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Materlal Cost and Control
_ |

Syabus: impartance and reed for material confral Matanal purchase procedure; Stores
functions. receiving, inspecting, sforng issbe of matenals, materals costing- pricing of
receits, pricing of issuos: LIED and FIFD § and Standard price-3" vear.) stores ledgor,
fnventory confrol techatques- EOQ level settings, ABC analysis, Perpetual (confinuous)
in I.'EF.IJ'.IJF}«' 5_-,-5r._=,-m.
Matarials:
The term matenal simply means any commaodity or substanze which is procesasd In a factory
In arder to be converted inta linished product i |s the first and mos imporant element of cost it
inelutdes raw malennls, components, tonls, Spore pans, consumables siares
Materials can be classilied into two types
(i) [urect Miateral all matenals which become an integral per of the fimsh product and which can be
conveniently assigned to specilic physical unit is lermed as ‘Diect Materizl. These materlals directly
enter the production and form par of the fimshed product For ezample, wood for furniture, bricks,
gtones and cerment far houss, cloth for garments et
[erect matenats inclurde the Tnllowing

{a] MWaterials specilically perchased for ajob, process or order,

{h} Parts and comaonents wserl In gssemibhng a praduct | e tyres of motor car, batteres for UPS elc

(€] Materials translerred from ane cost centre Lo arathor,

{d} Primary packinng matenals hee cartons, card-boand boges etg
(il pebrect Matepzls. All those motenals which cannot be classihed as direct matenals Indirecy
miaterials cannot be diredly allocated but are appanioned to the cosl centres, Indirect matenals are:

{a) Consumazbles, lubricants, grease, ol elc,

b} Mtinar ems lies thraad in dress making, nalls in shos making ete,

{c] Emall leals for general gse.
Distirction betwesn Direct Materals and Indirect Materials:

Liirect Materiaiz Imdirect Malermls
b5 & part af prime cost | It Is & part of averneads.
2 1= primary for 1he pragucton 2 It s supplementary for the production
3, It varies with changes in outpul (Varable | 3 18 rermaing lixed | Fired Cost)
cosl)
4.1l caen be contralled A 1t cannel be easity controlied
5 Il an be identfied with Tinishad product 5 it cannnt be identfied with the finishad
product

Wiatenal Controlf Matenal Cost Contral;

According ta the Indian Association of Materlals Management, 64% of the cost of a product |=
consttuled by the moteriz! cogl. Thus, the Imperance of materials control Hes In the Tact that anay
saving made In the cosl of materials will go a leng way In reducing the cost of production and
Improwing the profitahility of a coneem

hialerial

conred 15 @ system which ensures thot nght quality of matenals 19 avaltakie in the nght guantity ot the
righil Urre and tght place wilh tight amount ol mvestment. I s systemallc control over purchasing,
stanng, and Issuing of materials s as to have the minimum pessible cost of materials. Thus, malerial
conirol 15 exerclsed at thres stages-

(¥ Purchasing el matenals Purchasing contral,

(il Staring of malenals- Stare comot;

{il}  tsswng el malerials- lssuing Conlral or material costing

Purchase Conirol;

Purchase Control covers controd on all aspects of purchase department The purchase departimen
plays a very importar! rele In purchazmg materals. The responsibilifles for purchasing sl types of
miaterials are enliusled Lo this depastmen). Purchase deparlment or purchating may be centratized,
decentralized and Cenfralized- Decentralized

Cenralged Purchasing: Centralized purchasing relers o purchase of materials under one purchnse
departmeni headed by a compelon purchase managar. All the purchases should be made by thn
department 19 avold duplication, ovezlapping and the nonwuniferm procurement. All ather departments
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year in '|'|'|'IEI:|1 the loss was incu rrEl:I

9:47 AM derbfSlijusted only agalnst Income from business or profession®ti! 4G, -

I Mot necessary (o continue the business al the time of set off in 'fulure years
¢ Cannot be carried forward If the return |3 not filed within the oniginal due date.

Speculative Business Loss :

i Can be carry forward up ta next 4 assessment years from the assessment
year In which the loss was Incurred

I Can be adjusted only agalnst Income from speculative business

L Cannt be carried Torwand I the retarn s nol Aled within e soiginal due dise,

I Motnecessary to continue the business al the time of set off in future years

Specified Businesa Loss under 35AD :

I Mo time limit to corry forward the |osses from the specified buginess under

N -—

Set Off and Carry Forward of Losses

354D
} Mot necessary 10 continue the business at the time of set ofl in fulure years
[ Cannot ke carrled forward iF the return |5 not filed within the original due date
I Can be adjusted only against Income (ram spesified business under 35A0

Capital Losses :

1 Can be carry forward up ta next B assessment years from the assessment
year In which the loss was Incurred

¢ Long-term capital losses can be adjusted only against long-term capital gains.

