(a) The identification of direct expenses is based on the fraceability in an economically feasible
manner and if an item of expense does not meet the test of materiality, it can be treated as part
of overheads.

(b) Expenses paid orincurred in lump sum or which is in the nafure of ‘one-fime’ payment is amortized
on the basis of the estimated output or benefit to be derived from such expenses.

(c) Direct expenses are by definition directly fraceable to cost objects and hence no special principles
are involved for them to be assigned to cost object.

Utilities

(a) The cost of utilities purchased is measured at cost of purchase including duties and taxes,
fransportation cost, insurance and other expenditure directly attributable to procurement.

(b) The cost of generated utilities includes direct materials, direct labour, direct expenses and factory
overheads.

(c) Cost of utilities generated for the purpose of inter unit fransfers is arrived as cost of self generated
utilities with distribution cost added.

(d) Cost of utilities generated for the purpose of intercompany fransfers is arrived as cost of self generated
ufilities with distribution costs plus share of administrative overheads.

(e) Cost of utilities generated for sale to outside parties is arrived as cost of self generated utfilities with
distribution cost plus share of administrative and marketing overheads.

(f) Cost of standby utilities includes the committed cost of maintaining such utfility.

(g) The most appropriate basis for distribution of cost of a utility to the departments consuming services

is fo be derived from usage parameters.

Repairs & Maintenance Cost

(a)

(o)

(c)

The Cost of repairs and maintenance is the aggregate of direct and indirect cost relating to repairs
and maintenance activity.

Cost of in-house repairs and maintenance activity willinclude cost of materials, consumabile stores,
spares manpower, equipment usage, utilities and other resources used in the activity.

Cost of repairs and maintenance activity carried out by outside contractors within the factory /
enfity, then repair charges will include the charges payable to the confractor in addition to the
in-house materials / spares cost issued.
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(d) When a high value spare is replaced and the replaced spare is reconditioned and such spare is
expected to result in future economic benefit & it is taken into stock, then such spare is valued at
an amount that measures its service potential in relation to the new spare, the amount of which
will not exceed the cost of reconditioning the spare. The difference between the total of the cost
of new spare and the reconditioning cost and the value of reconditioned spare should be treated
as Repairs and Maintenance.

(e) Cost of major overhaul is to be amortized on a rational basis.
Production Overheads

Production overheads are indirect costs involved in the production process or in rendering services.
Production overheads include administration cost relating to production, factory, works or manufacturing;
Production related expenses incurred at administrative office, for example Design office expenses,
industrial relations dept, materials management dept...etc

(a) While assigning the overheads, traceability to a cost object in an economically feasible manner
shall be the guiding principle. The costs which can be fraced directly to a cost object shall be
directly assigned.

(b) Assignment of overheads to cost objects shall be based on either of the following principles

(i) Cause & Effect: Cause is the process or operation or activity and effect is the incurrence of
cost.

(i) Benefits Received: Overheads are to be apportioned to the various cost objects in proportfion
to the benefits received by them.

(c) Itis not good practice to allocate overheads to Cost centres / Cost objects on the basis of what
the traffic will bear — That is by size of the user.

Production overheads of production cost centres have fo be segregated between fixed overheads
and variable overheads. The fixed overheads are to be absorbed by products based on the normal
capacity or actual capacity utilization whichever is higher. Variable overheads are absorbed by products
based on actual capacity utilized. Under absorbed fixed overneads are charged off to Costing Profit
and Loss Account.

Administrative Overheads

Administrative Overheads are the aggregate cost of resources consumed in activities relating fo general
management and administration of an organization.

Since most of the administrative overheads are fixed in nature, it is preferable to charge them to users on
‘readiness to serve’ basis such asinstalled capacity, budgeted sales...etc rather than actual production
or actual sales.

In case of leased assets, if it is on operating lease then entire rental will be treated as a part of
administrative overheads, while in case of financial lease, the finance cost portion will be segregated
and freated as a part of finance cost. The assignment of administrative overheads to cost objects is
based on either of the principles of Cause & Effect or Benefits received, if it is not fraceable.

Selling and Distribution Overheads

The acceptable basis for apportionment of selling costs to customers/ products are :-
(a) Weight

(b) Units/ Equivalent Units

(c) Value of goods

(d) Any other appropriate and equitable basis

The acceptable bases for assigning common fransport cost to products are:
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(a) Weight

(b) Volume of Goods

(c) Tonne Kilometre

(d) Value of goods

(e) Units / Equivalent units

Interest and Finance Charges

Many entities started including the financing charges in computing the Cost of Sales. Normally these
costs are assigned to products before arriving at margin by product/ product line.

Normally interest charges are grouped under two categories i,.e interest on long-term borrowings and
interest on working capital. The interest on long-term funds is assigned fo products based on the fixed
capital investment in such products. Interest on working capital may be assigned based on the net
working capital of the product lines.

1.4 COST ACCOUNTING STANDARDS:

Preface to Cost Accounting Standards:

The council of the Institute of Cost Accountants of India, has constituted ‘Cost Accounting Standards
Board’ (CASB) with the objective of formulating Cost Accounting Standards, afterrecognizing the need
for structured approach to the measurement of cost so as to provide guidance to the user organizations,
government bodies, regulators, research agencies, academic institutions and others to achieve uniformity
and consistency in classification, measurement and assignment of costs.

The composition of the CASB will be broad based and ensure participation of all interest groups in the
standard setting process. The chairman of the CASB will be nominated by the council of the Institute.
Apart from six members of the council nominated on the CASB the following will be represented on
the CASB :-

(a) A nominee of the Central Government representing Ministry of Corporate Affairs.

(b) Adviser (Cost), Cost Audit Branch, Ministry of Corporate Affairs, Government of India.

(c) A nominee of the Central Government representing the Central Board of Excise and Customs,
Government of India.

(d) A nominee of the Cenfral Government representing the Central Board of Direct Taxes.
(e) Two members of the institute representing leading companies.

(f)  Four nominees from regulators i.e. CAG, RBI, SEBI, IRDA,TRAI...etc.

(g) Two nominees from professional institutions i.e. ICAI and ICSI.

(h) Three nominees of industry associations viz ASSOCHAM, ClI, FICCI....efc.

(i)  Two nominees from academic institutions like IIM, MDI, Universities...efc.

(j)j Four eminent practicing members of the institute.

(k) President is authorized to include a maximum of two eminent persons having knowledge and
expertise in the Cost and Management Accounting / Accounting Standards not falling under the
categories as defined in the constitution.

Objectives and Functions of the Cost Accounting Standards Board:

The objectives of the CASB are to develop high quality Cost Accounting Standards to enable the
management to take informed decisions and to enable regulators to function more effectively by
infegrating, harmonizing and standardizing Cost Accounting Principles and Practices.

The following will be the functions of the CASB :-
(a) Toissue the framework for the Cost Accounting Standards.
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(o)

(9)

(h)

To equip the Cost & Management Accounting professionals with better guide lines on cost
Accounting Principles.

To assists the members in preparation of uniform cost statements under various statutes.
To provide from fime to time interpretations on Cost Accounting Standards.
To issue application guidance relating to particular standard.

To propagate the Cost Accounting Standards and to persuade the users to adopt them in the
preparation and presentation of general purpose Cost Statement.

To persuade the government and appropriate authorities to enforce Cost Accounting Standards,
to facilitate the adoption thereof, by industry and corporate entities in order to achieve the desired
objectives of standardization of Cost Accounting Practices.

To educate the users about the utility and the need for compliance of Cost Accounting
Standards.

Overview of Cost Accounting Standards issued fill date are as follows:

CAS No Title Objective

CAS 1 Classification of Cost For preparation of Cost Statements.

CAS 2 Capacity Determination |To bring uniformity and consistency in the principles and
methods of determination of capacity with reasonable
accuracy.

CAS 3 Overheads To bring uniformity and consistency in the principles and
methods of deftermining overheads with reasonable
accuracy.

CAS 4 Cost of Production for|To determine the assessable value of excisable goods used

Captive consumption for captive consumption.

CAS 5 Average (Equalized) | To determine averaged / equalized transportation cost.

Cost of Transportation

CAS 6 Material Cost To bring uniformity and consistency in the principles and

methods of determining the Material Cost with reasonable
accuracy in an economically feasible manner.

CAS 7 Employee Cost To bring uniformity and consistency in the principles and

methods of determining the Employee Cost withreasonable
accuracy.

CAS 8 Cost of Utilities To bring uniformity and consistency in the principles and

methods of determining the Cost of Utilities with reasonable
accuracy.

CAS 9 Packing Material Cost To bring uniformity and consistency in the principles and

methods of determining the Packing Material Cost with
reasonable accuracy.

CAS 10 Direct Expenses To bring uniformity and consistency in the principles and
methods of determining the Direct Expenseswithreasonable
accuracy.

CAS 11 Administrative Over-|To bring uniformity and consistency in the principles and

heads methods of determining the Administrative Overheads with

reasonable accuracy.

CAS 12 Repairs and Mainte-|To bring uniformity and consistency in the principles and

nance Cost methods of determining the Repairs and Maintenance
Cost with reasonable accuracy.
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CAS 13 Cost of Service Cost|To bring uniformity and consistency in the principles and
Centre methods of determining the Cost of Service Cost Centre
with reasonable accuracy.

CAS 14 Pollution Control Cost To bring uniformity and consistency in the principles and
methods of determining the Pollution Control Costs with
reasonable accuracy.

CAS 15 Selling and Distribution | To bring uniformity and consistency in the principles and
overheads methods of determining the selling and Distribution over-
heads with reasonable accuracy

Each of the Cost Accounting standard has been explained in brief as follows
CAS -1: Classification of Costs
Objective

(a) The objective of this standard is fo prescribe the classification of costs for ascertainment of cost of
a product or service and preparation of cost statements on a consistent and uniform basis with a
view to effect the comparability of the same of an enterprise with that of previous periods and of
other enterprises.

(b) The classification and its disclosure are aimed at providing befter transparency in the cost
statement.

(c) The standard is also for better adoption of Uniform Costing and Inter-Firm Comparison.
Scope

The standard on classification of cost should be applied in assessment of cost of a product or service,
application of costing technique and in case of management decision making by the manufacturing
industries in India.

The standard is to be followed by an enterprise, whether covered under section 209(1)(d) of the
Companies Act, 1956 or not, to classify cost in order to prepare Cost Statement on uniform basis to make
it relevant and understandable for effective cost management.

The standard has also to be followed for the purpose of assessment of cost of production or valuation
of product or the valuation of stock to be certified for calculation of duties and taxes, tariffs and
other purposes as the case may be. The Cost Statement prepared based on standard will be used for
assessment of excise duty and other taxes, anti-dumping measures, fransfer pricing etc.

Basic Rules for Classification of Costs

(a) Classification of cost is the arrangement of items of costs in logical groups having regard to their
nature (subjective classification) or purpose (objective classification).

(b) Items should be classified by one characteristic for a specific purpose without ambiguity.
(c) Scheme of classification should be such that every item of cost can be classified.

Basis of classification

(a) Nature of expense

(b) Relation to object — fraceability

(c) Functions / activities

(d) Behaviour - Fixed, Semi-variable or Variable

(e) Management decision making

(f)  Production Process

(g) Time period
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CAS -2: Capacity Determination

This standard deals with the principles and methods of determining the capacity of a manufacturing
facility of an entity. Capacity is determined for assignment of overheads to cost objects. Principles of
assignment of overheads have been stipulated in Cost Accounting Standard — 3 (Revised 2011) on
Overheads. This standard deals with the principles and methods of classification and determination of
capacity of a plant of an entity for ascertainment of the cost of product, and the presentation and
disclosure in cost statements.

Objective

The objective of this standard is to bring uniformity and consistency in the principles and methods of
determination of capacity with reasonable accuracy.

Scope

This standard shall be applied to the Cost Statements, including those requiring aftestation, which require
determination of capacity for assignment of overheads.

Determinants of Capacity: Installed capacity is determined based on the following factors:-
(a) Manufacturers’ Technical specificafions.

(o) Capacities of individual or interrelated production centres.

(c) Operational constraints / capacity of critical machines.

(d) Number of shifts.

(e) Any other factor.

Practical capacity or achievable capacity should be determined after adjustment of the following with
the installed capacity :-

(a) Available production hours taking info consideration holidays, normal shut down days and normal
idle tfime.

(b) Normal fime loss in batch change over, break downs of machines, repairs etc.
(c) Lossin efficiency due to ageing of the machines/ equipment.

(d) Number of shifts.

(e) Any other factor.

CAS-3: Cost Accounting Standard on Overheads

This standard deals with the principles and methods of determining the Overheads. This standard
deals with the principles and methods of classification, measurement and assignment of Overheads,
for determination of the cost of product or service, and for the presentation and disclosure in Cost
Statements.

Objectives

The objective of this standard is to bring uniformity and consistency in the principles and methods of
determining the Overheads with reasonable accuracy.

Scope

This standard shall be applied to Cost Statements, which require classification, measurement, assignment,
presentation and disclosure of Overheads including those requiring attestation.

Disclosures

The cost statements shall disclose the following:-
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1. The basis of assignment of overheads to the cost objects.
Overheads incurred in foreign exchange.

Overheads relating to resources received from or supplied to related parties.

EalE N

Any Subsidy / Grant / Incentive or any amount of similar nature received / receivable reduced
from overheads.

5. Credits / recoveries relating to overheads.

6.  Any abnormal cost not forming part of the overheads.

7. Any unabsorbed overheads.

CAS-4: Cost Accounting Standard on Cost of Production for Captive Consumption

The Cost Accounting Principle for determination of cost of production is well established. Similarly, rules for
levy of excise duty on goods used for captive consumption are also well defined. Captive Consumption
means the consumption of goods manufactured by one division and consumed by another division(s)
of the same organization or related undertaking for manufacturing another product(s). Liability of
excise duty arises as soon as the goods covered under excise duty are manufactured but excise duty
is collected at the time of removal or clearance from the place of manufacture even if such removal
does not amount to sale. Assessable value of goods used for captive consumption is based on cost of
production. According to the Central Excise Valuation (Determination of Price of Excisable Goods) Rules
2000, the assessable value of goods used for captive consumptionis 115% (110% w.e.f. 05-08- 2003)of
cost of production of such goods, and as may be prescribed by the Government from time to fime.

Objective

(a) The purpose of this standard is to bring uniformity in the principles and methods used for determining
the cost of production of excisable goods used for captive consumption.

(b) The cost statement prepared based on standard will be used for determination of assessable value
of excisable goods used for captive consumption.

(c) The standard and its disclosure requirement will provide better transparency in the valuation of
excisable goods used for captive consumption.

Scope

The standard is to be followed for defermining the cost of production to arrive at an assessable value
of excisable goods used for captive consumption.

Cost of production will include various cost components. They are already defined in Cost Accounting
Standard-1 (‘Classification of Cost’ — CAS-1). Thus, this standard has to be read in conjunction with
standard 1.

CAS-5: Cost Accounting Standard on Determination of Average Cost of Transportation

The Cost Accounting Principles for tracing/identifying an element of cost, its allocation/apportionment
to a product or service are well established. Transportation Cost is an important element of cost
for procurement of materials for production and for distribution of product for sale. Therefore, Cost
Accounting Records should present fransportation cost separately from the other cost of inward materials
or cost of sales of finished goods. The Finance Act 2003 also specifies the certification requirement of
Transportation Cost for claiming deduction while arriving at the assessable value of excisable goods
cleared for home consumption/ export. There is a need to standardize the record keeping of expenses
relating to fransportation and computation of Transportation Cost.
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Objective

(a) To bring uniformity in the application of principles and methods used in the determination of
averaged/equalized Transportation Cost.

