INVENTORY
MANAGEMENT



Inventory : Meaning

The assets that are:

- Held for sale in the ordinary course of business; or
- In the process of production for such a sale; or
- In the form of materials to be consumes in the

production process; or



Types of Inventory

Raw Materials: Basic inputs that are converted into
finished product through the manufacturing process.

Work-in-Progress: Semi-manufactured products that
need some more work before they become finished
goods for sale.

Finished goods: Completely manufactured products
ready for sale.



Inventory Management:

To maintain an o%p%esi(z:et%yirﬁéntory for efficient and

smooth production and sales operations.

To maintain a minimum investment in inventories to
maximize the profitability

To place an order at the right time with right source to
acquire the right quantity at the right price and right
quality.



Inventory Systems:

Periodic Inventory System: In this inventory is
ascertained by actual physical count (weekly, monthly or
yearly). Calculation is done directly by applying the
method of valuation of inventories.

Cost of goods sold = Opening inventory + Purchases

— Closing inventory

Perpetual Inventory System: In this inventory is
ascertained on the basis of records (inventories are
. Checked after every receipt and issue) .



Methods of Inventory Valuation:
Cost Price Method:

- LIFO: Last in First Out
- FIFO: First in First out
- HIFO: Highest in First out

Average Price Method:
- Simple Average Price Method
- Weighted Average Price Method

Notional Price Method:

- Standard Price method: <stock will be icstied at csame



Inventory Control Techniques:

EOQ (Economic Order Quantity): very important

(theory + numerical)

Amount of Inventory to be ordered at one time for

purposes of minimizing annual inventory cost.



Inventory Control Techniques:

ABC Analysis:

* Inventories are analyzed on the basis of

management control.

* A Class inventory requires closed monitoring &

tight control.

* B class inventories are of lower grade than A class

and



Inventory Control Techniques:

VED Analysis:

* Inventories are analyzed on the basis of their

criticality to the production process.

*V : vital items without which the production

process would come to a standstill.

+ E : Essential items whose stock out would

_adversely affect the efficiency of production



Inventory Control Techniques:

HML Analysis:

+ Inventories are analyzed on the basis of unit cost

rather than their usage value.
*H : High cost inventory.
*M ¢ Medium cost inventory.

* L : Low cost inventory.



Inventory Control Techniques:

SDE Analysis:

* Inventories are analyzed on the basis availability

of item.
+ S i Scarce items which are in short supply.

* D : Difficult items which might be available in

market but cannot be procured easily.

* E : Easily available items from the local markets.



Inventory Control Techniques:

FSN Analysis:

* Inventories are analyzed on the basis of

consumption pattern.

*F : Fast moving items.
*S t Slow moving items.
* N ¢ Non-moving items.

“« Analvsis can also be done on the basis of FNSD:



Inventory Control Techniques:

GOLF Analysis:

+ Inventories are analyzed on the basis of source of

material.

* G : Transaction with Government ( long lead time)-=

2 months

* O : Transaction with ordinary suppliers (moderate

delivery time) = 1 month



Formulae:




Formulae:

Reorder level:

(maximum consumption rate * Maximum re-order period)

Maximum level:

(Re-order level + Re-order quantity) - ( Minimum consumption *

Minimum re-order period)_

Minimum level:

Re-order level - (Normal Consumption rate * Normal re-

order period).
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After studying this chapter, you should be able to
understand:

Meaning of Accounting, Attributes or Features of Accounting.
Accounting Process.

Objectives and Advantages of Accounting.

Limitations of Accounting.

Meaning of Book-keeping , Accountancy.

Differenceﬂbetween Book Keeping and Accounting.

Differénce between Book Keeping , Accounting and Accountancy.
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Meaning of Accounting

(14 o o
Accounting is the process of

(a) Identifying, i —
(b) Recording, L% .«\
(c) Classifying and /

(d) Summarizing in a significant manner and in terms of money,
(e) Transactions and events which are, in part at least, of financial character,

£ (f) interpreting and communicating the results thereof™.
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Objectives of Accounting

S

To keep systematic record of business transactions.
Calculation of profit or loss of the business.
To depict the sources of items of revenue and expenses.

To communicate the information to the users. @
C

To know: the solvency position.
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Objectives and Advantages of Accounting.
Difference between Book Keeping , Accounting and Accountancy.
Limitations of Accounting.

Meaning of Book-keeping , Accountancy.

Difference between Book Keeping and Accounting.
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EXTERNAL USERS:
(a) Banks and Financial Institutions.