I Shor-term capital losses can be set off against long-term canital galns as
well a5 shart-trrm capital gaing

I Cannot be carried lorward |1 the return 13 not liled within the ariginal due date

Losses from owning and maintaining race-horses:

Can be carry forward up 1a naxt 4 assessment years from the assessment
yearin which the loss was incurred
I Cannot be carried forward If the return | nat filed within the ariginal due date
I Can only he set off against income lrom owning and maintaining race-horses
only

Points 10 note;

1.4 taxpayer incurring a loss from a source, Income from which is otherw|se exermpt
from tox, connot set off theae lososes agoingt prafit from ony taxoble source of
Inceme

2. Losses cannot be set off against casual income Le crossword puzzles, winning
from lotteries, races, card games, betting etc.
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Minimum Stock Level & Y of Re-arder Quantity,
2 ABC Analysis: (Selective Inventory Control) or Always Better Cortrol Method:

The concept ol ABC analysis was developed by Pareto, an Nalan philosophber in the nineteanth
century This analysla hased on the principle of "Vital few & Trvial fwemfifessimany”™ When thia
technique |s used as 2 lool of material conticl, the materials are classified inte hres categorles such
as

] [

Material Cost and Control
I

Category-& dems’ Thess teams are small i number but high in usage value, where 1hese consist
B% of store bl eover 753% of 1otal cost of stores (Vilal tew)
Calegory B ilerns, These ilems ore maedwm in number ord medivm usaoe value, wherse These
consil 25% ol stos but cover 20% of 1otal cost of stores {Mormal item)
Category C ilems; These tems are hgh in number Bt low usage value, where  these conslst 67% af
stare But cover 3% of to1al cost of steres [Trivial manyg)

According o this lechnique, a strict control 1s exerclsed over 'A' calegary materials under he
supervision of an exparienced persan, a maderala cantrel is esercized over ‘B calecory materials and

i5 ta dovelop polcy guidelines (o selective controls.
Advantages of ARC Analvsis

1. A& siricl control s exerclsed on costlher items,{ In A calegary dems)

Z It saves fimie & cost by exercising economic system of controd over low value items
(C cotegory lEms}

3 It 15 auitable, when resources and staff are less

4, It ensures aptimum investment In inventary bul placng frequent order of costlier
irems

5 It helpa i the mamtenance of high inventary fumaver rate,

3, Economic Order Quantity (EOQ).

This technique ol meteriol corfrel helps in deoiding the purchase of most Tavourable quantity
of malerrals when fresh suppliers are required. Tha gquantity of materdals Lo be ordered al a time |s
affected by twa confliching cast, termmed as "Crdenng cost”™ and “lnventary carrying cost™. The cost
carylreg inventory will be less when the quantity of malerials bought |s alzo less and vice versa,
Thereiore, EOL @ the quantty of moterials where Ordenng cost of the marerials and Commying cost of
thie materials are minimum, hence 1atal cost ol the materials wall be minimised

The fallawing farmula 13 used 1o calculate 04

EQQ = ¥ ZA0

|
Where,
A = Annwal Usaged Consumplion
0= Ordering Cost per arder
. Drdorirg costs Include:
[I} Cos1 el placing orider,
{il} Cost ol Transportaton,
[l] Cost of recelving gonds,
liv) Cost of inspecting geods,
(v} Cost of fllow-up of pders
I = Invenlory Carrying Cosi por uruit
Inven|ory costs melude;
(I} Costal stors place! spacs,
(i) Costef handling materials;
(i) Cast ol insurmncs;
{iv) Ceslof imvasimant in store,
(v} Cosl ol deteraralion end domane of store;
[wi) Costof store staff,

1. The supply of geods is satisfaclosy, Le. gacds can be purchased whenever 1hess are
negded;

2 The quaniity 1o be purchased by the corcermn is certain,

3 The prices of the goords are stable

4, Drdesing costs are constant,

5 Carrylng costs are constany,

6, Lead penods 1me is Zero

Material Cost and Control

4, Perpetueal/ Conlinuous Inventary controd;

