ACCOUNTING STANDARD-2 : VALUATION OF INVENTORIES
Before we proceeds lets understand why Valuation of Inventories are very essential?  As we know inventories are Assets ( Earlier there was dispute whether inventories are Revenue item or Assets. However AS-2 makes it very clear, inventory as assets) expected to generate future economic benefits. Valuation of inventories is very important since it has direct impact in measuring profit and loss of the enterprises. Higher the valuation of inventory larger is the profit. The principle of prudence demands that no profits should be anticipated while all foreseeable losses should be recognized. That’s why inventories are valued at lower of Cost or Net Realizable Value. This AS revolves around two important aspect of inventory valuation i.e. Cost and NRV.   So let’s start with very important AS-2

 (
                                                                    MEANING OF INVENTORIES
)
Inventories are Assets:
· Held for sale in ordinary course of business, i.e. FINISHED GOODS
· In the process of production of such sales, i.e. WIP
· In the form of materials or supplies to be consumed in the production process or in the rendering of services, i.e.  RAW MATERIALS (i.e. stores, spares ,consumables .)
Note:  Machinery Spare / Loose-Tools which can only be used in connection with the fixed assets , will be accounted as per AS-10 (Accounting for Fixed Assets).

 (
INVENTORIES
    
)	

 (
WORK IN PROGRESS
) (
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) (
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)



Following are not coming under preview of inventories and AS-2 is not applied:
· WIP under construction contract including directly related to the service contract ( AS-7 will apply)
· WIP arising in ordinary course of business for service providers ( AS-9 will apply)
· Financial instruments  like share , debenture etc held as stock in trade;( Part of AS-13 apply), and
· Inventories of livestock, agriculture, forest products , minerals oils , ores and gasses ( Theses 
· stocks are valued at net realizable value and cost will not consider)

 (
                                                                   VALUATION OF INVENTORIES
D
)The inventories should be valued at lower of COST or NET REALIZABLE Value at each Balance Sheet Date.

 COST OF INVENTORIES: Next step is to determine what are to be included and excluded from the cost of inventories:
 (
                                                                   DETERMINATION OF COST OF INVENTORIES
D
)


	
	Purchase Price
	xxxx

	Add:
	Fright Inwards
	 (
Cost to Bring the inventory to their Present Location and Conditions
)xxxx

	Add:
	Other Cost Directly Related to Purchase
	xxxx

	Less:
	Taxes( Recoverable from Tax Dept)
	xxxx

	Less:
	Trade Discount
	xxxx

	Less:
	Rebate/Duty drawback
	xxxx

	Less:
	Similar items
	xxxx

	
	
	


	
	Direct Materials
	xxxx

	Add:
	Direct Labour
	xxxx

	Add:
	Direct Overhead
	xxxx

	Add:
	Allocation for Fixed & Variable Overhead
	xxxx











 (
                                                                   MEASUREMENT OF INVENTORIES
)
·  (
                                                              EXCLUSION FROM COST OF INVENTORIES
)Abnormal Amounts of Wasted Materials, Labour, Other Production Cost (Since these cost not recur frequently, user of financial statement need to know the impact of such cost hence these costs are shown in P&L A/c in such a way that their impact on current profit and loss can be perceived)
Example:
In Production Process , Normal Waste is 5% of Input. 5000 MT of input were put in process resulting in a wastage of 300 MT. Cost per MT is Rs 1000/- The entire quantity of waste is on stock at the year end. Determine the value of Closing Stock as per AS-2.