(o) To prescribe the system to be followed for maintenance of records for collection of cost of
fransportation, its allocation/apportionment to cost centres locations or products.

(c) To provide transparency in the defermination of cost of transportation.
Scope

This standard should be applied for calculation of cost of fransportation required under any statute or
regulations or for any other purpose. For example, this standard can be used for :

(a) Determination of average transportation cost for claiming the deduction for arriving at the assessable
value of excisable goods.

(b) Insurance claim valuation.

(c) Working out claim for freight subbsidy under Fertilizer Industry Coordination Committee.

d) Administered price mechanism of freight cost element.

(e) Determination of inward freight costs included or to be included in the cost of purchases attributable
to the acquisition.

(f)  Computation of freight included in the value of inventory for accounting on inventory or valuation
of stock hypothecated with Banks / Financial Institution ...etc.
CAS-6: Cost Accounting Standard on Material Cost

This standard deals with principles and methods of determining the Material Cost. Material for the
purpose of this standard includes raw materials, process materials, additives, manufactured / bought
out components, sub-assemblies, accessories, semi finished goods, consumable stores, spares and other
indirect materials. This standard does not deal with Packing Materials as a separate standard is being
issued on the subject.

This standard deals with the principles and methods of classification, measurement and assignment of
Material Cost, for determination of the Cost of product or service, and the presentation and disclosure
in cost statements.

Objective

The objective of this standard is to bring uniformity and consistency in the principles and methods of
determining the Material Cost with reasonable accuracy.

Scope:

This standard should be applied to Cost Statements which require classification, measurement,
assignment, presentation and disclosure of Material Costs including those requiring attestation.

CAS-7: Cost Accounting Standard on Employee Cost

This standard deals with the principles and methods of determining the Employee Cost. This standard
deals with the principles and methods of classification, measurement and assignment of Employee
Cost, for determination of the cost of product or service and the presentation and disclosure in Cost
Statements.

Objective

The objective of this standard is to bring uniformity and consistency in the principles and methods of
determining the Employee Cost with reasonable accuracy.
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Scope

This standard should be applied to cost statements which require classification, measurement, assignment,
presentation and disclosure of Employee Cost including those requiring attestation.

CAS-8: Cost Accounting Standard on Cost of Utilities

This standard deals with the principles and methods of determining the Cost of Ufilities. This standard
deals with the principles and methods of classification, measurement and assignment of Cost of
Utilities, for determination of the cost of product or service and the presentation and disclosure in Cost
Statements.

Objective

The objective of this standard is to bring uniformity and consistency in the principles and methods of
determining the Cost of Utilities with reasonable accuracy.

Scope

This standard shall be applied to cost statements which require classification, measurement, assignment,
presentation and disclosure of Cost of Utilities including those requiring attestation.

For determining the cost of production to arrive at an assessable value of excisable utilities used for
captive consumption, Cost Accounting Standard 4 on Cost of Production for Captive Consumption
(CAS 4) shall apply. This standard shall not be applicable to the organizations primarily engaged in
generation and sale of utilities. This standard does not cover issues related to the ascertainment and
tfreatment of carbon credits, which shall be dealt with in a separate standard.

CAS-9: Cost Accounting Standard on Packing Material Cost

This standard deals with the principles and methods of determining the Packing Material Cost. This
standard deals with the principles and methods of classification, measurement and assignment of
Packing Material Cost, for determination of the cost of product, and the presentation and disclosure
in Cost Statements. Packing Materials for the purpose of this standard are classified into primary and
secondary packing materials.

Objective

The objective of this standard is to bring uniformity and consistency in the principles and methods of
determining the packing material cost with reasonable accuracy.

Scope

This standard should be applied to cost statements, which require classification, measurement, assignment,
presentation and disclosure of Packing Material Cost including those requiring attestation.

CAS-10: Cost Accounting Standard on Direct Cost

This standard deals with the principles and methods of determining the Direct Expenses. This standard
deals with the principles and methods of classification, measurement and assignment of Direct
Expenses, for determination of the cost of product or service, and the presentation and disclosure in
Cost Statements.

Objectives

The objective of this standard is to bring uniformity and consistency in the principles and methods of
determining the Direct Expenses with reasonable accuracy.

Scope

This standard should be applied to Cost Statements, which require classification, measurement,
assignment, presentation and disclosure of Direct Expenses including those requiring attestation.
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CAS-11: Cost Accounting Standard on Administrative overheads
This standard deals with the principles and methods of determining the Administrative Overheads

This standard deals with the principles and methods of classification, measurement and assignment of
Administrative Overheads, for determination of the cost of product or service, and the presentation
and disclosure in Cost Statements.

Objective

The objective of this standard is to bring uniformity and consistency in the principles and methods of
determining the Administrative Overheads with reasonable accuracy.

Scope

The standard should be applied to Cost Statements, which require classification, measurement, assignment,
presentation and disclosure of Administrative Overheads including those requiring attestation.

CAS-12: Cost Accounting Standard on Repairs and Maintenance

This standard deals with the principles and methods of determining the Repairs and Maintenance
Cost.

This standard deals with the principles and methods of classification, measurement and assignment of
Repairs and Maintenance Cost, for determination of the cost of product or service, and the presentation
and disclosure in Cost Statements.

Objective

The objective of this standard is to bring uniformity and consistency in the principles and methods of
determining the Repairs and Maintenance Cost with reasonable accuracy.

Scope

The standard should be applied to Cost Statements, which require classification, measurement,
assignment, presentation and disclosure of Repairs and Maintenance Cost including those requiring
attestation.

CAS-13: Cost Accounting Standard on Cost of Service Cost Centre

This standard deals with the principles and methods of determining Cost of Service Cost Cenfres. This
standard deals with the principles and methods of classification, measurement and assignment of Cost
of Service Cost Centre, for determination of the cost of product or service, and the presentation and
disclosure in Cost Statements.

Objective

The objective of this standard is to bring uniformity and consistency in the principles and methods of
determining the Cost of Service Cost Centre with reasonable accuracy.

Scope

The standard should be applied to Cost Statements, which require classification, measurement,
assignment, presentation and disclosure of Cost of Service Cost Centres including those requiring
attestation. It excludes Utilities and Repairs & Maintenance Services dealt with in CAS-8 and CAS-12
respectively.

CAS-14: Cost Accounting Standard on Pollution Control Cost

This standard deals with the principles and methods of determining Pollution Control Cost. This standard
deals with the principles and methods of classification, measurement and assignment of Pollution Control
Costs, for determination of the cost of product or service, and the presentation and disclosure in Cost
Statements.
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Objective

The objective of this standard is to bring uniformity and consistency in the principles and methods of
determining the Pollution Control Costs with reasonable accuracy.

Scope

The standard should be applied to Cost Statements, which require classification, measurement, assignment,
presentation and disclosure of Pollution Control Costs including those requiring attestation.

CAS-15: Cost Accounting Standard on selling and Distribution overheads

This standard deals with the principles and methods of determining the Selling and Distribution
Overheads.

This standard deals with the principles and methods of classification, measurement and assignment of
Selling and Distribution Overheads, for determination of the cost of sales of product or service, and the
presentation and disclosure in cost statements.

Objective:

The objective of this standard is to bring uniformity and consistency in the principles and methods of
determining the Selling and Distribution Overheads with reasonable accuracy.

Scope:

This standard should be applied to cost statements, which require classification, measurement,
assignment, presentation and disclosure of Selling and Distribution Overheads including those requiring
attestation
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Study Note - 2

BUSINESS PROCESS ANALYSIS _ﬁ—

This Study Note includes

2.1 Materials (CAS-6)

2.2 Employee Costs (CAS-7)
2.3 Direct Expenses (CAS-10)
24 Overheads (CAS-3)

2.5 Treatment of Special ltems
2.6 Cost Sheet

2.1 MATERIALS (CAS - 6)

Materialis any substance (Physics term) that forms part of or composed of a finished product. i.e material
refers to the commodities supplied to an undertaking for the purpose of consumption in the process of
manufacturing or of rendering service or for transformation into products. The term ‘Stores’ is often used
synonymously with materials, however, stores has a wider meaning and it covers not only raw materials
consumed or utilized in production but also such other items as sundry supplies, maintenance stores,
fabricated parts, components, tools, jigs, otheritems, consumables, lubricants......efc. Finished and partly
finished products are also often included under the term ‘Stores’. Materials are also known as Inventory.
The term Materials / Inventory covers not only raw materials but also components, work-in-progress and
finished goods and scrap also.

Material cost is the significant constituent of the total cost of any product. It constitutes 40% to 80% of the
total cost. The percentages may differ from industry to industry. But for manufacturing sector the material
costs are of greatest significance. Inventory also constitutes a vital element in the Working Capital. So it
is treated as equivalent to cash. Therefore the analysis and control on Material Cost is very important.

Objectives of Material Control System:

Material Control: The function of ensuring that sufficient goods are retained in stock to meet all
requirements without carrying unnecessarily large stocks.

The objectives of a system of material control are as following:-

(a) To make continuous availability of materials so that there may be uninterrupted flow of materials
for production. Production may not be held up for want of materials.

(b) To purchase requisite quantity of materials to avoid locking up of working capital and to minimise
risk of surplus and obsolete stores.

(c) To make purchase competitively and wisely at the most economical prices so that there may be
reduction of material costs.

(d) To purchase proper quality of materials to have minimum possible wastage of materials.

(e) To serve as an information centre on the materials knowledge for prices, sources of supply, lead
time, quality and specification.
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Study of Material can be better explained as follows:

Material
¢ i
Purchase & Storage Issue
Receipt
Control

Requisites of Material Control System:

(a)

(o)

(9)
(h)
(i)
(i)

Coordination and cooperation befween the various departments concerned viz purchase,
receiving, inspection, storage, issues and Accounts and Cost departments.

Use of standard forms and documents in all the stages of conftrol.
Classification, coordination, standardization and simplification of materials.
Planning of requirement of material.

Efficient purchase organization.

Budgetary control of purchases.

Planned storage of materials, physical control as well as efficient book control through satisfactory
storage confrol procedures, forms and documents.

Appropriate records to control issues and utilization of stores in production.
Efficient system of Internal Audit and Internal Checks.

System of reporting to management regarding material purchase, storage and ufilization.

Purchase Flow:

The main functions of a purchase department are as follows :-

(a)
(o)
(c)
(d)
(e)

What to purchase? — Right Material with good quality
When to purchase? — Right Time

Where to purchase? — Right Source

How much to purchase? - Right Quantity

At what price to purchase? — Right Price

To perform these functions effectively, the purchasing department follows the following procedure:-

(a)
(o)

Receiving purchase requisitions.

Exploring the sources of supply and choosing the supplier.
Preparation and execution of purchase orders.

Receiving materials.

Inspecting and testing materials.

Checking and passing of bills for payment.
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Purchase Organization:

Purchasing involves procurement of materials of requisite quantity and quality at economic price. It
is of extreme importance particularly to a manufacturing concern because it has bearing on all vital
factors of manufacture such as quantity, quality, cost, efficiency, economy, prompt delivery, volume
of production and so on. Purchase department in a business concern can be organized into two types
i.e Centralized Purchasing System and De-cenfralized Purchasing System. Purchasing process in most
of the organisation is a centralised function because the advantages of a centralised purchasing out
weight its disadvantages. Lets us see the merits and demerits of both the systems.

Merits of a centralised & De-merits of decentralized purchase organization:-

(a) When materials are purchased favourable terms (Trade discount, Economies of fransport...efc) can
be obtained because the quantity involved will be large. In case of decenftralized system these
benefits cannot be realized.

(b) Specialised purchasing officer can be appointed with the specific purpose of highly efficient
purchases functions of the concern. In case of decenftralized purchase system, the business entity
cannot afford a specialized purchasing officer in every location.

(c) Effective control can be exercised over the stock of materials because duplication of purchase of
the same materials may easily be avoided in centralized purchase system, where as in decentralized
purchase system, duplication of purchase of same material cannot be avoided.

(d) Under centralized purchase system effective control can be exercised on the purchases of all the
materials as the purchase function is channelized through one track which would make the system
of receiving, checking and inspection efficient. Where as in decentralized purchase system it is
very difficult to exercise controls.

(e) Under cenftralized system of purchase materials, components and capital equipments can be
suitably stfandardised so that the maximum purchasing benefits be availed of, storage facilities can
be improved and available production facilities can be greatly ufilized to the maximum possible
extent. Under decenftralized purchase system standardization of materials, storage facilities.....etc
is very difficult fo achieve.

(f)  Under centralized system of purchase closer cooperation between the financial and purchasing
departments can be achieved which may not be easy under decentralized purchase system.

De-Merits of a centralized & Merits of deceniralized purchase organization:-

(a) Inmay take unnecessarily long time to place a purchase order under centralized purchase system
because to collect the relevant data from various departments/ branches/locations may take
more time, These delays can be avoided under decentralized purchase system.

(b) Incase of centralized purchasing system, branches at different places cannot take advantage of
localized purchasing, whereas under decenftralized purchase system localization savings can be
realized.

(c) Due to the Chances of misunderstanding / miscommunication between the branch and the
cenfralized purchasing office may result in wrong purchase of material also. Whereas under
decenftralized purchase system, the chances of miscommunication/ misunderstanding is very
limited.

(d) Cenftralized system will lead to high initial costs because a separate purchasing department for
purchase of materials is to be setup. No such costs are required to be incurred in the decentralized
system.

(e) Replacement of a defective item may take long time resulting in strain on smooth production flow
under cenftralized system of purchase. No such delay in decentralized system.
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Now let us see the various material control documents in detail.
Purchase Requisition:

Purchases Requisition is a request made to the Purchase Department to procure materials of given
description and of the required quality and quantity within a specified period. It is a formal request
and it authorizes the Purchase Department to issue a Purchase Order to secure materials intfended for
periodic requirements of a given material or materials to provide guidance to the Purchase Department
to estimate the future requirements in order to secure maximum purchase benefits in the form of higher
discount and better credit terms. The extent and range of materials requirements provide a basis for
preparation of a purchase budget. The actual requirements of a given period can be summarised from
the purchases requisition and compared with the purchase budget in order to determine the variances
and the reasons thereof. This form is prepared by storekeeper for regularitems and by the departmental
head for special materials not stocked as regular items.

The Purchase Requisition is prepared in three copies. Original will be sent to Purchase department,
Duplicate copy will be retained by the indenting (request initiating) department and the triplicate will
be sent to approver for approving the purchase requisition.

Purchase Requisition provides the three basic things:-
a) What type of material is to be purchased?

b) When to be purchased?

c) How muchis fo be purchased?