This a techninue of recarding stores balances after every recein] and Issue, 1o lacilitate regular
stack 1aking. Urder this mothad the balance of materiols a5 shown By the bin card and store ledger
card is comparsd alomg with the actusl guantity of materials 10 stock, The book balanee and Lhe
physically veritiod balence rmust agree wilh each other. The discrepancy || &ny, prempt action is 1oken
to avald such deficis

Undar this systam, 10 werly the materials on o regular basls, a team may be constiluied which

iimeFine thie mdanle seetimosne b themombmid s jsmmre in sssmedanme olib m seadofarmiomnad meaaraerree=
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If the prices fuetuate frequently, this methoad may lead fo clerical emors;
3 Cureng Inflatian, this method is nat suitable dus 1o high replacement cost of materials.

=]

2_Lest in First cut (LIFD): This method 1a exaclly the npposite of FIFD method Faor pricing the

] [

taterial Cost and Control

" malenals lssees the price of the latest balch o ot of materials |s adopted. (1 this lot eshausts then
Ihe price af the earfier lot 13 made usa of

Advantages of LIFO method
1 It is simple to undarstand and easy W0 operale,
2 This methed is switable during inffation (risirg prices);
a saue prce refllecls curant market poce;
] This method racovers cost from the productlon becawse actual cost material is
charge 1o praduction
Disadvaritages af LIFO Methed:
1 IF Ihe prices fluctuate frequently, this methol may lead o clercal eors;
2 Curing delation, this method is o1 suiatle;
3 This methed canng be operated when tha invoice price does not reach belore sseas

are 10 be priced

Techniques of Material Control;
The important lechnigues used lo sxercise conlrol aver cost of maleriols ore as follows:
Level SE1ting
AEC Anolys:s,
Ezonamic Order Quantity (ECQ]},
Perpetual/ Canlinuows Invert ory Contral,
VED Analysis,
Inpast-puitput Batia Analysis, elc
1. Level Setting:
Thes fechnlque of material control is halpful in avolding oversiocking and understocking of
malerals n storeroom. The stock levels are fized by the management and o is the duty of
slerekesper to ohsanve them, These levels are &5 [oflows

O LM B L f3

[} Re=argder Level. This is the level ot which a Tresh arder for materials are prepared and placed with o
suppliers. This level Is caloulated by the following way
Re-order Leved = Minimum Level ¢ [ Normal Consumiption x Normal Re-order Period )

Or, =Maximum usages x Marimum Reorder period.

LIEY Minirmurm Level (Safely Stock). This represent the minimum guantity of Lthe matesial which must be
maintalned In hand o all fimes
Minimum Level = Rearder Level - { Normal Consumplion & Normal Re-order Period )

[it]] Magimum Level 1115 the leve] beyond which storoge of raw materials are nol allowed 1o go
Maximum Level = Re-peder Level + Raarder Quantily — [ Menimum Consumptian £ Minimesm Re-order
Pennd)

[iv] Canger Level This lavel is fived in between minmum level and zero level This level ia pamcularly
lixed 1o control the materizls duzing the perlod of emergenicy so that urgerd and prlonly oiders are nel
held up

Danges Level = Average Consumplion x Maximum Re order Petlod [or emergancy purchases.

[¥] Average S1ock Level Tha average stack level is calculated by the following farmula:
Averane Sinck Level = b (Minimam Lavel + Madimom Level)
o
winimum Stock Leval « ¥ of Re-order Quantity

2. ABC Analys|s: [Selective Inventory Contral) or Always Better Control Method;

The concepl of A8C analysis was developed by Parelo, an lalian ghilesopher in Lhe nineteenth
cemtuny. This analysis bassd an the principle of "Vital Tew B Trivial (wartblzss) many™ When this
lechnique = used as a too! of materal contral, the materials are classilled ino three calegories such

—

Material Cost and Control

"Calegory-A llems: These ltermns are small In number bt high In usags value, whera these consist
B% of store But cover 75% af tata) cast of stares (Vitsl Tew).
Catenory B lems: These ilerms ate medivm in number 2nd medium usane vales, where these
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. res af the goars are stable il
9:41 Aeﬂ IrAe==ifi cOS15 are canstant, anttl 4G, m
5 Carrying costs are constani,
& Lead period/ 1ime 15 zem

Material Cost and Control

I
4, Pespalualy Cantinuals Inventory conirol;

