AS 2 VALUATION OF INVENTORIES
Objective 

Valuation of inventory impacts the profitability of the business. The objective of this AS is as follows.

1. Determine value of stock, including finding out the cost of the inventories 

2. Writing down to Net Realisable Value (NRV) if cost is more than NRV.
Exclusions
1. WIP arising in construction contracts (including directly related service contracts)-This is covered by AS 7

2. WIP arising in the ordinary course of business of service providers e.g software development, consultancy, medical services etc

3. Shares, debentures and financial instruments held as stock in trade. (They are not covered by even AS 13. As per practice they are valued at cost or fair value whichever is lower

4. producers' inventories of livestock, agricultural & forest products, mineral oils and gasses to the extent they are measured at NRV as per respective industry practice.
Definitions: Para 3
Inventories: They are Assets held 
a. for sale in the ordinary course of business

b. In the process of production for such sale

c. In the form of materials or supplies to be used in the production process or in rendering of services

Inventories include
-merchandise held for resale by a retailer including computer software, land held for resale

-finished goods, WIP, materials, maintenance supplies, consumables, loose tools used during production

Special Treatment

Machinery Spares-used in connection with a fixed asset (Valued as per AS 10)

Containers and Empties having useful life of more than a year to be considered as depreciable asset.

Net Realisable Value
Estimated Selling Price in the ordinary course of business 


Less estimated cost of completion 





Less estimated cost necessary to make the sale

Measurement of Inventories
They are valued at COST or NRV whichever is lower.

COST OF INVENTORY
It comprises the following.

1. Cost of purchase

2. Cost of conversion

3. Other costs necessary to bring the inventories to their present location and condition.
Cost of Purchase

Components: 
1. Purchase Price
2. Duties paid except those that are recoverable from tax authorities e.g CENVAT, State level VAT
3. Freight inwards
4. Other expenses which directly relate to the acquisition
5. Deductions
a. Trade discounts

b. Rebate

c. Duty drawback

d. Other similar items

Cost of Conversion

Components

1. Cost directly related to production e.g direct labour, 

2. Overhead- fixed and variable. 

a. Fixed Overhead- remain constant irrespective of volume of production e.g cost of factory management and administration, depreciation of factory buildings

b. Variable overhead-vary directly with volume of production e.g indirect materials and labour

Allocation of Fixed Overhead to cost of inventory

1. It is based on normal capacity. Normal capacity is the production the enterprise expects to achieve over an average number of periods under normal circumstances including loss of capacity due to planned maintenance.
2. When production is less than normal capacity fixed overheads are allocated on the basis of normal capacity. 
3. In case of low production or idle capacity unallocated overheads are treated as expenses in the period in which they are incurred
4. When actual production is more than normal capacity fixed overheads are allocated on the basis of actual production 
Allocation of Variable Production overhead
This is on the basis of actual production.


Joint and By products
1.  When the production process produces more than 1 product and both are main products and have good market value they are called joint products or 1 is the main product and the other is a secondary product which does not have good market value it is called a by product
2. When the ‘costs of conversion’ of each product is not separately identified the total cost upto the point of split should be allocated between the products on a rational basis e.g sales value of each product.
3. Generally by products are immaterial. They are measured at Net Realisable Value and their value is deducted from cost of the main product.
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Other Costs

1. They are included to the extent they are incurred to bring the inventory to their present location and condition e.g cost of designing products for specific customers

2. Interest and Borrowing Costs: They are not added to cost of inventory as they are regarded as not directly related to bringing the inventory to present location and condition. 

However if product takes a substantial period of time to bring to a saleable condition it is treated as qualifying asset as per AS16  Borrowing Costs. The interest which can be directly attributable to such product is included. E.g wine

3. Exchange differences:It should not be part of inventory costs.
Costs to be excluded from inventory and recognised as expenses in the period in which they are incurred
1. Abnormal wastage of material, labour, production costs (e.g under recovery of overhead)

2. Storage costs except to the extent they are necessary in the production process prior to another processing stage

3. Administrative Overheads which do not contribute in bringing the inventory to their present location and condition.

4. Selling and distribution costs.

COST FORMULAS
The following methods have been laid down by the Standard. Except where Specific Identification Method is applicable all inventory should be valued at FIFO or Weighted Average Cost Formula.
1. Specific Identification Method:

a. In this method each unit of stock and their related costs can be identified separately
b. It is suitable when each stock is unique and not interchangeble e.g ship building, machinery building
2. First In First Out (FIFO)

a. Used when stock is interchangeable
b. What is received first is issued first and the stock left over relates to the latest purchases.
c. During inflation the stock is valued at a higher price
3. Weighted Average Price
a. The total cost of production during the year is divided by total units to find cost per unit.

b. Weighted average cost of opening stock and weighted average cost of production during the year is used to determine cost per unit.
TECHNIQUES FOR COST MEASUREMENT
Standard Cost Method:Standard Cost consider the normal level of consumption of materials, labour, overhead. Inventory is valued using the set standards which are reviewd regularly.