The specimen form of Purchase Requisition is as shown below:

Modern Ltd
Purchase Requisition or Indent

Purchase Req Type: Special / Regular:

Purchase Reg No: Purchase Requisition Date:

Department:

S.No Material Code Description  of | Quantity|Material Required by date |Remarks
the Goods Required

Requested by Approved by

For use in Purchase Dept.
Quotations from

1) PO Placed : Yes /No
2) PO No:
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Purchase Order:

Purchase Order (PO) is a request made in writing fo selected supplier to deliver goods of requisite
quality, quantity, (as per the purchase requisition) at the prices, terms and conditions agreed upon. It is
a commitment on the part of the purchaser to accept the delivery of goods contained in the Purchase
Order if the terms included therein, are fulfilled. Purchase Order contains the following details :-

(a) Purchase Order No; (b) PO Date; (c) Supplier Name and Address; (d) Material Code; (e) Material
description; (f) Grade & Other particulars of the material; (g) Quantity to be supplied; h) Price; i) Place
of delivery; j) Taxes; k) Terms of Payment (Credit period) .....etc

Usually a purchase order is made in five copies, one each for suppliers, Receiving/Stores Department,
Originating Department, Accounts Department and filing. Thus we see that all the departments
concerned with the materials are informed fully about all the details of every purchases and it becomes
easier for everyone to follow up on any relevant matter.

Modern Lid
Purchase Order

To PO No:

Supplier XXXXXX PO date:
Quotation
Reference:

Address PR No:

Please supply the following items in accordance with the instructions mentioned there in
on the following terms and conditions.

. Material . Rate per Delivery
S.No | Material Code Description Quantity Unit Amount Date Remarks
Packing &
Freight
Taxes
Total Amount

Delivery: Goods to be delivered at
Delivery date:
Payment Terms:

Authorised signatory
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Receipt & Inspection of Materials:
Goods Received cum Inspection Note:

The stores department will receive the material after the gate entry. It will compare the quantities
received with the PO Quantity. It is a valuable document as it forms the basis of accounting entry in
the stores ledger and stock records. It is the document basis for quality control department to carry
inspection of the material in warded.

It also forms the basis of payments to be made to the supplier in respect of the materials supplied by
him. Suppliers invoices are checked with goods received notes which such for actual receipt of the
goods supplied by the supplier. One copy of such note is also sent to Inspection Department who after
inspection of materials approves the note for Stores Department to receive the materials. Outstanding
Goods Received Notes which are not linked with supplier’s bills enable the Accounts Department to
estimate at the year end the liability for goods purchased for which supplier’s bills not received.

The specimen copy of the Goods Received cum Inspection Note as below:

New India Lid
Goods Received cum Inspection Note
Received from: GRN No:
GR Date:
Received at: PO Ref No:
Gate Entry
No:
Material|Material|/Quantity|Quantity . Reason for
S:-No code Description |Received |Accepted Qty Rejected Rejection Remarks
Prepared by Inspected by
Received by Storekeeper

Purchase Quantity:

Important requirement for an efficient system of purchase conftrol is fo ensure that only the correct
quantity of materials is purchased. The basic factors to be considered while fixing the ordering quantity
are as follows:-
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(a) There should be no overstocking.

(b) Materials should always be available in sufficient quantity to meet the requirements of production
and to avoid plant shut down.

(c) Purchases should be made in economic lofs.

Other factors to be considered are quantity already ordered, availability of funds, business cycle...
etc.

Purchase department in manufacturing concerns is usually faced with the problem of deciding the
quantity of various items, which they should purchase basing on the above factors. If purchases of
material are made in bulk then inventory cost will be high. On the other hand if the order size is small
each time then the ordering cost will be very high. In order to minimise ordering and carrying costs it is
necessary fo determine the order quantity which minimises these two costs.

Economic Order Quantity: (EOQ)

The total costs of a material usually consist of Buying Cost + Total Ordering Cost + Total Carrying Cost.
Economic Order Quantity is ‘The size of the order for which both ordering and carrying cost are
minimum’.

Ordering Cost: The costs which are associated with the ordering of material. It includes cost of staff

posted for ordering of goods, expenses incurred on transportation, inspection expenses of incoming
material....etc

Carrying Cost: The costs for holding the inventories. It includes the cost of capital invested in inventories.
Cost of storage, Insurance.....efc

Buying cost: Amount paid / payable to the supplier for the goods. It includes the purchasing price plus
all non-deductible taxes.

The assumption underlying the Economic Ordering Quantity: The calculation of economic order of
material fo be purchased is subject to the following assumptions:-

(a) Ordering cost per order and carrying cost per unit per annum are known and they are fixed.
(b) Anticipated usage of material in units is known.

(c) Cost per unit of the material is constant and is known as well.

(d) The quantity of material ordered is received immediately i.e lead fime is Zero.

The famous mathematician ‘WILSON' derived the formula used for determining the size of order for
each purchases at minimum ordering and carrying costs, which is as below :-

Economic Ordering Quantity = f%

Where,

A= Annual demand
O= Ordering Cost
C = Carrying Cost
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Graphical representation of EOQ:

Carrying Cost

Cost EOQ

Ordering Cost

Quantity
lllustration 1

Calculate the Economic Order Quantity from the following information. Also state the number of orders
to be placed in a year.

Consumption of materials per annum : 10,000 kg

Order placing cost per order : T 50

Cost per kg. of raw materials : 32

Storage costs : 8% on average inventory
Solution:

EOQ = /QXAC\:XO

A = Units consumed during year
O = Order cost per order

C = Inventory carrying cost per unit per annum.

2x10,000x 50
_ 2x8
FOQ = 100
£0Q =\/2x1o,ooaxsox25
= 2,500 kg.
. Total consumption of materials per annum
No. of orders to be placed in a year = £0Q
_ 10,000 kg
2,500 kg

4 Orders per year
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lllustration 2

The average annual consumption of a material is 18,250 units at a price of ¥ 36.50 per unit. The storage
cost is 20% on an average inventory and the cost of placing an order is ¥ 50. How much quantity is fo
be purchased at a time?

Solution:

_[2x18,250units x X 50
FOQ ‘\/ % 36.50x20/100

_ [18.25,000
V72

= 500 Units

Material Storage & Control:

Once the material is received, it is the responsibility of the stores-in-charge, to ensure that material
movements in and out of stores are done only against the authorized documents. Stores-in-charge
is responsible for proper utilization of storage space & exercise better control over the material in
the stores to ensure that the material is well protected against all losses such as theft, pilferage, fire,
misappropriation ...etc.

Duties of store keeper:

The duties of store-keeper are as follows:-

(a) To exercise general confrol over all activities in stores department.
(b) To ensure safe storage of the materials.

(c) To maintain proper records.

(d) Toinitiate purchase requisitions for the replacement of stock of all regular materials, whenever the
stock level of any item in the store reaches the Minimum Level.

(e) To initiate the action for stoppage of further purchasing when the stock level approaches the
Maximum Level.

(f) Toissue materials only in required quantities against authorized requisition documents.

(g) Tocheck andreceive purchased materials forwarded by the receiving department and to arrange
for storage in appropriate places.

Different classes of stores:-

Broadly speaking, there are three classes of stores
(a) Central Stores

(b) Decentralized stores

(c) Sub-Store (Imprest Store)

Centralized stores:

The usual practice in most of the concerns is to have a central store. Separate store to meet the
requirements of each production department are not popular because of the heavy expenditure
involved. In case of centralized stores materials are received by and issued from one stores department.
All materials are kept at one central store. The advantages and disadvantages of this type of store are
set out as follows:
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Advantages of centralized stores:

(a) Better control can be exercised over stores because all stores are housed in one department. The
risk of obsolescence of stores can be minimised.

(o) The economy of staff-experts, or clerical, floor space, records and stationery are available.
(c) Better supervision is certainly possible.
(d) Obsolescence of the stores items can be kept under strict vigil and confrol.

(e) Cenfralized material handling system can be put into operation thus further economising on space,
personnel and equipments.

(f) Investment in stocks can be minimized.
Disadvantages of centralized stores:

(a) The transportation costs of the materials may increase because the movements of the stores may
be for a greater distance since the storing is centralized.

(b) If the user departments are far away from the stores there may be delay in receipt of the stores by
those departments.

(c) Breakdown of inter-departmental tfransport system may hold up the entire process, and similarly
labour problem in the centralized stores may bring the entire concern to standstill.

(d) There is greater chance of losses through fire, burglary or some other unhappy incidents.

(e) It may not be safe to have some hazardous elements bunched together in the centralized
stores.

Decentralized stores:

Under this type of stores, independent stores are situated in various departments. Handling of stores is
undertaken by the store keeper in each department. The departments requiring stores can draw them
from their respective stores situated in their departments. The disadvantages of centralized stores can
be eliminated, if there are decentralized stores. But these types of stores are uncommon because of
heavy expenditure involved.

Central stores with sub-stores:

In large organizations, factories / workshops may be located at different places which are far from the
cenftral stores. So in order to keep the transportation costs and handling charges to the minimum level,
sub-stores should be situated near to the factory. For each item of materials a quantity is determined
and this should be kepft in the stock at the beginning of any period. At the end of a period, the store
keepers of each sub-store will requisition from the central stores the quantity of the materials consumed
to bring the stock up to the predetermined quantity. In short this type of stores operates in a similar way
tfo a petty cash system, so this system of stores is also known as the imprest system of stores control.

Advantages:

(a) It ensures the prompt issue of stores.

(b) It confines the advantages of centralized stores with sub-stores and at the same time it does not
sacrifice the cenfralized conftrol.

(c) It reduces handling cost of materials.
(d) It avoids the maintenance of elaborate inventory records.

Control of the Stores:
Classification and Codification of Material:

In case of large organizations the number and types of materials used is considerable and unless each
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item is distinguished and stored separately it would be impossible to find them out when they are
required for production or any other operation. It may happen that either one type of material is in
excess or another type may be altogether non-existent. It is therefore, essential that a proper system of
classification and codification.

Classified into different categories according to their nature or type, viz., mild steel, tool steel, brass,
bronze, copper, glass, timber, etc., and then again within such broad classification into rounds; bars,
strips; angles, etc. There are two steps in the classification and codification of materials - determination
of the number of items, their nature, other characteristics and classification of the items of comparable
nature or type into suitable groups or classes.

Various classes of coding are in practice and the common types are stated below:

(a) Alphabetical Scheme: Alphabetics are only used for codification. Like Mild Steel Sheets are coded
as MSS.

(o) Numeric Scheme : In this scheme numericals are used instead of alphabets, For example If steel is
given main code of 300 mild steel may be coded as 310 and mild steel sheet may be coded as
311, mild steel bar may be coded as 3112.

(c) DecimalScheme: Itis similar fo the numeric scheme in which the groups are represented by number
and digifs after the decimal indicate sub-groups of items. For example, where the steelis coded as
3.00 mild steel may be coded as 3.10 and mild steel sheet can be coded as 3.11 and mild sheet
bar as 3.12 and so on.

(d) Block Scheme: In this case block of number are allotted for classification of specific groups such
as for material classification the block of number 1 to 999 may be reserved, for raw materials; 1000
to 1999 for stores and spares; 2000 to 2999 for finished goods.

(e) Combination Scheme : Here the code structure takes in account both alphabetic and numeric
schemes and strikes a balance between the two. Mild steel by coded as MS and the sheets, bars,
strips, rounds of mild steel may be coded as MSO1, MS02, MS04 and so on. This code is most com-
monly used because this system has got the advantage of both the alphabetic and numeric
systems and is quite flexible in nature.

Advantages of Classification & Codification of materials:

(a) The procedure assists in the easy identification and location of the materials because of their
classification.

(b) It minimises the recording of the nature/ type of the materials with detailed description on every
document relating to the fransaction of materials.

(c) Codificationis a mustin the case of mechanisation of the stores accounting.

(d) The method is simple to operate and definitely saves time and money in respect of both physical
location/ identification of materials as well as recording of the materials.

After the material classification and codification is done for all the materials, for each material code
we have to fix the Minimum Level, Maximum Level, Re-order Level and Re-order Quantity. It is the
storekeeper’s responsibility to ensure inventory of any material is maintained between the Minimum
Level and Maximum Level.

Maximum Level:

The Maximum Level indicates the maximum quantity of an item of material that can be held in stock
at any time. The stock in hand is regulated in such a manner that normally it does not exceed this level.
While fixing the level, the following factors are to be taken into consideration:

(a) Maximum requirement of the store for production purpose, at any point of time.
(b) Rate of consumption and lead time.
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(c) Nature and properties of the Store: For instance, the maximum level is necessarily kept low for
materials that are liable to quick deterioration or obsolescence during storage.

(d) Storage facilities that can be conveniently spared for the item without deferminant to the
requirements of other items of stores.

(e) Cost of storage and insurance.

(f) Economy in prices: For seasonal supplies purchased in bulk during the season, the maximum level
is generally high.

(g) Financial considerations: Availability of funds and the price of the stores are to be kept in view. For
costly items, the maximum level should be as low as possible. Another point fo be considered is
the future market trend. If prices are likely to rise, the concern may like to stock-piling for keeping
large stock in reserve for long-term future uses and in such a case, the level is pushed up.

(h) Rules framed by the government for import or procurement. If due to these and other causes
materials are difficult to obtain and supplies are irregular the maximum level should be high.

(i)  The maximum level is also dependent on the economic ordering quantity.

Maximum Level = Re-Order Level + Re-Order Qty - (Minimum Rate of Consumption X Minimum Re-Order
Period)

Minimum Level:

The Minimum Level indicates the lowest quantitative balance of an item of material which must be
maintained at all fimes so that there is no stoppage of production due to the material being not available.
In fixing the minimum level, the following factors are to be considered :-

(a) Nature of the item: For special material purchased against customer’s specific orders, no minimum
level is necessary. This applies to other levels also.

(b) The minimum time (normal re-order period) required replenishing supply: This is known as the Lead
Time and are defined as the anficipated time lag between the dates of issuing orders and the
receipt of materials. Longer the lead time, lower is minimum level, the re-order point remaining
constant.

(c) Rate of consumption (normal, minimum or maximum) of the material.
Minimum Level=Re-Order level - (Normal Rate of Consumption X Normal Re-Order Period)
Re-Order Level:

When the stock in hand reach the ordering or re-ordering level, store keeper has to initiate the action
for replenish the material. This level is fixed somewhere between the maximum and minimum levels
in such a manner that the difference of quantity of the material between the Re-ordering Level and
Minimum Level will be sufficient to meet the requirements of production up to the time the fresh supply
of material is received.

The basic factors which are taken into consideration in fixing a Re-ordering Level for a store item
include minimum quantity of item to be kept, rate of consumption and lead fime which are applied
for computing of this level.

Re-Ordering level= Minimum Level + Consumption during lead time
= Minimum Level + (Normal Rate of Consumption x Normal Re-order Period)
Another formula for computing the Re-Order level is as below

Re-Order level = Maximum Rate of Consumption X Maximum Re-Order period (lead time)

>2.2.1 21 COST ACCOUNTING AND FINANCIAL MANAGEMENT



|

5

Danger Level:

It is the level at which normal issue of raw materials are stopped and only emergency issues are only
made. Thisis a level fixed usually below the Minimum Level. When the stock reaches this level very urgent
action for purchases is indicated. This presupposed that the minimum level contains a cushion fo cover
such contingencies. The normal lead fime cannot be afforded at this stage. It is necessary to resort to
unorthodox hasty purchase procedure resulting in higher purchase cost.

The practice in some firms is to fix danger level below the Re-Ordering Level but above the Minimum
Level.Insuch case, if action for purchase of an item was taken when the stock reached the Re-Ordering
Level, the Danger Level is of no significance except that a check with the purchases department may
be made as soon as the Danger Level is reached to ensure that everything is all right and that delivery
will be made on the scheduled date.