(b) Investors and Potential Investors.
(c) Creditors.
(d) Government and its Authorities.
(e) Customers.
(f) Researchers.

4/10/20




' (a) It should be owned by an individual or an organisation.
(b) It may be in tangible form or in intangible form.
(c) It should have some value attached to it.

(d) It should be capable of being measured in money te

4/10/20 4




Current Assets: These are acquired with the intention of
converting them into cash during the normal business
operations. Example: Debtors, Cash, Bank, Bills Receivable,

prepaid expenses, outstanding income.
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can be seen and touched.

Wasting Assets: Wasting assets are those assets which are natural
resources extracted and consumed as a raw material. Examples: mia
wells, etc.
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year. They are also known as current liabilities. Example- creditors, bills
payable, short term loan, bank overdraft etc.
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- (b) Credit transactions

(¢) Barter transactions

(d) Paper transactions
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Expenditure: It is the money spent or incurred for the value received in
terms of purchase of assets, goods or services, etc. Expenditure are for two

types:
(a) Capital expenditure

(b) Revenue expenditure




Gain: It is the profit that arises from transactions which are not
incidental to business. Example: winning in a lottery, appreciation in
the value of land and building.

course of business or for consumption in the production of goods or¥
services for sale. \ 4P
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are known as creditors.



Accounting Principles,
Conventions
and
Concepts

Dr. Yamini Negi



Accounting Principles

Accounting principles are those rules of action which are adopted by
accountants universally while recording accounting transactions. Th
ey are the rules which are followed 1n treating various items or asset
s, liabilities, income and expenses.

Accounting principles are generally accepted set of principles on the
basis of which transactions are recorded and financial statements are
prepared. These principles are generally classified into two categorie

(a) Accounting Concepts.

(b) Accounting Conventions.




Accounting Concepts:

Accounting concepts are the basic assumptions within which accoun
ting operates. Accounting concepts conveys accounting information
in a manner so that it will give same meaning to all people and make
1t more meaningful.




Business Entity Concept:

Business 1s treated as separate and distinct from i1ts members.
Separate set of books are prepared.
Proprietor 1s treated as creditor of the business.

For other business of proprietor different books are prepared.

It helps in ascertaining the results of each department of the enterpri




Money Measurement Concept:

According to money measurement concept, transactions that can be

measured 1n money terms are recorded in the books of accounts.

Transactions of qualitative nature, even though of great importance t

o0 business are not considered.




Going Concern Concept:

According to this concept, it 1s assumed that business shall continue
for an indefinite period of time.

As per this concept, fixed assets are recorded at their original cost an
d depreciation 1s charged on these assets.

Because of this concept, a distinction can be made between capital e
xpenditure or revenue expenditure.

Because of this concept, outside parties enter into long te
s with the business.
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Accounting Period Concept:

Accounting period means that the working life of the firm 1s divided into
regular intervals for ascertaining profit/losses so that its performance can
be measured.

The accounting period concept is related to going concern concept whic
h presumes that a business is likely to continue for an indefinite period o
f time.

Accounting period is of 2 types: Financial Year and Calender Year.

However, accounting period is normally of one year beginning on a spec
ific date and ending 12 months later. '
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Historical Cost Concept:

All assets are recorded 1n the books of account at the acquisition price
which includes purchase price, installation charges etc.

Acquisition cost relates to the past that’s why i1t 1s referred as historical
cost.

This concept 1s applicable only to fixed assets and not for current assets.

If a firm does not pay anything for a fixed asset, that fixed asset would
not be recorded in the books of account.

This cost serves the basis for further accounting treatment of the asset.




Dual Aspect Concept:

According to this concept, every transaction has a two-fold effect.
Based on a principle, that is every DEBIT has a corresponding CREDIT.

Each transaction will always result in equality of assets and liabilities plus
capital.

ASSETS = CAPITAL + LIABILITIES.



RKevenue Recognition Concept:

According to revenue recognition concept, revenue 1s considered to
have been realized when a transaction has been entered into and the
obligation to receive the amount has been established.

Revenue is recognized at the point of sale or while rendering service
S.




Matching Concept:

Cost incurred to earn the revenue should be recognised as expense in
the period when the revenue is recognized as earned.

When an item of revenue is recognised as income i.e. is entered in th
e profit & loss account, all expenses incurred should also be recognis
ed as expense.

If an expense 1s incurred against which the revenue will be earned in
the next period, the amount will be carried forward as an expense of t
he next year.