Adjusted Selling Price Method or retail method It is used for business where the ivnetory comprises various items e.g retail business. Inventory is valued at Selling Price minus selling expenses minus normal gross profit margin. 

NET REALISABLE VALUE
1. Estimated Selling Price in normal course of business
Less: Estimated Cost of completion

Less:Estimated Cost necessary to make the sale

2. In the following two cases only will the cost be greator than the NRV

a. Goods are damaged or obsolete and not expected to realise the normal selling price

b. Cost of production has increased significantly

3. NRV is calculated on item to item basis and only similar items are grouped together

4. Estimation of NRV is made during finalisation of accounts and circumstances existing on the balance sheet date and confirmed by events occurring after the balance sheet date.
5. The provision of cost or NRV whichever is lower is applicable only to goods which are ready for sale e.g finished goods. 
6. Raw materials and WIP are always valued at cost. If however the selling price of the finished goods in which they are incorporated is lower than the cost of the finished goods then they should be valued at replacement cost.

7. The NRV has to be estimated on each balance sheet date.


Disclosures



The following disclosures are required in the financial statements

1. Accounting policies adopted 

2. The Cost Formula used

3. The total carrying amount of inventories together with a classification appropriate to the enterprise. Common classifications are

a. Raw materials

b. Work In Progress

c. Finished Goods, stores and spares

d. Loose tools
	Example 5: Valuation of Inventory
	
	
	

	
	
	
	
	
	
	

	1
	The finished goods in which the raw materials are to be used is expected to be sold below cost per unit. Raw material was purchased at Rs 200 per kg and its replacement cost is Rs 180 per kg and 5000 kgs of raw material is at stock at year end.

	
	As per para 24 of AS 2 Valuation of Inventories materials and other supplies held for use in the production process are not written down below cost of the finished goods in which they are used are expected to be sold at or above cost. However when there is a decline in the value of the finished goods below the cost of manufacture the materials are written down to their NRV. In such cases the replacement cost of the materials is considered to be the best measure of the NRV. 

	
	In the above case 5000 kgs of raw material will be valued @ Rs 180 per kg.

	
	
	
	
	
	
	

	2
	Normal wastage in a production process is 5% of the input. 10000 kgs of material X is used and 600 kgs of wastage is noted. Cost of material X is Rs 1000 per kg. The wastage is in stock at year end

	
	As per para 13 of AS 2 abnormal wastage of material, labour and overhead is to be charged to the statement of profit and loss as expense and not included in the cost of inventory in the period in which they are incurred.

	
	In the above case the normal wastage is 500 kgs and 100 kgs is abnormal wastage. Cost of 500 kgs will be included in the closing stock of finished goods at year end but cost of 100 kgs abnormal wastage will be charged to P/L .

	
	
	
	
	

	
	
	
	
	
	Rs

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	


	Amount charged to P/L
	
	
	
	

	Material used
	10000 Kgs @ Rs 1000
	(A)
	10,000,000
	Rs.       

	Normal Loss
	{10000 * 5%=500 kgs}
	
	500
	Kgs

	Good material used
	
	(B)
	9500
	Kgs

	Normal Cost per kg material
	
	A/B
	1,052.63
	Rs

	Abnormal Loss
	100 kgs @ Rs 1052.63
	
	105,263
	Rs


Example 1: Calculation of value of inventory


Cost incurred for unfinished product X Rs 600 in year 2012-13


Further cost to be incurred Rs 100 in year 2013-14


Selling Price of X is Rs 300 and commission for selling 5%


Calculate NRV and hence value of inventory in year 2012-13





						 Rs.


Selling Price					300


Less: Estimated cost of completion		100


						200


Less: Commission @5%			   15


NRV						 185


Cost of inventory				600


Hence Value of Inventory 			185





In the above example if the estimated cost of completion is greator than the selling price then the NRV will become NIL and value of inventory will also be NIL. 





Example 2: Calculation of cost of purchase 


Sun Ltd purchased 100 pcs of material X @ Rs 1000. Excise duty included in the price @ Rs 50 for which full CENVAT is receivable. Freight incurred Rs 30000. Normal loss in transit is at 5%. The enterprise received 92 pcs and consumed 80 pcs





Normal Cost per piece


�
    Rs.�
�
Cost  price 100 @ Rs 1000�
100,000�
�
Less CENVAT credit @ Rs 50�
     5,000�
�
 �
   95,000�
�
Add: Freight�
   30,000�
�
Total cost of purchase of 100 pcs of X�
 125,000�
�
Normal loss @ 5%�
5 pcs�
�
Number of good pcs�
95 pcs�
�
Normal cost per pc A/B�
Rs 1315.79�
�



Allocation of the material cost


�
    Rs.�
�
Material consumed 80 pcs @ Rs 1315.79�
105,263�
�
Inventory (92-80) pcs @ Rs 1315.79�
   15,789�
�
Abnormal Loss (95-92)pcs @ Rs 1315.79�
     3,948�
�
 Total material cost�
125,000�
�
�
�
�
Abnormal Loss is treated as a separate expense�
�
�






Example 3: Allocation of overhead


Let us continue example 2 above. Total material cost is Rs 105,263 (80 pcs of X @ Rs 1315.79) and abnormal loss in material X Rs 3,948.