Danger Level = Normal Rate of Consumption x Maximum Re-OrPeriod for emergency purchases
lllustration 3
The components A and B are used as follows:

Normal usage
Maximum usage
Minimum usage

Reorder Quantity ...
... A 41to 6 weeks, B 2 to 4 weeks.

Reorder period

... 300 units per week each
... 450 units per week each
.. 150 units per week each

A 2,400 units; B 3,600 units.

Calculate for each component:

a) Re-order Level b) Minimum Level c) Maximum Level d) Average Stock Level.
Solution:

Particulars A B
a) |Reorder Level 2700 units 1800 units
[Max. Consumption x Max. Re-order | (450 x 6) (450 x 4)
Period]
b) [Minimum Level
[ROL = (Normal Consumption x Normal | 1200 unifs 900 units
Re-order period)] [2700 — (300%5)] [1800 — (300x3)]
c) |Maximum Level
[ROL + ROQ - (Min. Consumption x Min. [ 4500 units 5100 units
Re-order Period)] [2700 + 2400 — (150%4)] [1800 + 3600 — (150  2)]
d) |Average Stock Level 2850 units 3000 units
[Min. Level + Max. Level] / 2 [4500 + 1200 / 2] [5100 + 900 / 2]
OR (or) (or)
[Min. Level + V2 Re-order Quantity] 2400 units 2700 units
1200 + % (2400) 900 + % (3600)

Stores Records

The bin cards and the stores ledger are the two important stores records that are generally kept for
making a record of various items.

Bin Card:

Bin Card is a quantitative record of receipts, issues and closing balance of items of stores. Separate
bin cards are maintained for each item and are placed in shelves or bins. This card is debited with the
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quantity of stores received, credited with the quantity of stores issued and the balance of quantity of
store is taken after every receipt orissue. The balance quantity of the item may be easily known at any
fime. To have an up to date balance of stores, the principle of ‘before fouching the item, bin card
should be touched’. For each item of stores, Material Code, Minimum Quantity, Maximum Quantity,
Ordering Quantity, Balance Quantities are stated on the bin card. Bin card is also known as ‘Bintag’ or
‘Stock card’

BIN CARD OF APHME LTD

Material Code: Maximum Level:
Mat. Description: Minimum Level:
Location: Re-ordering level:

Unit of Measurement:

Verification with Stores
Date |Doc No. |Received from / Issued to Receipts |Issue |Balance |ledger Date & Verified By

Stores Ledger:

Stores Ledger is maintained by the costing department to make record of all receipts, issues of materials
with quantities, values (Sometimes unit rates also). Ledger resembles with bin cards except that receipts,
issues and balances are shown along with their money value. The ledger contains an account for every
item of stores in which receipts, issues and balances are recorded both in quantity and value.

Stores Ledger of Krishna Engineering Lid.

Material code: Minimum Qty:
Bin No: Maximum Qty:
Material Description: Ordering Qty:
Location:
R ipt | Bal
Date eceipts ssues alance

GR No| Qty | Rate | Amount | SRNo | Qty | Rate | Amount | Qty | Rate | Amount
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Difference between Bin Card and Stores Ledger:-

Bin Card Stores Ledger

a) It is maintained by the store keeper. a) It is maintained in the Costing department.

b) It contains only quantitative details of materials [b) It contfains information both in quantity and
received, issued and returned to stores. value.

c) Entries are made when fransactions take|c) It is always posted after the transaction.
place.
d) Each transaction is individually posted. d) Transactions may be summarized and then
posted.

e) Inter-department transfers do not appear in |e) Material fransfers from one job to another job are
Bin-card. recorded for costing purpose.

Reconciliation of Stores ledger and Bin Card:

Normally there should not be any difference between the quantities shown in the Bin Card and the
Stores Ledger. However, in practice differences arise mainly due to the following reasons:-

(a) Arithmetical error in working out the balances.

(b) Non-posting of a document either in a bin card or in the stores ledger may be due to non receipt
of a document.

(c) Posting in the wrong bin card or in the wrong sheet (code) of the stores ledger.
(d) Posting of receipts under issue and vice-versa.

(e) Materials issued or received on loan or for approval are sometimes entered in bin card, but not in
stores ledger.

Any difference between the stores ledger and bin card defeats the purpose for which the two separate
sefs are maintained and renders physical stocking ineffective as the correct book balance for the
purpose of comparison with physical balance is not available. So to control or reduce the mismatch
between the stores ledger and bin card and maintain the correct balance in the books of accounts
various methods are followed.

Perpetual Inventory System:

Perpetual Inventory System may be defined as ‘a system of records maintained by the confrolling
department, which reflects the physical movements of stocks and their current balance’. Thus it is a
system of ascertaining balance after every receipt and issue of materials through stock records to
facilitate regular checking and to avoid closing down the firm for stock taking. To ensure the accuracy
of the perpetual inventory records (bin card and Stores ledger), physical verification of stores is made
by a programme of continuous stock taking.

The operation of the perpetual inventory system may be as follows :-

(a) The stockrecords are maintained and up fo datfe posting of fransactions are made there in so that
current balance may be known at any time.

(b) Different sections of the stores are taken up by rotation for physical checking. Every day some items
are checked so that every item may be checked for a number of times during the year.

(c) Storesreceived but awaiting quality inspection are not mixed up with the regular stores at the time
of physical verification, because entries relating to such stores have not yet been made in the stock
records.

d) The physical stock available in the store, after counting, weighing, measuring or listing as the case
may be, is properly recorded in the bin cards / Inventory tags and stock verification sheets.
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Perpetual inventory system should not be confused with continuous stock taking; Confinuous stock
taking is an essential feature of perpetual inventory system. Perpetual inventory means the system of
stock records and continuous stock taking, where as continuous sfock taking means only the physical
verification of the stock records with actual stocks.

In confinuous stock taking, physical verification is spread throughout the year. Everyday 10 fo 15 items
are taken at random by rotation and checked so that the surprise element in stock verification may
be maintained and each item may be checked for a number of times each year. On the other hand
the surprise element is missing in case of periodical checking, because checking is usually done at the
end of year.

Advantages of perpetual inventory system:

(a) The system obviates the need for the physical checking of all items of stock and stores at the end
of the year.

(o) It avoids the dislocation of the routine activities of the organisation including production and
despatch.

(c) Areliable and detailed check on the stores is maintained.

(d) Errors, irregularities and loss of stock through other methods are quickly detached and through
necessary action recurrence of such things in future is minimised.

(e) Astheworkis carried out systematically and without undue haste the figures are readily available.

(f)  Actualstock can be compared with the authorised maximum and minimum levels, thus keeping the
stocks within the prescribed limits. The disadvantages of excess stocks are avoided and capitalised
up in stores materials cannot exceed the budget.

(g) The recorder level of various items of stores are readily available thus facilitating the work of
procurement of stores.

(h) Formonthly or quarterly financial statements like Profit and Loss Account and Balance Sheet the stock
figures are readily available and it is not necessary to have physical verification of the balances.

Periodical Stock Verification:

This system envisages physical stock verification at a fixed date/period during the year. Generally under
this system the activity takes place at the end of the accounting period or a date close to such date.
Usually the system is opened in the following manner:-

(a) A period of 5/7 days, depending on the magnitude of the work is chosen during which all the items
under stock are verified physically and such period is known as ‘cut-off’ period. During this period
there are no movements of stock items and neither ‘receipts’ nor are ‘issues permitted.

(b) The items are physically counted/measured depending on their nature and are noted down in
records which are signed by the auditors if they are present in stock verification.

(c) The bin cards balances are also checked and initiated. Generally the physical balances and bin
card balances of various items should be same unless shortage/excesses are there or the recording/
balancing in the cards are incorrect.

(d) Afterthe physical verificationis completed work sheets are countersigned by the godown supervisors
and the stock verified.

(e) Thereafter reconciliation statement is prepared item wise where the physical balances and bin
card balances are different.

(f)  Then the balance as per bin cards and as per stores ledger is also compared and necessary
adjustments are made fo show the correct position of stock at the year end.
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(g) Finally the shortages/excess statement is prepared by the concerned departments and are placed

before the higher management for their approval for adjustments.
ABC Analysis:

The “ABC Analysis” is an analytical method of stock control which aims at concentrating efforts on those
items where attention is needed most. It is based on the concept that a small number of the items in
inventory may typically represent the bulk money value of the total materials used in production process,
while a relatively large number of items may present a small portion of the money value of stores used
resulting in a small number of items be subjected to greater degree of confinuous control.

Under this system, the materials stocked may be classified info a number of categories according to
theirimportance, i.e., their value and frequency of replenishment during a period. The first category (we
may callit group ‘A’ items) may consist of only a small percentage of total items handled but combined
value may be alarge portion of the total stock value. The second category, naming it as group ‘B’ items,
may be relatively less important. In the third category, consisting of group ‘C" items, all the remaining
items of stock may be included which are quite large in number but their value is not high.

This concept may be clear by the following example:

Category No. of Items % of the Total Value % of the Total| Average Value
No. of Items z Value Item z

A 75 6 70,000 70 933

B 375 30 20,000 20 53

C 800 64 10,000 10 12
1250 100 1,00,000 100 998

Category ‘A’ items represent 70% of the total investment but as little as only 6% of the number of items.
Maximum control must be exercised on these items. Category 'B' is of secondary importance and
normal control procedures may be followed. Category "C' comprising of 64% in quantity but only 10%
in value, needs a simpler, less elaborate and economic system of control.

The advantages of ABC analysis are:

(a) Closer and stricter control of those items which represent a major portion of total stock value is
maintained.

(b) Investment in inventory can be regulated and funds can be utilized in the best possible manner.
‘A’ class items are ordered as and when need arises, so that the working capital can be utilized in
a best possible way.

(c) With greater control over the inventories, savings in material cost will be realized.

(d) It helps in maintaining enough safety stock for ‘C’' category of items.

(e) Scientific and selective control helps in the maintenance of high stock turnover ratio.
VED Analysis:

VED stands for Vital, Essential and Desirable- analysis is used primarily for control of spare parts. The
spare parts can be classified in o three categories i.e Vital, Essential and Desirable- keeping in view
the criticality fo production.

Vital: The spares, stock-out of which even for a short time will stop the production for quite some time,
and where in the stock-out cost is very high are known as Vital spares. For a car Assembly Company,
Engine is a vital part, without the engine the assembly activity will not be started.

Essential: The spares or material absence of which cannot be tolerated for more than few hours or a
day and the cost of lost production is high and which is essential for production to continue are known
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as Essential items. For a car assembly company ‘Tyres’ is an essential item, without fixing the tyres the
assembly of car will not be completed.

Desirable: The Desirable spares are those parts which are needed, but their absence for even a week
or more also will not lead to stoppage of production. For example, CD player, for a car assembly
company.

Some spares though smallin value, may be vital for production, requires constant attention. Such spares
may not pay attention if the organization adopts ABC analysis.

FSN Analysis:

FSN analysis is the process of classifying the materials based on their movement from inventory for a
specified period. All the items are classified in fo F-Fast moving, S- Slow moving and N-Non-moving
ltems based on consumption and average stay in the inventory. Higher the stay of item in the inventory,
the slower would be the movement of the material. This analysis helps the store keeper / purchase
department to keep the fast moving items always available & take necessary steps to dispose off the
non-moving inventory.

Just-in-Time:

Just in time (JIT) is a production strategy that strives to improve a business return on investment by
reducing in-process inventory and associated carrying costs. Inventory is seen as incurring costs, or
waste, instead of adding and storing value, contrary to traditional accounting. In short, the Just-in-Time
inventory system focuses on “the right material, at the right time, at the right place, and in the exact
amount” without the safety net of inventory.

The advantages of Just-in-Time system are as follows :-

(a) Increased emphasis on supplier relationships. A company without inventory does not want a
supply system problem that creates a part shortage. This makes supplier relationships extremely
important.

(b) Supplies come in atf regular intervals throughout the production day. Supply is synchronized with
production demand and the optimal amount of inventory is on hand at any time. When parts move
directly from the tfruck to the point of assembly, the need for storage facilities is reduced.

(c) Reduces the working capital requirements, as very little inventory is maintained.
(d) Minimizes storage space.

(e) Reduces the chance of inventory obsolescence or damage.

Inventory Turnover Ratio:

Inventory Turnover:

Inventory Turnover signifies a ratio of the value of materials consumed during a given period fo the
average level of inventory held during that period. The ratio is worked out on the basis of the following
formula:

Value of material consumed during the period
Value of average stock held during the period

Inventory Turnover Ratio =

The purpose of the above ratio is to ascertain the speed of movement of a parficular item. A high ratio
indicates that the item is moving fast with a minimum investment involved at any point of fime. On the
other hand a low ratio indicates the slow moving item. Thus Inventory Turnover Ratio may indicate slow
moving dormant and obsolet stock highlighting the need for appropriate managerial actions.
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lllustration 4

Compute the Inventory turnover ratio from the following:

Opening Stock -¥10,000
Closing Stock -%16,000
Material Consumed - 378,000

Solution:

Value of material consumed during the period
Value of average stock held during the period

Inventory Turnover Ratio =

Opening Stock + Closing Stock
2

Average Stock =

_ 10,000 +16,000

5 =13,000

78,000
13,000
=6.

Inventory Turnover Ratio =

Valuation of Material Receipts:

Principles of valuation of receipt of materials as per CAS-6 are as follows:-

(a)

(o)

()

(9)

(h)

The material receipt should be valued at purchase price including duties and taxes, freight inwards,
insurance and other expenditure directly attributable to procurement (net of discounts, rebates,
taxes and duties refundable) that can be quantified with reasonable accuracy at the time of
acquisition.

Finance costs incurred in connection with the acquisition of materials shall not form part of the
material cost.

Self manufactured item shall be valued including the direct material, direct labour, direct expenses,
factory overheads, share of administrative overheads relating to the production but excluding
share of other administrative overheads, finance cost and marketing overheads. In case of captive
consumption, valuation shall be in accordance with Cost Accounting Standard-4.

Spares which are specific to an item of equipment shall not be taken into inventory, but shall
be capitalized with cost of specific equipment. Cost of spares procured for equipment shall be
amortized over a period, not exceeding the useful life of the equipment.

Normal loss or spoilage of material prior to reaching the factory or at places where the services are
provided is absorbed in the cost of balance of materials net of amounts recoverable from suppliers,
insurers, transporters or recoveries from disposal.

Normal loss due to shrinkage or evaporation and gain due to elongation or absorption or moisture
...efc before the material is received is absorbed in material cost to the extent they are normal,
with corresponding adjustment in quantity.

The foreign exchange component of imported material cost is converted at the rate on the date
of transaction (material / service recording in books of accounts). Any subsequent change in the
exchange rate till payment or otherwise will not form part of the material cost.

Any demurrage or detention charges or penalty levied by transport or other authorities shall not
form part of the cost of materials.

Subsidy/grant/incentive and any such paymentreceived / receivable with respect to any material
shall be reduced from cost for ascertainment of the cost of cost object.
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Valuation of Material Issues:

Principles of valuation of issue of materials as per CAS-6 are as follows :-

a) Issuesshall be valued using appropriate assumptions on cost flow such as FIFO, LIFO, and Weighted
average rate. The method of valuation shall be followed on a consistent basis.

(b) Where materials are accounted at standard cost, the price variances related to materials shall be
freated as part of material cost.

(c) Any abnormal cost shall be excluded from the material cost.