This a techmnue af recording stores balances fer every receiml and ssue, 1o Facilifate regular
stack taking Under Lhis methad Lhe balance af malenzls as shawn by 1he bin card a2nd store tedgor
card s crmparsd afneg with the gotusl quantity of matengla in stack, The book balance and the
physically verified balance must ogres wilh sach other The discrecancy i any, prempl action is laken
ta zwald such deficis

Under this syslem, 1o varily the malenals on a regutor basls, a team may be constiuted which
verfies the stock continuously throughaul the year in sceosdance with a pradetermined programimse,
Having verllled the malenals, a slore audil nele is pregared by the leam,

1 Thi leng ardd castly work of stock taking |5 avoided,
2 A detalled and reliabile check an the stock s abtained,
3 1113 nat necessary 10 slep proaduchion during the penod of stock venficalion,
4 Orscrepancios sre readily locoted and appropnate measures can be taken,
5 It helps in avolding understorking and overstocking
Limitatinns of Perpetual Invepiary Contral
1 The sysiom is expensive for a small conoern,
2 The infnrmation aknut actual sinck of & particular iem on & particular day may not be

avallzble due smme genuine reasons

Distinction between Periodic Inventory Sysiem and Perpetual Inventory Sysleme

Periodrc Invensary System Perpetual imventory System
Vo s pericdical verification done @ heend ol | 10 1 iz a conlinuous process spresd over the
thi year sl

L it iz sscertoined on the basis of an actusl | 200 is ascerained on the bayes of records
countd verilication of melerols
3000 repaires closing dawn ol wisth for swock | 40 doss pot regire closien dosn ol work, fop

1akirig slock 1aking

401 daes nel facibtale e conbinuous stock [ 2000 [aoiiEtes e cantinees Siock Shacking

chocking

5 1Lis simple and inespenzue 5 Ul is glaborate arkl espensive

6, 11 i conducted by crdinary stall fi i is conducted by audit and aocownt stall
EEREELNE
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sub-danded nto small spaca called Bin

(1) Store Ledger Card! Account.

{8} Meaning: S1are Ledqer 15 kept in the Costing Departmient and s identical wilh the bin card expect 1hat
receipls, lssues and balances ard shown zlong with thair morey values. Thiz contains an account far
ever item of stores ard makes @ record of the receipts, 1ssues and balances, both in quantity and
wolug Thus, this iedger provides the information for the pricing of materials ssued and the monay
value &t an lime of each dem in sfores,

.

Material Cost and Control

Are Bin Cards necessary at all? Explain.

Some Peraong argue thal where a store ledger s mainaned, the bin card
Is 8 duplicate record and as =such It should Rot maislain. This is wong and s against the basis
principles ol store accounting on account af the (ollowing reasons:
1 Tha storekezper is responsible lor the maintenanee of stores and a3 such he should have 3 siock
recard under him
2 The storekesper Is held responsible for the differsnce in (he phygicol stock gnd the stock renord,
which can bie shown by the Bin cards
3 The siore ledger s rol kepl up-lo-date becsuse posting ol transsctions are made penodically,
wherz bin cards pravide up 1o gate balarce of stock.
4 Bin cards ardl store ledger act a5 3 oross check on each other because of stock disclosed by bin
cards shou'd be agree with the balance shown by the store fedger.

Thus. 1he aeruracy of both reconds s essentnl for stare confrol

Izzulng Contral or Materinl Casting: |5suing of Materials:

Maleriols are Kept In wiores so that the sioreksppesr may issue them whonever theee ara
regjuired by the production deparments. Materials issued rom the stores should be prce a1 the value
al which they are camed in stock Bul the ssu2d mmenals may not b2 of one purchase rate IF the
same purchased price | pald for 2l lols of g given rmaterial, no difliculty would be encountered in Lhe
voluatnn of that materlal when o 15 lsaued But the pnoce alwaya changea i acocordonce with the
miarkel condilions. That is why ol creales a proflem for issulng depattment. There are many melliods
of pricing matenal isswes, 1The most imporant being
Firslin Firsl oul (FIFO)

Last in First nat {LIFGY
Highest in First aul (HIFO)
Nexl in First out (MIFEO)
Aweroge Cob)

Inllated Prce

Specilic Price

fase Stock Methnd
Replacerment Price Methed
10, Reafisanle Vaius Method
11 Standard Price Methad
12 Markot Price Method

WO G0 s B de D) RS o

1. First In First out (FIFD): Undes this methad, the tssues of materals are prced according to the
chrenologleal crder of purchozad rate of materiais, The underlying principte s thal purehase price of
the earlier conslonment |s used first for issue of materlals and once this consignment exhausts |he
price of the nex! conaignment is 1zken up