Normal production loss is 5% of input. The enterprise produced 85 units of finished good Y.  70 units of Y were sold @ Rs 4500. Labour charges were Rs 100,000 and overheads Rs 80000. Excise duty on final product Rs 20 per unit. Let us what will be the cost of inventory for normal capacity (i) 80 units and (ii) 90 units





Case (i) Normal capacity 80 units


Production 85 units which is more than normal capacity 80 units. Hence overhead is allocated on basis of actual production.   Overhead recovery rate (Rs.80000/85 units=Rs 941.18).                                                                                      Rs�
�
Materials consumed�
105,263�
�
Labour�
100,000�
�
Overheads (85 pcs*Rs 941.18)�
   80,000�
�
Excise Duty (85 pcs * Rs 20)�
      1,700�
�
Total Cost for producing Y�
 286,963�
�
Normal Output of Y (95% *80 pcs of X)�
76 units�
�
Normal Cost per unit of Y (A/B)�
Rs 3775.83�
�
Allocation of total cost to Y


�
Units�
Rate�
Rs.�
�
Cost of goods sold�
70�
3775.83�
264,308�
�
Cost of inventory�
15�
3775.83�
  56,638�
�
�
85�
�
320,945�
�
Less: Abnormal gain�
(9)�
3775.83�
  33.982�
�
Total Cost�
76�
3775.83�
286,963�
�
Statement of Profit and Loss 			Rs.	Rs.


Sales �
�
315,000�
�
Less: Cost of goods sold�
�
264,308�
�
�
�
  50,692�
�
Add: Abnormal gain�
  33,982�
�
�
Less: Abnormal Loss�
 ( 3,948)�
  30,034�
�
Net profit�
�
  80,726�
�












Case (ii) Normal capacity 90 units


Production 85 units which is less than normal capacity 90 units. Hence overhead is allocated on basis of normal  production.   Overhead recovery rate (Rs.80000/90 units=Rs 888.89).                                                                                      Rs�
�
Materials consumed�
105,263�
�
Labour�
100,000�
�
Overheads (85 pcs*Rs 888.89)�
   75,556�
�
Excise Duty (85 pcs * Rs 20)�
      1,700�
�
Total Cost for producing Y�
 282,519�
�
Normal Output of Y (95% *80 pcs of X)�
76 units�
�
Normal Cost per unit of Y (A/B)�
Rs 3717.35�
�
Allocation of total cost to Y


�
Units�
Rate�
Rs.�
�
Cost of goods sold�
70�
3717.35�
260,214�
�
Cost of inventory�
15�
3717.35�
  55,760�
�
�
85�
�
315,975�
�
Less: Abnormal gain�
(9)�
3717.35�
  33,456�
�
Total Cost�
76�
3717.35�
282,519�
�
Statement of Profit and Loss 			Rs.	Rs.


Sales �
�
315,000�
�
Less: Cost of goods sold�
�
260,214�
�
�
�
  54,786�
�
Add: Abnormal gain�
33,982�
�
�
Less: Abnormal Loss�
 ( 3,948)�
�
�
Less: Underecovery of Overhead (Rs 80000-Rs 75556)�
  (4,444)�
 25,064�
�
                                                    Net Profit�
�
  79,849�
�



























Example 4: NRV and valuation of inventory





Particulars�
Quantity (pcs)�
Rs�
�
Opening Stock-Finished Goods


Raw material�



  1,500


  1,000�



  25,000


  10,000�
�
Purchase �
10,000�
100,000�
�
Labour�
�
100,000�
�
Overheads


Variable


Fixed�
�



  25,000


  75,000�
�
Sales�
10000�
500,000�
�
Closing Stock


Finished Goods


Raw materials�



  500


1500�
�
�
Normal production is 10000 pcs. Due to fall in demand the selling price of the finished goods is Rs 20 pc and replacement cost of the raw material is Rs 8 pc. What will be the closing stock?


�
Units�
Rate�
Rs�
�
Cost of materials�
9500�
10�
  95,000�
�
(1000+10000-1500) Pcs�
�
�
�
�
Labour�
�
�
100,000�
�
Variable Overhead�
�
  25,000�
�
Fixed Overhead�
�
�
�
(10000-1500+500=9000 pcs of finished goods which is less than normal capacity 10000 pcs. Hence fixed overhead =Rs75000/10000*9000)�
  67,500�
�
Cost of production�
�
�
287,500�
�
Cost of closing stock per unit�
(Rs. 287,500/9000)�
31.94�
�
NRV per pc�
�
�
20�
�
Since NRV is less than cost, closing stock is valued at NRV (@Rs 20). Also raw materials will be valued at replacement cost since the NRV of the finished goods in which they are used is less than cost of the finished goods.�
�
Closing Inventory�
Units�
Rs.�
�
Raw materials�
1500 @Rs 8�
12,000�
�
Finished goods�
500 @Rs 20�
10,000�
�
�
Total�
22,000�
�
