(d) Wherever the material cost includes the tfransportation costs, determination of transportation cost
shall be based on CAS-5, i.e Equalized Transportation Costs.

(e) Material cost may include imputed costs not considered in Financial Accounts.

(f)  Self manufactured item shall be valued including the direct material, direct labour, direct expenses,
factory overheads, share of administrative overheads relating to the production but excluding
share of other administrative overheads, finance cost and marketing overheads. In case of captive
consumption, valuation shall be in accordance with Cost Accounting Standard-4.

(9) The material cost of normal scrap / defectives which are rejected shall be included in the material
cost of goods manufactured. The material cost of actual scrap / defectives, not exceeding the
normal shall be adjusted in the material cost of good production. Material cost of abnormal scrap/
defectives should not be included in material cost.

Materialsissued from stores should be priced at the price at which they are carried in inventory. Material
may be purchased from different suppliers at different prices in different situations, where as consumption
may happen the entire inventory at a time or at different lots....efc. So issue of materials should be valued
after considering the following factors:-

(a) Nature of business and production process.
(o) Management policy relating to the closing stock valuation.
(c) Frequency of purchases and price fluctuations.

Several methods of pricing of material issues have been evolved; these may be classified into the
following:-

Cost Price Method

(a) Firstin First out

(b) Last-in-first out

(c) Base Stock Method

Specific price method

(a) Average Price Method

(b) Simple Average Price Method

(c) Weighted Average Price Method
(d) Moving Simple Average Method
(e) Moving Weighted Average Method
Market Price Methods

(a) Replacement Method

(o) Realisable Price Method
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Notional Price Methods:

(a) Standard Price Method

(o) Inflated Price Method

We may now briefly discuss all the above methods
1) First in - First Out Method:

It is a method of pricing the issue of materials in the order in which they are purchased. In other words
the materials are issued in the orderin which they arrive in the store. This method is considered suitable in
fimes of falling price because the material cost charged to production will be high while the replacement
cost of materials will be low. In case of rising prices this method is not suitable.

Advantages of FIFO:-

(a) Itissimple and easy to operate.

(o) In case of falling prices, this method gives better results.

(c) Closing stocks represents the market prices.

Disadvantages:-

(a) If the prices fluctuate frequently, this method may lead to clerical errors.
(b) In case of rising prices this method is not advisable.

(c) The material costs charged to same job are likely to show different rates.
2) Last-in-First Out Method:

Under this method the prices of last received batch (lot) are used for pricing the issues, untfil it is exnausted
and so on. During the inflationary period or period of rising prices, the use of LIFO would help to ensure
the cost of production determined approximately on the above basis is approximately the current one.
Under LIFO stocks would be valued at old prices, but not represent the current prices.

Advantages:-

(a) The cost of materials issued will be either nearer to and/or will reflect the current market price.
(b) In case of falling prices profit tends to rise due to lower material cost

Disadvantages:

(a) The computations become complicated if foo many receipts are there.

(b) Companies having JIT system will face this problem more.

3) Base Stock Method:

A minimum quantity of stock under this method is always held at a fixed price as reserve in the stock, to
meet a state of emergency, if arises. This minimum stock is known as Base Stock and is valued at a price
at which the first lot of materials is received and remains unaffected by subsequent price fluctuations.
The quantity in excess of the base stock may be valued either on the LIFO basis or FIFO basis. This method
is not an independent method as it uses FIFO or LIFO. Its advantages and disadvantages therefore will
depend upon the use of the other method.

4) Specific Price Method:

This method is useful, especially when the materials are purchased for a specific job or work order, and
as such these materials are issued subsequently to that specific job or work order at the price at which
they were purchased. The cost of materials issued for production purposes to specific jobs represent
actual and correct costs. This method is specific for non-standard products. This method is difficult to
operate, especially when purchases and issues are numerous.
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5) Simple Average Price Method:

Under this method materials issued are valued at average price, which is computed by dividing the
total of all units rate by the number of units.

Material Issue Price = Total of unit prices of each purchase / Total No of Units

This method is useful, when the materials are received in uniform lots of similar quantity and prices do
not fluctuate considerably.

6) Weighted Average Price Method:

This method removes the limitation of Simple Average Method in that it also takes intfo account the
quantities which are used as weights in order fo find the issue price. This method uses total cost of material
available forissue divided by the quantity available for issue.

Issue Price = Total Cost of Materials in stock / Total Quantity of Materials in stock
7) Moving Simple Average Price Method:

Under this method the rate for material issue is determined by dividing the total of the periodic simple
average prices of a given number of periods by the number of periods. For determining the moving
simple average price, it is necessary to fix up first period to be taken for determining the average.
Suppose a three monthly period is decided upon and moving average rate for the month of April is to
be computed. Under such situation, we have to make a simple list of the simple average price from
January to March, add them up, and divide the total by three. To compute the moving average for
May, we have to omit simple average rate pertains to January and add the rate relating tfo the April
and divide the total by three.

8) Moving Weighted Average Price Method:

Under this method, the issue, rate is computed by dividing the total of the periodic weighted average
price of a given number of periods by the number of periods.

9) Replacement Method:

Replacement price is defined as the price at which it is possible to purchase an item, identical to that
which is being replaced or revalued. Under this method, materials issued are valued at replacement
cost of the items. Advantage of this method is issue cost reflects the current market price. But the difficult
involved under this method is determination of market price of material before each issue.

10) Readlisable Price method:

Realisable price means a price at which the material to be issued can be sold in the market. This price
may be more or less than the cost price, at which it was originally purchased.

11) Standard Price Method:

Under this method, materials are priced at some predetermined rate of standard price irrespective of
the actual purchase cost of the materials. Standard cost is usually fixed after taking into consideration
the current price, anficipated market trends. This method facilitates the control of material cost and task
of judging the efficiency of purchase department. But it is very difficult to fix the standard price when
the prices fluctuates frequently.

12) Inflated Price Method:

In case of materials that suffers loss in weight due to natural or climatic factors ex: evaporation...etc the
issue price of the materials is inflated to cover up the losses.
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lllustration 5
Prepare a statement showing the pricing of issues, on the basis of
(a) Simple Average and
(b) Weighted Average methods from the following information pertaining to Material-D
2012 March 1 Purchased 100 units @ ¥10 each

2 Purchased 200 units @ ¥ 10.2 each.

5 Issued 250 units to Job X vide M.R.No.12

7 Purchased 200 units @ X10.50 each

10 Purchased 300 units @ ¥10.80 each

13 Issued 200 units to Job Y vide M.R.No.15

18 Issued 200 units to Job Z vide M.R.No.17

20 Purchased 100 units @ X11 each

25 Issued 150 units to Job K vide M.R.No.25
Solution:
(a) Simple Average Method:

Stores Ledger Account

Receipts Issue Balance
Date Qty. Price Value Qty. Price Value Qty. Value
3 3 3 3 3

2012

March 1 100 10 1000 - - - 100 1000
March 2 200 10.2 2040 - - - 300 3040
March 5 - - - 250 10.10 2525 50 515
March 7 200 10.5 2100 - - - 250 2615
March 10 300 10.8 3240 - - - 550 5855
March 13 - - - 200 10.50 @ 2100 350 3755
March 18 - - - 200 10.65 © 2130 150 1625
March 20 100 11 1100 -- -- - 250 2725
March 25 - - - 150 10.90 @ 1635 100 1090

Working Notes:

1. Calculation of Price for Issue on March 5"
=10+10.2/2 =X10.10

2. Calculation of Price for Issue on March 13
=10.2+10.5+10.8/3 =%10.5

3. Calculation of Price for Issue on March 18"
=10.5+10.8/2=%10.65

4, Calculation of Price for Issue on March 25™
=108+ 11/2 =%10.90
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(b) Weighted Average Method:
Stores Ledger Account

Receipts Issue Balance

Date Qty. Price Value Qty. Price Value Qty. Value
3 i 3 i i

2012
March 1 100 10 1000 - - - 100 1000
March 2 200 10.2 2040 - - - 300 3040
March 5 - - - 250 10.13 () 2533 50 507
March 7 200 10.5 2100 - - - 250 2607
March 10 300 10.8 3240 - - - 550 5847
March 13 - - - 200 10.63 @ 2126 350 3721
March 18 - - - 200 10.63 G 2126 150 1595
March 20 100 11 1100 - - - 250 2695
March 25 - - - 150 10.78 4 1617 100 1078

Working Notes:
1. Calculation of price for Issue on March 5"

= 3040/300 =X10.13

2. Calculation of price for Issue on March 13"
= 5847/550 =%10.63

3. Calculation of price for Issue on March 18"
=3721/350 =%10.63

4. Calculation of price for Issue on March 25™M
=2695/250 =%10.78

lllustration 6

The stock of material held on 1-4-2012 was 400 units @ 50 per unit. The following receipts and issues were
recorded. You are required o prepare the Stores Ledger Account, showing how the values of issues
would be calculated under Base Stock Method, both through FIFO AND LIFO base being 100 units.

2-4-2012 Purchased 100 units @55 per unit
6-4-2012 Issued 400 units

10-4-2012 Purchased 600 units @ 55 per unit
13-4-2012 Issued 400 units

20-4-2012 Purchased 500 units @ 65 per unit.
25-4-2012 Issued 600 units
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10-5-2012 Purchased 800 units @ X70 per unit

12-5-2012 Issued 500 units

13-5-2012 Issued 200 units

15-5-2012 Purchased 500 units @ X75 per unit

12-6-2012 Issued 400 units

15-6-2012 Purchased 300 units @ X 80 per unit
Solution:

Stores Ledger Account [under Base Stock through FIFO Method]

Receipts Issue Balance
Date Qty. Price Value Qty. | Price Value Qty. Price Value
i i 3 i i i
1-4-2012 - - - - - - 100 50 5,000
300 50 15,000
2-4-2012 100 55 5,500 - - - 100 50 5,000
300 50 15,000
100 55 5,500
6-4-2012 - - - 300 50 15,000
100 55 5,500 100 50 5,000
10-4-2012 600 55 33,000 - - - 100 50 5,000
600 55 33,000
13-4-2012 -- -- - 400 55 22,000 100 50 5,000
200 55 11,000
20-4-2012 500 65 32,500 - - - 100 50 5,000
200 55 11,000
500 65 32,500
25-4-2012 - - - 200 55 11,000 100 50 5,000
400 65 26,000 100 65 6,500
10-5-2012 800 70 56,000 - - - 100 50 5,000
100 65 6,500
800 70 56,000
12-5-2012 -- -- - 100 65 6,500 100 50 5,000
400 70 28,000 400 70 28,000
13-5-2012 - - - 200 70 14,000 100 50 5,000
200 70 14,000
15-5-2012 500 75 37,500 - - - 100 50 5,000
200 70 14,000
500 75 37.500
12-6-2012 -- -- - 200 70 14,000 100 50 5,000
200 75 15,000 300 75 22,500
15-6-2012 300 80 24,000 - - - 100 50 5,000
300 75 22,500
300 80 24,000
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Stores Ledger Account [under Base Stock through LIFO Method]

Receipts Issue Balance

Qty. | Price Value Qty. | Price Value Qty. | Price Value

Date 3 3 3 3 3 3
1-4-2012 - - - - - - 100 50 5,000
300 50 15,000
2-4-2012 100 55 5,500 - - - 100 50 5,000
300 50 15,000
100 55 5,500

6-4-2012 - - -| 100 55 5,500

300 50 15,000 100 50 5,000
10-4-2012 600 55 33,000 - - - 100 50 5,000
600 55 33,000
13-4-2012 - - -1 400 55 22,000 100 50 5,000
200 55 11,000
20-4-2012 500 65 32,500 - - - 100 50 5,000
200 55 11,000
500 65 32,500
25-4-2012 - - -1 500 65 32,500 100 50 5,000
100 55 5,500 100 55 5,500
10-5-2012 800 70 56,000 - - - 100 50 5,000
100 55 5,500
800 70 56,000
12-5-2012 - - -| 500 70 35,000 100 50 5,000
100 55 5,500
300 70 21,000
13-5-2012 - - - 200 70 14,000 100 50 5,000
100 55 5,500
100 70 7,000
15-5-2012 500 75 37,500 - - - 100 50 5,000
100 55 5,500
100 70 7,000
500 75 37,500
12-6-2012 - - -| 400 75 30,000 100 50 5,000
100 55 5,500
100 70 7,000
100 75 7,500
15-6-2012 300 80 24,000 - - - 100 50 5,000
100 55 5,500
100 70 7,000
100 75 7,500
300 80 24,000

Other Important concepts under Materials

1. Valuation of Work-in-Progress:

Unlike closing stock of finished goods, which is valued at cost or market price, whichever is lower, work-
in-progress is always valued on the basis of cost. The problem arises whether overheads should be
included in the costs of work-in-progress.
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There are three ways of valuing work-in-progress.

(a) At Prime Cost :

This is a conservative method of valuation. Overheads are not added to prime cost for valuing work-
in-progress. As a result of the exclusion of overneads, the cost of the subsequent period is understated
and the cost of production for the current period is inflated to that extent.

(b) Prime Cost plus Variable Overheads:

Under Marginal Costing method, work-in-progress is valued at prime cost plus variable overheads.
Fixed overheads are excluded on the basis that these are period costs and should be recovered from
revenue, i.e., sales, only.

(c) At Total Cost :

The valuation is done aft full costs inclusive of both variable and fixed overheads. The logic behind
this method is that work-in-progress should carry the proportionate cost of the overheads and cost of
production of completed items should not be burdened. This method is most commonly used.

2. Abnormal and Normal Wastage of Materials
Wastage may be classified as normal or abnormal according to the circumstances.

Normal wastage denotes that part of the wastage which is generally bound to arise in a manufacturing
processing on account of evaporation, shrinkage of basic raw materials or on account of typical
manufacturing process being involved. Usually such wastage remains within certain normal ratio or
percentage of the input.

On the other hand, abnormal wastage is that loss which does not arise in the ordinary course of
manufacturing process but is the result of certain adverse circumstances such as power failure, major
breakdown of machinery non-availability of the basic raw materials, etc. It is generally not possible to
estimate the extent of such wastage before as they are much more than the normal ratio/percentage
of loss compared to the input of basic materials.

Since the normal wastage of the materials is an unavoidable and unconftrollable issue, it should be
recovered through good production. The cost of such normal wastages will be recovered as production
overhead and apportioned on the number of units produced. Necessary allowance should however
be made for any amount which the wastage should realize when it is disposed of. On the contrary, the
cost of abnormal wastage should be separately collected and charged off to the Costing Profit and
Loss Account so as noft to vitiate the Production Cost of good units produced.

3. Material Requisition Note:

Material Requisition is a document issued by a department in charge requesting the Storekeeper to
issue certain materials to a job or standing order number. It is an important document as it authorises
issue of materials from stores and thereby should be authenticated by appropriate authority. It forms
the basis of crediting the Marginal Account in the stores ledger as the materials are taken out on the
stfrength of such documents. The corresponding debit to work-in-progress account or Job Account
for standing order number is also made on the basis of such documents. This document enables the
Accounts Department to value the issue of the materials fo find out the cost of materials issued. The
storekeeper uses this department to check total item wise issues made by him during a certain period
by adding up the details of issue from this document.