If an amount of revenue is received during the year but against it serv
_1ice 1s to be rendered in the next year, the amount received must be tre
e 3ated as revenue in the next year after the service has been rendered.

E #




Accrual Concept:

According to accrual concept, a transaction 1s recorded at the time when
it takes place and not when the settlement take place.

Profit 1s regarded as earned at the time the goods or services are sold to a
customer, 1.e. the legal title 1s passed to the customer.
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Accounting Conventions:

Accounting conventions are guidelines or behavior that 1s followed for
preparing financial statements.

These are evolved through the regular and consistent practice over the y
ears to facilitate uniform recording in the books of accounts.

They help in comparing accounting data of different business units or of
the same unit for different periods.




Convention of Consistency:

It means that same accounting principles should be used for preparing fi
nancial statements year after year.

A meaningful conclusion can be drawn from financial statements of the
same enterprise when there is comparison between them over a period of
time.

If different accounting procedures and practices are used for preparing fi
nancial statements of different year, then the result will not be comparabl




Convention of Full Disclosure:

Convention of full disclosure requires that all material and relevant f
acts concerning financial statements should be fully disclosed.

Full Disclosure means:

(a) Adequate: Sufficient set of information to be disclosed.

(b) Fair: Equitable treatment of users.

(c) Full: Complete and detailed presentation of information.




Convention of Materiality:

The convention of materiality states that, to make financial statemen
ts meaningful, only material fact, 1.e. important and relevant informa
tion should be supplied to the users of accounting information.

The materiality of a fact depends on its nature and the amount invol
ved.

Material facts means the information of which will influence the dec
1sion of its users.




Convention of Conservatism:

This convention 1s based on the principle that “Anticipate no profit,
but provide for all possible losses™.

The main objective of this convention is to show minimum profits.

If profit shows more than actual, it may lead to distribution of divide
nd out of capital.

This convention clearly states that profit should not be recorded unti
1 1t 1s realized.




Basics o;f

Accounting
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Limitations of Accounting

It 1ignores the Qualitative Elements.

No information about the present value of the business.
Accounting is based on personal Judgment.
Accounting may lead to window dressing.

Disclosure of only material items.

Accounting ignores the Effect of Price Level Changes.
It 1s based on accounting concepts and conventions.

It 1s based on historical cost.

4/10/20
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Accounting Process:
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Accountancy:

“Accountancy refers to the entire body of the theory and practice of
accounting.”

It tells about how to maintain the books of accounts and how to
summarize the accounting information and communicate it to the users.

Accountancy can be divided into two parts:

(a) Book-Keeping .

g : (b\xﬁf??ting.

v
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$ook-zgeging:

Book Keeping is the art of recording the financial transactions of a
business or an individual, in terms of money, in a set of books accurately
and systematically in order to obtain necessary information required by
others. Thus, Book-Keeping 1s concerned with:

(a) Identifying financial transactions and events,

(b) Measuring them in terms of money,

(c) Recording the financial transactions and events in the books of
accounts.

(d) Classifying recorded transactions and events, 1.¢.,

4 \\ _\ mostmg them into ledger accounts.
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Difference between Book-Keeping ¢ Accounting

BASIS
SCOPE

PERFORMANCE

OBJECTIVES

SPECIAL SKILLS

FINANCIAL
STATEMENTS

BOOK-KEEPING

It is a primary stage. Itis
concerned with identifying,
measuring, recording and
classifying financial
transactions.

It is performed by Junior Staff

Main objective is to maintain
systematic records of financial
transactions.

It can be performed by persons
having limited level of
knowledge

It does not produce financial
statements like Profit & Loss
A/c and balance sheet.

ACCOUNTING

It begins where book-keeping
ends. It is concerned with
summarizing, interpreting and
communicating the results.

It is performed by Senior Staff.

Main objective is to ascertain net
results of operations and
financial position and to
communicate information to the
users.

It is performed by persons
having special skills and ability to
analyze and interpret.

It is concerned with the
preparation of financial
statements.
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Accountancy

BOOK-KEEPING

1. It is very narrow term
used to record day-to-day
transactions in a set of
books as per framed policy.

2. It is primary stage which
involves recording,
classifying of transactions.

3. It depends on correct
recording of transactions.

4. It is a part of accounting
and is concerned with
record keeping and
maintenance of accounts
which is clerical in nature.

ACCOUNTING

It is comparatively narrow
as it is related to applied
side of accountancy.

It is secondary stage which
involves summarizing,
interpreting and
communicating the results.

It depends on Book-
Keeping.