Solution:
	 
	 
	Qty
	 Units
	Rs

	 
	Total Cost
	5000
	MT
	5000000

	Less :
	Normal Wastage
	250
	MT
	0

	 
	 
	4750
	MT
	5000000

	Less :
	Abnormal Wastage
	50
	MT
	52632

	 
	Charged to P&L (5000000/4750)x50
	 
	 
	 

	 
	Inventory
	4700
	MT
	4947368




· Storage Cost (Since this do not generate any extra economic benefits and should not be included, however if production process require storage of inventory ,then storage cost should be included in cost of inventory)


· Administrative Cost (Since they don’t contribute to bring the inventory to their present location and condition) 

· Selling  & Distribution Cost ( Since the cost is related to sales)

· Interest and borrowing cost ( These to be included where AS-16 allow such cost)


 (
                                                                             
Cost Formula
)


1) If the goods are not ordinary interchangeable and segregated for specific products:

i. Specific Identification Method has to applied ( say there is specific order from customer)

2) If the goods are ordinary interchangeable then cost formula to use :
i. FIFO (Fist in First Out)
ii. Weighted Average Method 

The formula used should reflect the fairest possible approximation to the cost incurred in bringing the items of inventory to their present location and conditions.

 (
TECHNIQUES FOR THE MEASURMENT OF COST
)


When it’s not possible to ascertain the cost , the following two methods will apply to calculate the cost of inventories:

1) Standard Cost: This method takes into account normal level of consumption of materials and supplies , labour, efficiently and capacity utilization. This must be reviewed regularly and revised as per the current conditions.

2) Retail Method: This method is applicable for the inventories items which are rapidly changing  and having similar margin. This method is generally applicable in retail business where MRP and Gross Profit Ratios are fixed.

This can be calculated as follows:
	Sale Price of Inventory			xxx
	Less: Gross Profit Margin		xxx
			Cost of Inventories	xxx


 (
NET REALISABLE VALUE (NRV)
)




Net Realizable Value means :

   Estimates Selling price			xxxx
Less: Estimated cost of Completion			xxxx
Less: Estimated cost necessary for sales		xxxx
					
Note: Estimation of NRV should be made at each Balance Sheet Date , also estimation should be made on most reliable evidence available.




Example:
Rounak Ltd Trading in TV. It purchased TV @ Rs. 10000/- The company also provide Free wall mounting (Installation)and delivery at customers’ points cost Rs.750/- per installation and delivery. As on 31-03-2013 Closing inventory was 20 TV. Market price of TV on 31-03-13 was Rs.12000/- . What would be the value of Closing inventory on 31-03-13 as per AS-2?


Solution:
**Calculation of NRV of TV:

Estimates Selling price	(on 31-03-13)		240000/- (20x 10000)
Less: Estimated cost necessary for sales		   15000/- (20x750)
		      (Installation and Delivery Cost)				    
				NRV				225000/-
**Cost Price of TV = Rs200000/-
Value of Inventory on 31-03-13 would be Rs 200000/- ( Lower of Cost and NRV)




 (
ESTIMATION OF NRV
)


NRV of Materials and other supplies held for use in production of Finished Goods can be estimated as follows:
1) If Finished Goods in which such Raw Materials used is expected to be sold at cost or above cost- Inventory of Raw Material will be valued at cost.
2) If Finished Goods in which such Raw Materials used is expected to be sold below cost- Inventory of Raw Material will be Cost Price or Replacement price whichever is lower

 (
COMPARISON BETWEEN COST & NRV
)
  

1) Item to Item Basis- If Goods are of dissimilar kind
2) Group Basis- If the goods of Similar kind.







 (
DISCLOSURE IN FINCIAL STATEMENT
)


· Accounting Policies Adopted (viz  Lower of cost or NRV).
· Cost Formula Used (viz FIFO or Weighted Average Method).
· Total Carrying amount of inventories.
· Classification of Inventories ( Viz Finished Goods, WIP, Raw material , Spares etc).


 (
REQUIREMENT AS PER SCHEDULE VI OF COMPANY ACT 1956
)


Part-I and II of Schedule VI of Companies Act prescribe valuation and disclosure norms for inventories held be the companies. 

	OLD SCHEDULE VI
	REVISED SCHEDULE VI

	1) Inventories are ranked under Current Assets Loan and Advances
	1) Now inventories are grouped under CURRENT ASSEST, after Current Investment

	2) Inventories were classified as RM, WIP ,Stock in Trade and Loose Tools
	3) In addition to it Finished  Goods and Others have been inserted
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