4. Material Transfer Note:

Material Transfer Note is a document used for transferring the material from one department to other
department or one site to other site or one job to other job. The need for Material Transfer Note arises
under the following conditions:

(a) Great urgency for such materials as normal procedure for requisitioning the materials may resulf in
delay in completion of the job.
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(o) Where two jobs are being executed side by side or very near to each other and stores department
is situated at a great distance, adoption of normal procedure for requisitioning the materials may
mean unnecessary expendifure in handling and fransportation, especially in cases of heavy materials
(e.g. iron rails).

(c) Frequent shifting of materials (for returning to stores and for re-issue) may result in wastage or
breakage.

(d) Ifthe goods are of perishable nature (e.g. Vegetable or Fruits) and refrigeration may not keep them
fresh for a long time.

Procedure to be followed to transfer the material is as follows:

(a) Transferring supervisor will prepare a Material Transfer Note giving all the details of the materials
tfransferred and will send this note to the supervisor of the job tfo which materials being
transferred.

(b) Transferee supervisor will sign the note in foken of receipt of the materials and send it back to the
transferring supervisor.

(c) This note will then be send to Cost Office where necessary entries will be passed and respective
job accounts debited and credited.

5. Bill of Material:

Bill of Materialis a complete schedule of parts and materials required for a particular order prepared by
the Drawing Office and issued by it together with necessary blue prints of drawings. For standard products,
printed copies of Bill of Material are kept with blank spaces for any special details of modification to
be filled in for a particular job/order. The schedule details everything, even to bolts and nuts, sizes and
weights. The document solves a number of useful purposes, such as:

(a) It provides a gquantitative estimate of budget of material required for a given job, process or
operation which might be used for confrol purposes.

(b) It substitutes material requisitions and expedite issue of materials.

(c) The store-keeper can draw up a programme of material purchases and issue for a given period.
(d) It provides the basis for charging material cost to the respective job/process.

6. Waste:

Definition : Thisis the residue such a smoke, dust, gases, slag, efc., which arises in course of manufacturing
process and practically no measurable sale or utility value. In certain types of processes and operations,
some material physically disappears on account of shrinkage, evaporation etfc., with the result that the
quantity of the output is less than the input. Such wastage is termed invisible waste where the residual
instead of fetching any value, creates a problem for its dispose which entails further costs. Special
arrangements have to be made for disposal and refuse, effluent, obnoxious gases, efc.

Accounting: As waste has practically no value, its accounting is relatively simple. The effect of the waste
is toreduce the quantity of output; In order to arrive at the unit cost of the process, operation, or job, the
total cost of the process, efc., is distributed over the reduced outfput, i.e., the units of good production
only. The cost of abnormal waste, should, however, be excluded from the total cost and charged to
the Profit and Loss Account.

The actual waste is observed against standards and periodically reported tfo the management.
7. Scrap:

This is also in the form of incidental material residue coming out of certain types of manufacturing
processes but it is usually in small amounts and has low measurable utility or market value, recoverable
without further processing. Numerous examples of scrap may be given; scrap may arise in the form of
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furnings, borings, frimmings, fillings, shavings etc., from metals on which machine operations are carried
out; saw dust and frimmings in the timber industry; dead heads and bottom ends in foundries; and
cuttings, pieces, and split in leather industries. Scrap should always be physically available unlike waste
which may or may not be present in the form of a residue.

Accounting treatment of scrap is as follows:
(a) Sales Credited to Revenue:

In this method, the scrap is not cost and its value does not, therefore, appear separately in the Cost
Accounts. Only a quantitative record of the scrap returned to storeroom from the shops is maintained
and the sale value realised from time to time is credited to the Profit and Loss Account as miscellaneous
revenue.

(b) Credit to Overhead:

In this method and in the following method the scrap is assigned a cost. The cost is usually the sale value
of the scrap less selling and distribution costs. If the scrap has no ready market but has only ufility or use
value, and is taken as a credit fo manufacturing overhead. The effect of this credit is to reduce the
overhead recovery rate. When predetermined overhead rates are in use, it is more expedient to credit
an estimated allowance for the scrap instead of the amount of actual scrap.

(c) Creditto Jobs:

The scrap is assigned a cost and is fraced to the job which yielded the scrap. This affords a reasonable
amount of credit to the jobs and widely different.

(d) Transfer to Other Jobs:

Scrap arising in one job may be issued for ufilization in another job. Such fransfers of scrap from one job
tfo another should be affected through Material Transfer Notes. Alternatively, scrap may be returned to
store room and subsequently issued to another job for ufilization. The latter method is more appropriate
when some further processing is required on the scrap before it can be utilized for other jobs.

Control of Scrap:

Scrapis also an unavoidable residue material arising in the process of manufacture. The basic difference
between scrap and waste is that while waste may not have any value, scrap must necessarily have
a value, though a comparatively small one. Scrap may be sold or re-used in some process. In some
industries, arising of scraps of various types in significant quantities is a regular feature and in such
cases, it would be worth while having a proper administrative set-up for confrol of scrap. A Scrap
Survey Committee may be constituted which would be responsible for such matters as (1) classifying
the various types of scrap; (2) Assessing the quantum of each; and (3) Deciding upon the manner of
their use or disposal.

Control of scrap should start from the designing stage of the products. At the designing stage, the
type, shape and form of materials which all result in the minimum of waste or the least quantity of scrap
in manufacturing process are decided. The quantity of scrap resulting from a process also depends
upon the manufacturing equipment used and the efficiency of the operative who performs the work.
In order to minimise scrap, production should be planned so that the best possible equipment is used
and properly tfrained personnel are employed on the job

8. Spoilage:
Definition:

When production does not come up to the standard specifications or quality it has to be rejected
outright. The components or materials are so damaged in the manufacturing process that they cannot
be brought back to the normal specifications by repairs or reconditioning. Some spoiled work may be
sold as seconds but in most cases, the entire production is sold for small value in the form of scrap or
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freated as waste if it has no market value. Spoilage involves not only loss of materials but also of labour
and manufacturing overhead incurred up fo the stage when the spoilage incurred.

Accounting and Control of Spoilage:

Spoilage arises when the production output is damaged in such a manner and to such an extent that
it cannot be used for the original purpose for which it was designed but is to be disposed off in some
suitable manner without further processing. The distinction between scrap and spoiled work is that while
normal scrap arises mostly as aresult of the processing of materials, spoilage occurs due to some defect
in operations or materials which may or may not be inherent in the manufacturing process or operation.
Further, scrap has always a relatively low but some definite value, but the value of spoilage may range
from low, if it is a waste, to comparatively high values if the spoilage is to be sold as seconds.

Spoilage involves not only the loss of material but also labour and manufacturing overheads.
9. Treatment of Packing Cost:

Packing materials is of two types - primary and secondary. Primary containers are essential to put the
goods in a saleable condition like ink in a bottle, jam in a jar, etc. Secondary containers are required
for delivery/transportation like crates, etc., they are returnable and reusable.

The cost of primary containers should be charged off as a production overhead and included in
production cost. On the other hand, the cost of secondary containers should charge as a selling and
distribution overhead. The cost of reusable container should be charged when they could not be used
any more due to damage, wear and tear, etfc.

In some cases, the primary packing materials may be made decorative with a view to promote sales,
and in such a case a part of the primary packing materials should be apportioned as a selling cost.

10. Carriage and Cartage Expenses:

Carriage and Cartage Expenses are incurred in the course of movement of materials or goods. Materials
may mean direct materials or indirect materials. The freatment of the Carriage and Cartfage Expenses
differ with the kind of materials/goods transported. The carriage and cartage expenses relating fo raw
materials are treated as a part of direct materials cost and those relafing to distribution of materials
or finished goods are freated as distribution overhead. In case where the carriage and cartage are
abnormal due to any reason the same is charged off o be costing Profit and Loss Account.

11. Treatment of Tools Cost:

Tools may be classified as (i) large tools and (i) small tools, large tools are normally capitalised and
depreciation charged to Factory Overheads. For small tools the following treatment may apply:

(a) Capitalization Method: In line with large tools.

(b) Revaluation Method: At the end of the year revaluation for unused life of the tools is made and
the difference between original cost and revalued cost is charged as factory overheads.

(c) Write-off-Method: Whenever such small tools are issued the department is debited with the
cost. Alternaftively cost of tools issued during a period is accumulated and distributed to various
departments on some suitable basis, e.g., hours worked.

12. Treatment of Discount Allowed by Suppliers for Bulk Purchases:

Discounts Allowed on purchases are of two types, viz., Cash Discount and Quantity and Trade Discount.
Cash Discount is usually allowed for prompt payment and the Quantity and Trade Discount for heavy
purchases. The amount of the latter discount is already credited in the invoice and the netlanded cost
of the material exclusive of the discount is considered as the material cost.
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13. Treatment of Variance Detected at Stock Taking:

If the variances are due to normal causes, i.e., due to normal dry age, shrinkage, evaporation, etc.,
these are valued at the ruling ledger rates of the items of material concerned and the amount is taken
as an item of stores overhead and recovered from production as a percentage of direct material cost
consumed. If the variances are due to abnormal causes, viz., theft, fraud, misappropriation etc., these
are valued by writing off to Costing Profit and Loss Account.

lllustration 7

Prepare a Stores Ledger Account from the following information adopting FIFO method of pricing of
issues of materials.

2012 March 1.  Opening Balance 500 tonnes @ 3200
3. Issue 70 tonnes
4. Issue 100 fonnes
5. Issue 80 tonnes
13. Received from suppliers 200 tonnes @ X190
14. Returned from Department A 15 tonnes.
16. Issued 180 tonnes
20. Received from supplier 240 tonnes @ X195
24. Issue 300 fonnes
25. Received from supplier 320 fonnes @ 200
26. lIssue 115 tonnes
27. Returned from Department B 35 tonnes
28. Received from supplier 100 tonnes @ 3200
Solution:
Stores Ledger Account [FIFO Method]
Receipts Issue Balance
Date Qty. Price Value Qty. Price Value Qty. Price Value
i i i i i i
2012
March 1 -- - - - - - 500 200 1,00,000
March 3 - -- -- 70 200 14,000 430 200 86,000
March 4 - -- -- 100 200 20,000 330 200 66,000
March 5 - - - 80 200 16,000 250 200 50,000
March 13 200 190 38,000 - - - 250 200 50,000
200 190 38,000
March 14 15 200 3.000 - - - 250 200 50,000
200 190 38,000
15 200 3,000
March 16 -- -- -- 180 200 36,000 70 200 14,000
200 190 38,000
15 200 3.000
March 20 240 195 46,800 -- -- -- 70 200 14,000
200 190 38,000
15 200 3,000
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240 195 46,800
March 24 - -- - 70 200 14,000 - - -
200 190 38,000 -- -- --
15 200 3,000 -- -- --
15 195 2,925 225 195 43,875
March 25 320 200 64,000 - - - 225 195 43,875
320 200 64,000
March 26 -- -- -- 115 195 22,425 110 195 21,450
320 200 64,000
March 27 35 195 6,825 - - - 110 195 21,450
320 200 64,000
35 195 6,825
March 28 100 200 20,000 - - - 110 195 21,450
320 200 64,000
35 195 6,825
100 200 20,000

lllustration 8

From this information provided as under, you are required to prepare a statement showing how the
issues would be priced if LIFO method is followed.

2012 Feb: 1.  Opening Balance 100 units at *10 each.
2.  Received 200 units at X10.50 each.
3. Received 300 units at X10.60 each.
4. Issued 400 units fo Job A vide M.R.No.015.
6. Issued 120 to Job B vide M.R.No.020.
7. Received 400 units atX11 each.
8. Issued 200 units to Job B vide M.R.N0.031
12. Received 300 units at X11.40 each.
13. Received 200 units at X11.50 each.
17. Issued 400 units to Job D vide M.R.No.040.
Solution:
Stores Ledger Account [LIFO Method]
Receipts Issue Balance
Date Qty. Price Value Qty. Price Value Qty. Price Value
T T £4 T T T
2012
Feb 1 - - - - - - 100| 10.00 1,000
Feb 2 200 10.50 2,100 - - - 100| 10.00 1,000
200| 10.50 2,100
Feb 3 300| 10.60 3,180 - -- - 100| 10.00 1,000
200| 10.50 2,100
300| 10.60 3,180
Feb 4 -- -- -- 300 10.6 3,180 100| 10.00 1,000
100| 10.50 1,050 100 10.5 1,050
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Feb é - - - 100] 10.50 1050 - - -
20| 10.00 200 80| 10.00 800

Feb 7 400| 11.00 4,400 - - - 80| 10.00 800
400| 11.00 4,400

Feb 8 - - - 200| 11.00 2200 80| 10.00 800
200| 11.00 2,200

Feb 12 300 11.40 3,420 - - - 80| 10.00 800
200| 11.00 2,200

300| 11.40 3,420

Feb 13 200 11.50 2,300 - - - 80| 10.00 800
200| 11.00 2,200

300| 11.40 3.420

200| 11.50 2,300

Feb 17 - - - 200 11.50 2300 80| 10.00 800
200 11.40 2280 200| 11.00 2,200

100] 11.40 1,140

lllustration 9

Prepare Stores Ledger Account showing pricing of material issues on Replacement Price basis from the
following particulars.

Opening balance 400 units af ¥4 each

10-3-2012 Received 100 units at ¥4.10 each

15-3-2012 Issued 300 units to Job XY vide M.R.No.14

17-3-2012 Received 200 units at ¥4.30 each

20-3-2012 Issued 250 units fo Job AB vide M.R.No.20

25-3-2012 Received 400 units @ X4.50 each

26-3-2012 Issued 200 units o Job JK vide M.R.N0.27

27-3-2012 Received 100 units @X4.60 each.

30-3-2012 Issued 300 units to Job PQ vide M.R.No.32.

Replacement Price on various dates : 15-3-201234.20
20-3-2012 %4.40
26-3-2012%4.60 &
30-3-2012 %4.80.

Solution:
Stores Ledger Account [Replacement Price Basis]
Date Receipts Issue Balance
Qty. Price | Value Qty. Price Value Qty. Price Value
T T T T 4 T

2012

Mar 1 -- -- -- - -- -- 400 4.00 1,600
10-3-2012 100 4.10 410 - -- -- 500 4.02 2,010
15-3-2012 - - - 300 4.20 1260 200 3.75 750
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17-3-2012 200 4.30 860 - - - 400 4.03 1,610
20-3-2012 - - - 250 4.40] 1,100 150 3.40 510
25-3-2012 400 4.50] 1,800 - - - 550 4.20] 2310
26-3-2012 - - - 200 4.60 920 350 3.97 1,390
27-3-2012 100 4.60 460 - - - 450 4.11 1,850
30-3-2012 - - - 300 4.80| 1,440 150 2.7310 410

lllustration 10

Stocks are issued at a standard price and the following transactions occurred for a specific material:

Ist January
4th January
5th January
12th January
13thJanuary
19thJanuary
26thJanuary
30thJanuary

31stJanuary

Opening Stock

Purchased
Issued
Issued
Purchased
Issued
Issued
Purchased

Issued

10

w N W M W M OO

tfonnes at 3240 per ton
fonnes at 3260 per ton
fons

fons

tons at X250 per ton
fons

fons

fons at 3280 per ton

fons.

The debit balance of price variation on 1st January was 320. Show the stock account for the material
for the month of January, indicating how would you deal with the difference in material price variance,
when preparing the Profit and Loss Account for the month.