It involves finding out the
profit and loss and financial
position from data provided
by Book-Keeping.

ACCOUNTANCY

It is a broad term which
includes theories, principles
and system of accountancy.

It is a complete process
which includes Book
Keeping as well as
Accounting.

It is dependent on two
helping hands- Accounting
and Book Keeping.

It includes the decision
making work on the basis of
information provided by
Book-Keeping and
Accounting.






‘Working capital is that
part of the firm's

capital which is
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Capital is divided into fixed capital and
working capital.

Fixed capital is required for
establishment of a business.

Working capital is required to utilize
4/10/20 fixed assets. It refers to curgent assets



\/

Working Capital can

be classified in two

ways.

4/10/20 | 4




4/10/20




‘Gross Working Capital:

If refers to the firm's

investment in total

4/10/20 rirnneont Accondect and +heo



ing Capital: If refers to the minimum amount which is permanently

blocked in the business and that cannot be converted into cash in the normal course of
business (core current assets - Tandon committee). This portion of working capital can be

financed through long term sources.

Variable Working Capital: It refers to the amount which is above the permanent level of

working capital. Requirement of this working capital can be financed through short term

A It can be classified as Seasonal Working Capital and Spegific working capital.



Amount
of
Working
Capital

Variable Working Capital

Permanent Working Capital

Time







S Naturavorkipgigapitatne

type of business, firm is

involved in, is the main

consideration while deciding



(4) Availability of Raw

Ma‘rer'lal If raw material

is readily available then

one need not maintain a
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working capital

(6) Credit Allowed (to the
customers): Credit policy refers to

averaae beriod for collection of



- Purchasing resources,

- Producing the product and
— Distributing (selling) the product.

These activities create funds flows that are both unsynchronized and

ninecoavrtarn



Cash

Raw Work in
materials progress
e Taxes

e |Interest payments
e Dividends

Finished
goods

e Salaries & wages

Accounts Sales
receivables




\/

~“= Cash Conversion Cycle is the
time period between the
dates a firm pays its

suppliers and the date it



2gdedguate vv.
- Adequate working capital enables a firm to pay

its suppliers immediately.

- It helps in increasing the productivity and efficiency of fixed

assets in the business.

- A firm can pay its debt in time, hence, increases the goodwill of
the firm.

It helps a firm in distributing sufficient profits as dividend
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vianadement
- To ensur2’the organisation has

Objective

sufficient working capital resources to function

and grow Liquidity.

Liquidity refers to whether or not an organisation is in a position
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Objective 2 - To impro¥e profitability by

the investment in working capital to the minimum

required.

The working capital/cash operating cycle measures the time in days

that cash is tied up in working capital.






nadeqguate vy
- If the working capitd is in excess i its

requirements it means idle funds adding to the
cost of capital but which earn no profits for the

firm.

On the contrary, if the working capital is short of its requirements,

it will result in production interruptions and reduction of sales

fa ® - 'Y B | - - - A o e a ofBh & y - A



(1) Exce DIV TapVtal o inls

&g Working

In unnecessary accumulation of large inventory. It
Increases the chances of misuse, waste, theft etc.

(2) Excessive Debtors:- Excessive working capital will results in liberal
credit policy which, in turn, will results in higher amount tied up in debtors
and higher incidence of bad debts.
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Material:- Adequacy of working capital results in non-
payment of creditors on time. As a result the credit
purchase of goods on favourable terms becomes
increasingly difficult. Also, the firm cannot avail the cash
discount.

(2) Full Utilization of Fixed Assets not Possible: Due to the frequent
interruption in the supply of raw materials and scarcity of stock, the
firm cannot make full utilization of its machines etc.



]g \/ l (-'YQP

yJosnvorking capital,

vith'its bankers and it becomes difficult for the firm to borrow in
case of need.

(5) Non Utilization of Favourable Opportunities: For example, a firm
cannot purchase sufficient quantity of raw materials in case of sudden
decrease in the prices. Similarly, if the firm receives a big order, it cannot
execute it due to shortage of working capital.
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Scope of Receivables

~ DetermiriVha 1Ay IRYE N -

* In developing an optimum credit /A7 3
policy, the benefits of credif W 75
extension should be compared with & FES
the cost of credit. .

* Major considerations In cost
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Scope of Receivables

Management
- Determining Credit Terms:

* Credit terms Include the decisiong
like credit period, quantum of cash |Safw
discount and period of cash discount. =



Scope of Receivables

: EvaluatiMa_nagmnﬂnjpredit

applicants:

* This step involves laying down
clear-cut guidelines and
procedures for granting credit to
Individual customers.

oo WA A A~ b Ao A gy



Scope of Receivables

Determim ction
Policies and Methods:

* The collection policy should aim
at accelerating collections from
slow payers and reducing bad
debt losses.