Solution:
Standard Price = W
=3 242
Stores Ledger Account
Receipts Issue Balance
Date Qty. Price Value Qty. Price Valuve Qty. Price
£ 3 £ T k4

s January - - -- - - -- 10 2,400
4" January 5 260 1,300 -- -- -- 15 3,700
5" January - - - 3 242 726 12 2,974
12" January - - - 4 242 968 8 2,006
13" January 3 250 750 -- -- - 11 2,756
19" January - - - 4 242 968 7 1,788
26™ January - - - 3 242 726 4 1,062
30" January 4 280 1,120 - - - 8 2,182
315" January -- -- -- 3 242 726 5 1,456
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Material price variance is ¥ 246 which is to be transferred to debit of costing P & L A/c.

Working:
Stock at standard price =5x242 =1,210
Material Price Variance =1,210- 1,456 =246 (A)

lllustration 11

Receipts and issues of an item of stores are made as follows: There was no balance before 9th
January.

Receipts Issues
Quantity Price Quantity
January 9th 10 17.0
19th 25 10.0
20th 10
29th 20
30th 15 8.0
February 13th 20 12.0
27th 10 16.9
28th 40
March 30th 20 20.0
31st 20

(i)  Whatis the simple average of February receipts 2
(i) What are the moving monthly simple average price for January -February and February-March?

(i) If a weighted average is used for pricing issues how does the value of the balance in stock change
during January?

(iv) If a weighted average price is calculated at the end of each month and is then used for pricing
the issued of that month, what will be the value of the month-end balance?

Solution:
(i) Simple Average Price of February Receipts.

Simple Average Price of February Receipts =12+16.9/2 =3 14.45

(ii) Simple Average Price of January Receipts

Simple Average Price of January Receipfts =17+10+8/3 =X 11.67
Moving monthly average for Jan-Feb =11.67+14.45/2 =% 13.06
Moving monthly average for Feb-March =1445+20/2 =3 17.225
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(iii) Stores Ledger Account (under weighted average method for January)

lllustration 12

Two components A and B are used as follows:

Normal usage

=50 per week each

Re-order quantity =A- 300; B-500

Maximum usage

Minimum usage

=75 per week each

=25 per week each

Re-order period: A -41o 6 weeks; B - 2 to 4 weeks

Calculate for each component

(a) Re-order level; (b) Minimum level;

Receipts Issue Balance
Date Qty. Price Value Qty. Price Value Qty. Value
3 3 i i i

Jan 9" 10 17 170 - - - 10 170
Jan 19" 25 10 250 - - - 35 420
Jan 20" - - - 10 12 120 25 300
Jan 29" -~ - -- 20 12 240 5 60
Jan 30" 15 8 120 - - - 20 180
(iv) Calculation of the Value of month-end balance
Date Quantity Value
Jan 9t 10 170
Jan 191 25 250
Jan 30" 15 120

50 540
(-) Issues 30 (10.8) 324
Jan-Balance 20 216
Feb 13" 20 240
Feb 27" 10 169
Feb Balance 50 625
(-) Issues 40 (12.5) 500

10 125
March 30" 20 400

30 525
(-) Issues 20 (17.5) 350
Balance 10 175

(c) Maximum level; (d) Average stock level.

Solution:
Particulars A B

a) |Reorder Level 450 units 300 units
[Max. Consumption x Max. Re-order Period] (75 x 6) (75 x 4)
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b) [Minimum Level

[ROL = (Normal Consumption x Normal Re-order |200 units 150 units

period)] [450 — (50x5)] [300 — (50x3)]
c) |Maximum Level

[ROL + ROQ - (Min. Consumption x Min Re-order | 650 units 750 units

period)] [450 + 300 — (25x4)] | [300 + 500 — (25 x 2)]
d) |Average Stock Level 425 unifs 450 units

[Min. Level + Max. Level] / 2 [200 + 650 / 2] (or) [150 + 750 / 2] (or)

or or or
[Min. Level + V2 x ROQ] 350 units 400 units
200 + 2 (300) 150 + % (500)

lllustration 13

Anil company buys its annual requirement of 36,000 units in six installments. Each unit costs *1 and the
ordering cost is 25. The inventory carrying cost is estimated at 20% of unit value. Find the total annual
cost of the existing inventory policy. How much money can be saved by using E.O.Q?

Solution:
2.A.0
EOQ = ,|==—==
C

B 235,000 x 25
-\ 1% 20%

/l 8.00,000 _ .
"\ o2 3,000 units

Statement Showing computation of comparative inventory cost of existing policy and proposed EOQ policy:

Particulars Existing Policy EOQ
(i) Purchase Cost | (36000 x 1) 36000 | (36000 x 1) 36000
(i) | Ordering Cost [36000/6000 x 25] 150 | [36000/3000 x 25] 300
(i) | Carrying Cost [1/2 x 6000 x 1 x 20%] 600 ([1/2 x 3000 x 1 x 20%)] 300
36,750 36,600
Saving by using EOQ = 36,750 — 36,600 =3 150

lllustration 14

The annual demand for an item is 3,200 units. The units cost is ¥6 and inventory carrying charges is 25%
p.a. If the cost of one procurement is X150, determine:

(o) EO.Q (b) No. of orders per year (c) Time between two consecutive orders.
Solution:

EOQ = 2.A.0
(a) Q = ol

_ / 2x150x 3200
6x25%

_ /9,60,000

- 1.5

= 800 units
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(o) No. of orders peryear = A /EOQ = 3200 / 800 = 4 orders
(c) Time between two consecutive orders = No. of months in years / No. of orders
=12/4 =3 Months

lllustration 15

A company manufactures a special product which requires a component ‘Alpha’. The following
particulars are collected for the year 2012.

1. Annual demand of Alpha 8,000 units

2. Cost of placing an order % 200 per order
3. Cost per unit of Alpha 3 400

4. Carrying cost % p.a. 20%

The company has been offered a quantity discount of 4% on the purchase of ‘Alpha’ provided the
order size is 4,000 components at a time.

Required:

(a) Compute the economic order quantity.

(b) Advise whether the quantity discount offer can be accepted.
Solution:

(a) Calculation of Economic Order Quantity

_ [2A0
EOQ = ,/T

2x 8,000 units xX 200
¥400x20/100

= 200 units
(b) Evaluation of Profitability of Different Options of Order Quantity
(a) When EOQ is ordered

EOQ =

Purchase Cost (8,000 units x X 400) 32,00,000
Ordering Cost [(8,000 units / 200 units) x ¥ 200] 8,000
Carrying Cost (200 units x ¥ 400 x 2 x 20/100 8,000
Total Cost 32,16,000
(b) When guantity discount is accepted

Purchase Cost (8,000 units x X 384) 30,72,000
Ordering Cost [(8,000 units / 4000 units) x ¥ 200] 400
Carrying Cost (4000 units x X 384 x 2 x 20/100 1,53,600
Total Cost 32,26,000
Advise:

The total cost of inventory is lower if EOQ is adopted. Hence, the company is advised not to accept
the quantity discount.
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lllustration 16

PQR Limited produces a product which has a monthly demand of 52,000 units. The product requires a
Component X which is purchased at ¥ 15 per unit. For every finished product, 2 units of Component X
are required. The ordering cost is ¥ 350 per order and the carrying cost is 12% p.a.

Required:
(a) Calculate the economic order quantity for Component X.

(b) If the minimum lot size to be supplied is 52,000 units, what is the extra cost, the company has to
incure

(c) Whatis the minimum carrying cost, the company has to incure
Solution:

Annual Consumption of Component X
= 52,000 units x 2 x 12 months = 12,48,000 units.

(a) Calculation of Economic Order Quantity

_ [2x12,48,000 x X 350
EOQ = Z15%12/100

= 22,030 units

(b) Calculation of Extra Cost if Minimum Lot size to be supplied is 52,000 units.

(a) |If Lot size is 52,000 units

Ordering cost = (12,48,000/52,000 x ¥ 350) 8,400
Carrying cost = (52,000 units x 2 xX 15 x 12/100) 46,800
55,200
(o) |If Lot size is 22,030 units
(ECQ) 19,828
Ordering cost = (12,48,000/22,030 x X 350) 19,827
Carrying cost = (22,030 units x 2 x X 15 x 12/100)
39,655
Extra cost (a) - (b) 15,545

(c) Minimum Carrying Cost = 22,030 units x 2 x3 15x 12/100 =% 19,827.

lllustration 17

From the following particulars with respect to a particular item of materials of a manufacturing company,
calculate the best quantity to order:

Ordering quantities Price per ton
(tonne) g

Less than 250 6.00

250 but less than 800 5.90

800 but less than 2,000 5.80

2,000 but less than 4,000 5.70

4,000 and above 5.60
The annual demand for the material is 4,000 tonnes.
Stock holding costs are 20% of material cost p.a.
The delivery cost per order is ¥6.00
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Solution:
Statement showing computation of total inventory cost at different order sizes
Ordering Quantities

Particulars 200 250 800 2000 4000
(i) Purchasing cost 24000 23600 23200 22800 22400
(i) |No. of orders 20 16 5 2 1
(i) |Ordering Cost 120 96 30 12 6
(iv) |Average size of order 100 125 400 1000 2000
(v) |Inventory Carrying cost per unit 1.2 1.18 1.16 1.14 1.12
(6x20%) | (5.9x20%) | (5.8x20%)| (5.7x20%)| (5.6x20%)
(vi) |Inventory carrying cost (iv x v) 120 147.5 464 1140 2240

(vii) |Total Inventory Cost
(i +1+ vi) 24240|  23843.5| 23694  23952| 24646

For the above computations the best quantity to order is 800 units.

lllustration 18
Calculate

Value of raw materials consumed;

Total cost of production

Cost of goods sold and

The amount of profit from the following particulars.

Opening Stock:

Raw Materials

Finished goods

Closing Stock:
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Raw materials

Finished goods

Raw materials purchased
Wages paid fo laborers
Chargeable expenses

Rent, rates & taxes

Power

Factory heating and lighting
Factory insurance
Experimental expenses
Wastage of material

Office management salaries
Office printing and stationery
Salaries of sales men
Commission of fravelling agents
Sales

3
5,000

4,000

4,000
5,000
50,000
20,000
2,000
5,000
2,000
2,000
1,000
500
200
4,000
200
2,000
1,000

1,00,000




Solution:

Cost Sheet

Particulars Amount () Amount ()
Opening stock of raw materials 5,000
(+) Purchase of raw materials 50,000
(-) Closing stock of raw materials (4,000)
Materials Consumed 51,000
Wages 20,000
Chargeable expenses 2,000 22,000
Prime Cost 73,000
(+) Factory overheads

Power 2,000

Factory heating & lighting 2,000

Factory Insurance 1,000

Experimental expenses 500

Wastage of material 200 5,700
Factory Cost (or) Works Cost 78,700
(+) Office overheads

Rent, rates 5,000

Office Salaries 4,000

Printing & Stationary 200 9,200
Cost of Production 87,900
(+) Opening stock of finished goods 4,000
(-) Closing stock of finished goods (5,000)
Cost of goods sold 86,900
(+) Selling & distribution overheads

Salary of salesmen 2,000

Commission of fravelling agent 1,000 3,000
Cost of sales (or) Total sales 89,900
(+) Profit 10,100
Sales 1,00,000

lllustration 19

The particulars relating to 1,200 kgs. of a certain raw material purchased by a company during June,

were as follows:-

Lot prices quoted by supplier and accepted by the Company for placing the purchase order:

Lot upto 1,000 kgs. @ %22 per kg.

Between 1,000 - 1,500 kgs, @ 20 per kg.
Between 1500 -2000 kgs. @ X18 per kg.

Trade discount — 20%.

Additional charge for containers @ X10 per drum of 25 kgs.

Credit allowed on return of containers, @ %8 per drum.
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Sales tax at 10% on raw material and 5% on drum:s.

Total fright paid by the purchaser 3240/-

Insurance at 2.5% (on net invoice value) paid by the purchaser.

Stores overhead applied at 5% on total purchase cost of material.

The entire quantity was received and issued to production.

The containers are returned in due course. Draw up a suitable statement to show :-
(a) Total cost of material purchased and

(b) Unit cost of material issued to production.

Solution:

Statement showing computation of total cost of material purchased and unit cost of material issued for
production.

Particulars Unit Cost Total Cost
(1,20: kgs)
Basic price of material 20.00 24,000.00
(-) Trade discount 4.00 4,800.00
16.00 19,200.00
(+) Drum charges (1,200/25 x 10) 0.40 480.00
(+) Salestax 19,200x 10% = 1920
480 x 5% = 24 1.62 1,944.00
=1944
Net Invoice Value 18.02 21,624.00
(+) Insurance (21,624 x 2.5%) 0.4505 540.60
(+) Freight paid 0.2000 240.00
18.6705 22,404.60
(-) Credit for drums returned
(1,200 / 25 x 8) 0.3200 384.00
Total Cost of Material Purchased 18.3505 22,020.60
(+) Stores overhead (22,020.6 x 5%) 0.9200 1,101.03
Material cost issued to production 19.2705 23,121.63
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lllustration 20

From the following data for the year ended 31st Dec, 2012, calculate the inventory turnover ratio of the
two items, and put forward your comments on them.

Material A Material B

i 3

Opening stock on 1-1-2012 10,000 9,000
Purchase during the year 2012 52,000 27,000
Closing on 31-12-2012 6,000 11,000

Solution:
Cost of Materialused

Material Inventory Turnover Ratio =

Average Stock
For A _ 10,000 + 52,000 - 6,000
(10,000 + 6,000)/2
=7 times
9,000 + 27,000 —11,000
For B =

(9,000 +11,000)/2
=25,000/ 10,000
=2.5times

Material Inventory tfurnover ratio indicates the efficiency of the management with which they are able
to utilize theirinventory. It indicates the existence or non-existence of non moving items, dormant items,
slow moving items etc. in inventory. If the ratio is high, the efficiency is said to be high and on the other
hand if the ratio is low, the efficiency is said to be low.

In view of above, in the instant case, we may say that Material A used better than Material B.
lllustration 21

A manufacturing organisation has imported four types of materials. The invoice reveals the following
data:

Quantity Rate
Kgs. US $ per kg.
Material A 1,000 1.50
B 2,000 1.25
C 1,500 2.00
D 3,000 1.00

Import duty 23% of invoice value
Insurance 2% of invoice value
Freight and Clearing ¥ 30,000
Exchange Rate US $ 1=316.00

50% of the materials imported are issued to production centers. While determining the value of closing
stock 5% allowance is provided fo cover up storage loss. Determine the value of closing stock of each
type of materials.
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Solution:

Statement showing computation of total cost of material purchased and value of closing stock:

Particulars A B C D
(a) |Basic cost of material in $ 1,500 2,500 3,000 3,000
(b) [Insurance & import duty @ 25% 375 625 750 750
1,875 3,125 3.750 3.750
Cost in Rupees 30,000 50,000 60,000 60,000

(c) |(+) Freight & Clearing (on weight basis)
(1:2:1.5:3) 4,000 8,000 6,000 12,000
34,000 58,000 66,000 72,000
(d) |(-) Issued to production (50%) 17,000 29,000 33,000 36,000
17,000 29,000 33,000 36,000
(e) |(-) Storage loss @ 5% 850 1,450 1,650 1,800
Closing Stock 16,150 27,550 31,350 34,200

lllustration 22

From the details given below, calculate:
() Re-ordering level

(i)  Maximum level

(i) Minimum level

(iv) Danger level

Re-ordering quantity is fo be calculated on the basis of following information:

(a) Cost of placing a purchase order is ¥ 20

(b) Number of units to be purchased during the yearis 5,000

(c) Purchase price per unit inclusive of fransportation cost is ¥ 50

(d) Annual cost of storage per unitsisX 5

(e) Details of lead time:

For emergency purchases 4 days

(f) Rate of consumption: Average: 15 units per day,
Maximum: 20 units per days

Solution:

FOQ = /2x5,0§0><20

= 200 units
Min. Rate of Consumption = (15%2)-20

= 10 units per day

Average 10 days, Maximum 15 days, Minimum 6 days.

i) Re-order Level

= Maximum usage per period x Maximum Re-order Period

(ROL) = 20 unifs per day x 15 days = 300 units

i) Maximum level

= ROL + ROQ - (Min. Rate of Consumption x Min. Re-order Period)

= 300 units + 200 units — (10 units per day x 6 days)

= 440 units

i) Minimum level

= ROL - (Average Rate of Consumption x Average Re-order Period)

= 300 units — (15 units per day x 10 days)
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= 150 units
iv) Danger level = Average Consumption x Lead time for Emergency Purchases
= 15 units per day x 4 days = 60 units

lllustration 23

M/s Tubes Ltd. are the manufacturers of picture tubes for T.V. The following are the details of their
operation during the year 2012:

Average monthly market demand 2,000 Tubes
Ordering Cost %100 per order
Inventory carrying cost 20% per annum
Cost of tubes % 500 per tube
Normal usage 100 tubes per week
Minimum usage 50 tubes per week
Maximum usage 200 tubes per week
Lead time to supply 6 — 8 weeks

Compute from the above:

(i)  Economic order quantity. If the supplier is willing to supply quarterly 1,500 units at a discount of 5%
is it worth accepting?

(i)  Maximum level of stock

(i)  Minimum level of stock

(i) Re-order level

Solution:

A = Annual usage of tubes = Normal usage per week x 52 weeks
= 100 tubes x 52 weeks = 5,200 tubes

O = Ordering cost per order =3 100 per order

C =Inventory carrying cost per unit per annum
=20% x ¥ 500 =X 100 per unit, per annum

Economic Order Quantity:

2A0 2x 5,200 units xX 100
E.O0.Q= \/ c - \/ 2100 = 102 tubes (approx.)
If the supplier is willing to supply 1,500 units at a discount of 5% is it worth accepting?

Total cost (when order size is 1,500 units) = Cost of 5,200 units + Ordering cost + Carrying cost.

5,200 units
1,500 units

=% 24,70,000 +X 346.67 +3 71,250
=% 25,41,596.67
Total cost (when order size is 102 units)

5,200 units
102 units

5,200 units x T 475 + ( T 1oo)+ (1,500 Units x 20% xT 475)+ 2

= 5,200 units x ¥ 500 +( x?100)+ (102 units x 20% xX 500) + 2
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=%26,00,000 +% 5,098.03 +% 5,100
=%26,10,198.03

Since the total cost under quarterly supply of 1,500 units with 5% discount is lower than that when order
size is 102 units, the offer should be accepted. While accepting this offer capital blocked on order size
of 1,500 unit per quarter has been ignored.

Maximum level of Stock:

= Re-order Level + Re-order Quantity — Min. Usage x Min.-Re-order Period
= 1,600 units + 102 units — 50 units x 6 weeks

= 1,402 units.

Minimum level of Stock:

= Re-order Level - Normal Usage x Average Re-order Period

= 1,600 units -100 units x 7 weeks = 900 units.

Re-order Level:

= Maximum Consumption x Maximum Re-order Period

= 200 units x 8 weeks = 1,600 units.

COST ACCOUNTING STANDARD-6 MATERIAL COST:

“Material cost is defined as cost of material of any nature used for the purpose of production of a product
or a service”.

| Materials |
[
Direct Materials | | Indirect Materials
Materials the cost of which Materials the cost of
can be attributed to a cost which cannot be
objectin an economically directly attributed to a
feasible way particular cost object

Principles of Valuation of Material Cost: The principles to be followed for valuation of materials are:

Principles of Valuation
of Material Cost
I

Valuation of Receipt of Material | | Cost of Material and Valuation

Materials are valued on receipt, Materials are valued affer

i.e. landed cost of raw materials being passed through the
manufacturing process

Valuation of Receipts of Materials: Inclusions and Exclusions:
The following items are to be ‘included’ for the purpose of determining valuation of receipt of materials:
(i)  Purchase price;

(i) Duties and Taxes ;

(i) Freight Inwards ;
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(iv) Insurance ;

(v) Other expenditure directly attributable to procurement and can be quantified with reasonable

accuracy at the time of procurement ;

(vi) Self-manufactured packing materials shall be valued including direct material cost, direct employee
cost, direct expenses, job charges, factory overheads and other directly related overheads.

The following items are to be ‘excluded’ for the purpose of determining valuation of receipt of materi-

als:

(i)  Trade Discounts (Cash Discount being a financial income is not to be netted off against cost of

materials)

(i) Rebates

(i) Taxes and duties refundable or credited by tax authorities

(CENVAT Credits, Credit for countervailing customs duty, sales tax set off, VAT Credits and other
similar items)

Note:

(1) The items specified as ‘include’ should be considered only if it is not included earlier in the
material cost. If those items are already included earlier, then those may be ignored for the
purpose of computation of material cost.

(2) The items specified as ‘exclude’ should be excluded only if it is already included in material

cost. If those items are not included earlier, then those may be ignored for the purpose of com-

putation of material cost.
lllustration 24: Valuation of Receipt of Material

Purchase of Materials ¥ 2,00,000 (inclusive of Trade Discount X 3,000); Fee on Board 3 10,000; Import Duty
paid T 15,000; Freight inward X 20,000 ; Insurance paid for import by sea ¥ 12,000; Rebates allowed X
4,000; Cash discount X 3,000; CENVAT Credit refundable X 7,000; Subsidy received from the Government
for importation of these materials ¥ 18,000. Compute the landed cost of material (i.e. value of receipt

of material).
Computation of Material Cost Sheet
Particulars Amount ()
Purchase price of Material 2,00,000
Add Fee on Board 10,000
Add Import Duties on purchasing the material 15,000
Add Freight Inward during the procurement of material 20,000
Add Insurance paid 12,000
Total 2,57,000
Less Trade Discount 3,000
Less Rebates 4,000
Less CENVAT Credit refundable 7,000
Less Subsidy received from the Government for importation of materials 18,000
Value of Receipt of Material 2,25,000
Note:

(i)  Cash discount is not allowed, as it is a financial item.

(i) Subsidy received, rebates and CENVAT Credit refundable are to be deducted for the purpose of

computing the material cost.
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lllustration 25: Valuation of Receipt of Material (special freatment related of losses)

Purchase of Materials 35,00,000 (inclusive of Trade Discount 38,000); Import Duty paid 345,000; Freight
inward 362,000 ; Insurance paid for import by air ¥ 28,000; Rebates allowed 310,000; Cash discount
%3,000; CENVAT Credit refundable %¥7,000; Abnormal Loss of Materials ¥14,000; Price variation due to
computation of cost under standard rates 31,500. Compute the landed cost of material.

Solution:

Computation of Landed Cost of Material

Particulars Amount ()
Purchase price of Material 5,00,000
Add Import Duties of purchasing the material 45,000
Add Freight Inward during the procurement of material 62,000
Add Insurance paid on import by air 28,000
Add Price Variation due to computation of cost under standard rates 1,500
Total 6,36,500
Less Trade Discount 8.000
Less Abnormal Loss of materials 14,000
Less Rebates 10,000
Less CENVAT Credit Refundable 7,000
Value of Receipt of Material 5,97,500
Note:

()  Normalloss is not deducted
(i) Price variation is allowable inclusion as the cost was maintained on standard cost.

Valuation and Cost of Materials: Inclusions and Exclusions:
The following items are to be ‘included’ for the purpose of determining valuation of materials:

(i)  Normalloss or spoilage prior to receipt at factory gate net of amounts recoverable from suppliers,
insurers, carriers or recoveries from disposal

(i) Normallosses due to shrinkage or evaporation or gain due to elongation or absorption of moisture
before receipt of material

(i) Foreign exchange component of material cost converted at the rate on the date of fransaction

(iv) Subsidy/Grant/Incentive and any similar payments received or receivable which can be ascertained
with certainty shall be reduced.

(v) Price Variances when materials are accounted for at standard cost

(vi) Self-manufactured components and sub-assemblies to be valued inclusive of direct material cost,
direct employee cost, direct expenses, factory overheads and share of administrative overheads
relating to production

(vii) Material cost of normal scrap/defectives to be included in the material cost of manufactured
goods

The following items are to be ‘excluded’ for the purpose of determining valuation of receipt of materials:
()  Finance costs

(i) Abnormallosses due to shrinkage or evaporation or gain due to elongation or absorption of moisture
before receipt of material

(i) Changes in foreign exchange rate from the rate on date of transaction fill date of payment

(iv) Demurrage or detention charges or penalty levied by transport or other authorities
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(v) Imputed costs

(vi) Cost of self-manufactured components and sub-assemblies shall not include share of other
administrative overheads, finance cost and marketing overheads

(vii) Material cost of abnormal scrap/defectives not to be included

lllustration 26: Valuation of Receipt of Material (special treatment related to exchange rate difference)

Purchase of Materials $ 50,000 [ Forward contract rate $ = 54.40 but $ = 54,60 on the date of importation];
Import Duty paid %5,65,000; Freight inward %1,62,000 ; Insurance paid for import by road 348,000; Cash
discount 333,000; CENVAT Credit refundable ¥37,000; Payment made to the foreign vendor after a
month, on that date the rate of exchange was $ = 55,20. Compute the landed cost of material.
Solution:

Computation of Landed Cost of Material

Particulars Amount ()

Purchase price of Material [ 50,000 x 54.60] 27,30,000
Add Import Duties of purchasing the material 5,65,000
Add Freight Inward during the procurement of material 1,62,000
Add Insurance of the material (In case of import of material by Road / 48,000

Seaq)

Total 35,05,000
Less CENVAT Credit refundable 37,000

Value of Receipt of Material 34,68,000

Note:

(i) Excess payment made to the vendor due to exchange fluctuation is not an includible cost, hence
not considered.

(i)  Though the forward contract rate was $ = 54.40, but the exchange rate on the date of importation
is considered. Hence, included in the cost of materials. Accordingly, the purchase costis computed
considering the $ = 54.60.

lllustration 27: Valuation of closing stock of raw materials:

Opening stock of raw materials (10,000 units) ¥1,80,000; Purchase of Raw Materials (35,000 units)
%7.00,000; Closing Stock of Raw Materials 7,000 units; Freight Inward ¥85,000; Self-manufactured pack-
ing material for purchased raw materials only 360,000 (including share of adminisirative overheads
related to marketing sales ¥8,000); Demurrage charges levied by transporter for delay in collection
311,000; Normal Loss due to shrinkage 1% of materials ; Abnormal Loss due to absorption of moisture
before receipt of materials 100 units.

Solution:
Computation of value of closing stock of raw materials [Average Cost Method]

Particulars Quantity (Units) | Amount ()
Opening Stock of Raw Materials 10,000 1,80,000

Add |Purchase of raw materials 35,000 7,00,000
Add |Freight inwards 85,000
Add |Demurrage Charges levied by transporter for delay in collection 11,000
9.76,000
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Particulars Quantity (Units) | Amount (%)

Less

Abnormal Loss of raw materials ( due to absorption of moisture (100) (2,274)
before receipt of materials) = [(7,00,000 + 85,000 + 11000) x
100]/35,000

Less

Normal loss of materials due to shrinkage during transit (350)| -
[ 1% of 35,000 units]

Add

Cost of self-manufactured packing materials for purchased raw 52,000
materials only
(60,000 - 8,000)

Cost of raw materials 44,550 10,25,726

Less:

Value of Closing Stock (7,000) (1,61,169)
= Total Cost / (Total units — Units of Normal Loss)
[10,25,726/(10,000+35,000 — 100 — 350) ]x 7,000

Cost of Raw Materials Consumed 37,550 8,64,557

Note:

(1)
(il

(i)

(iv)

Alter

Units of normal loss adjusted in quantity only and not in cost, as it is an includible item

Cost of self-manufactured packing materials does not include any share of administrative overneads
or finance cost or marketing overheads. Hence, marketing overheads excluded.

Abnormal loss of materials arised before the receipt of the raw materials, hence, valuation done
on the basis of costs related to purchases only. Value of opening stock is not considered for arriving
at the valuation of abnormal loss.

Demurrage charges paid to transporter is an includible item. Since this was paid to the transporter,
hence considered before estimating the value of abnormal loss

natively, Solving the Above lllustration Based on FIFO Method

Computation of value of closing stock of raw materials [FIFO Method]

Particulars Quantity (Units) | Amount (%)
Opening Stock of Raw Materials 10,000 1,80,000
Add Purchase of raw materials 35,000 7.00,000
Add Freight inwards 85,000
Add Demurrage Charges levied by fransporter for delay in 11,000
collection
9,76,000
Less Abnormal Loss of raw materials ( due to absorption of (100) (2,274)

moisture before receipt of materials)
= [(7,00,000 + 85,000 + 11000) x 100]/35,000

Less Normal loss of materials due to shrinkage during transit = (350)| -

[ 1% of 35,000 units]

Add Cost of self-manufactured packing materials for pur- 52,000

chased raw materials only
(60,000 - 8,000)

Cost of Raw Materials 44,550 10,25,726
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Particulars Quantity (Units) | Amount (%)
Less: Value of Closing Stock (7.000) (1,70,854)

= Total Cost / (Total units — Units of Normal Loss)
Where Total Cost =

= [7,00,000 + 85,000 + 11,000 -2,274 + 52,000] = 8,45,726
And Total Units = [35,000 - 1% of 35,000] = 34,650 units
Value of Closing Stock = [8,45,726 x 7,000]/ 34,650

Cost of Raw Materials Consumed 37,550 8,54,872

Note:

(i)

(il

Since FIFO method is followed, hence for the purpose of estimating the units sold/used/consumed,
it is presumed that there is no unifs left out of units in opening stock.

Since normal loss is in transit, hence it is calculated on units purchased only.

SELF EXAMINATION QUESTIONS:

1.

What is the prime objective of material control? It is said that in any system of material control
there are always two counteracting or opposing factors. What are these and why do these factors
arise?

What are the principal forms generally required to be used in connection with purchasing and
receiving of stores?2 Briefly describe them and design any one of the forms that are used.

Explain the meaning and importance of material control and mention the main requisites of an
adequate system of material control.

What is a purchase ordere To whom should the copies of a purchase order be sent and why? Give
a specimen form of purchase order, assuming the particulars to be filled in.

Enumerate the advantages and disadvantages of a centralized stores system.

What is Re-ordering Level? Explain its relationships with Maximum and Minimum Stock Levels. What
are the factors to be considered in fixing Re-ordering Level and Quantity2 Under what circumstances
would you recommend revision of levels?

What is Bin Card?2 Give a specimen form of the Bin Card and discuss its ufility.

“The Perpetual Inventory System is an Integral part of material control”. Discuss this statement by
bringing out briefly the salient features and the advantages of this system.

What is Economic Order Quantity2 How is it calculated?

What are the main factors which you would consider before selecting a method of pricing mat