Scope of Receivables

© Control Maniagémigsi¢  of
Receivables:

* This step involves analysing the
size of investment In this current
asset from time to time.

Various ratios like Debtors
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Factors Affecting the size
LRl Receivables

) Credit Policies: How liberal (stringent policy)) or conservative the credit
policy is, will also affect the amount of receivables. A tight credit policy
will imply a low size of receivables. If collections are prompt, then even if

the firm has a liberal credit policy, the size of receivables will remain under
control.

© Trade Terms: The most important credit terms affecting the level of '
receivables are the credit period and the cash discount. For instance, cash

discount reduces the investment in receivables because it encourages earl




Factors Affecting the size

(d) Credit Collection policies; An efficient collection policbwill considerably

reduce the amount of invelfﬁ R‘eee Iva

(e) Business Expansion Plans: In the early stages of expansion of business, more
credit facilities may be necessary to attract customers in new markets. Of course,
the period of credit can be gradually reduced when the firm is able to get
permanent customers.

(f) Competitors’ polices: The credit policies of the competitors also influence the
credit policy of the firm. Sometimes, the trade policies of the competitors have to

be kept in mind otherwise, it may be difficult. '
(g) Other factors: Several other factors such as level of business activity,
seasonal factors, industry norms etc. affect the level of investment in receivable




Analysis of Terms of Credit

* Firm’s credit terms specify the repayment terms required for all
credit customers.

- Changes in credit terms affect the firm’s sales, profits, average
collection period and bad debts expenses.

- Credit terms have three components: Cash discount, Cash discount
period and the credit period.

* The cash discount indicate the rate of discount offered to the '
customers to induce them to pay their bills early. It results in increa

1n sales and decrease in average collection period. bad debt expens




Analysis of Terms of Credit

* Credit Period is the time duration for which credit is extended to the
customers is called credit period. Generally stated in terms of a net
date. Ex: “net 30”.

* Credit period of the firm is governed by industry norms but can be
extended to stimulate sales. Increasing the credit period should
increase sales but both the average collection period and bad debts
expenses are likely to increase.

- Cash discount period affects the firm’s collection period and profits
When the cash discount period is increased, it has both positive and
negative effect on profits.



Analysis of Terms of Credit

- The time duration for which credit is extended to the customers is
called credit period.

* Generally stated in terms of a net date. Ex: “net 30”.

- Credit period of the firm is governed by industry norms but can be
extended to stimulate sales.

* Increasing the credit period should increase sales but both the
average collection period and bad debts expenses are likely to
increase.




Credit Evaluation

* Once the firm has esta hed its credit gandards, procedures
are developed to evalu rEe)f
prospective customers.

* Line of Credit must be stated which shows the maximum
amount of credit the customer is capable of supporting.

* Credit Evaluation Procedure involves Obtaining credit
information about customers, credit investigation, credit '

analysis, fixing credit limits and establishing collection

procedure.




Credit Evaluation

(a) Obtaining Credit I mation:
et Brocedure

* When a firm is approached by a customer desiring supply of goods

on credit, the firm’s credit department begins the credit evaluation

procedure by obtaining credit information.

* Major sources of credit information are financial statements of the
customer, bank reference, credit information associations, '

Credit Bureau Reports.



Credit Evaluation

(b)_Credit Investigatiopy,
~ " Procedure

* After obtaining the credit information, the firm collect information

regarding various other aspects.

* These aspects are: type of customer (new or existing), Customer’s
business line and background, Nature of product (Perishable or
seasonal), Size of customer’s order and expected future volumes of '

business with him.



Credit Evaluation
(C)_Credit Analysis:
Procedure

* A credit applicant’s financial statements and accounts payable
ledger can be used to calculate its “Average age of accounts
payable” and compared with the credit terms currently being

extended by the firm.




Credit Evaluation
(d)_Credit Limit:
Procedure

* In this, the amount and duration of credit i1s determined.

= Line of credit involves the fixation of maximum amount of
trade credit and duration of credit to be allowed to a

particular customer.



Credit Evaluation
(e)_Collection Procedure:
Procedure

* In this step, firm decide about the collection procedure to speed up

the collection of dues.

* Firm may take various steps such as letters, telephone calls,

personal visits, using collection agencies, etc.
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