Advaniages of FIFD Method,

1 It 13 sirmple to understand Bnd easy to operate;
2 11 i= suilabla fm the time of deflaton {falling prices), due to lower replacement cost aof
the materials;
3 The vzlue of clesing stock will reflect current market pnce;
A This methad gves correct cost of materals consumed.
Disadvantages of FIFQ Methad:
1. |szue price do nat reflect current market prcs,
Fa If the prices fluctunte frequentty, thes methad may lead to clencal emors;
3 Durirg Inflaticn, this methad s net sultable due to high replaceman) cost of materials.

2. Last im First ouwt (LIFOY; This method is exactly the opposite of FIFO methed . For pricing the

Material Cost and Control

" mateslals issues the price of the latest batch of kot of mateslals is adapted I this lot exhousts then

ihm mrimm al the anclime lod ba rmacde cam =F
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Purchasze Control covers control on all aspects of purchose department. The parchase deparimen
plays @ very empartant e 0 purchasing matetas The resporsibibies for purchasing &l types of
materlals are enlrested to this depastment Purchase depariment or purchasing may be centralized,
decentrafized and Cenfralized Decentrolized

Centralized Purchasing: Cenfralized purchazing refers to purchase of meteriols undsr ong purchase

department headed by a compelen purchaze manager. All the purchases should be made by that
dopartrment 19 avoid duplication, cvadapping and the ronamlfom procurement. Al other departments

Fepapd o=

o

Material Cost and Control

which reguirs material and tools should serd requisiions to the centralized purchasing departmem

to make timely and sullable purchases.

fdvaman=s of Cerjalized Purchasing

Bulk purchasing results in reduced price al malerials on aceoum of trade discount, economics In
transaorting,

Beller contral on purchasing is possibhe,

Specialized knowledge and skill parsonnel can be appoinad;

.ﬁ.l1l recorcs wath regard to purchase sre ket 8t one ploce under the superdskon of the purchnse
clflicer

it avmds dupleaton and overlapping ard hielps in urafarm purchasing

Cisadvamages ol Centralized purchasing

1. The berefits arising out of local purchase cannat be avalled ol

2 Delay in purchasing and supplying,

3 Emergency purchases cannot be made under this system;

4 Thers are chances of misund=rstanding hetween purchasing deparment and other
depanmeris,

5 It wall lessd to heph initeal enst or estahhshment cost of purchaaing depamment

Pecemirafized Pyrchasing, Under decentralized purchasing system purchases are made by the
ditlerent departiment independently, Decentralized purchasing 13 applicable Lo thess manulactiunng
concesns which operate several plams in different lecations manufaciunng different products and
sach planl requiring dilferent lypes of malerials. Each department will bave a purchasing aulharly
whno enjnys the freedom of making purchaae of materals required by ther depanment

Centraluerd Decemralized Systemn, Finms which have more than one plam located Inoand arownd
heteragenecus products, adept ths system ol purchasing. Though such plants produce differem
products thare are some malerials which are commen to all plant Under this system, purchases are
partinlly centralized and partially decentralized but it 15 necessary to make clear that which type of
materlals are Lo be bought by the cenlialized buving officer and which tpe ol malerals by

departmental buying officer

Procedure 1o be followed Tor procurement of matesdals 1l ihe payment of il

Staring of materials and Siore contral,

Meoning of store:

Storags refers to the acl of stosing materlals for sale custody 1l these are |ssead 1o
the production and others dopartments. The plaoe where maleriols ore kopt |5 known as 'store’. The
person wha is Incharge of store 15 known as 'storekesper’

The Jecation’ of the store shauld be camelully plarned owl and it showd be housed ina
pomtion which s wery near 1o the Receiving Depanment so that transpariation charges are a1 a
mirdmarm and should be conwenient for the supabers of materials oo,

The Tayout’ of the store should be divided Into various racks, which should be funhor
sub-divided mta small space called 3in’

(1) Store Ledger Cardy! Account

(a) Meaning; Store Ledger s kept in the Casting Department &nd 15 identical with the tin card espeat that

recelpls, issues and balances are shown along with their morey values. This cantalns an account for
ever ifem of storea and makea a record of the receipts, Issuea and balances, both In quantrity and
value, Thus, this ledger providea the information or the pricing of materals issued and the money
value at an lime af each ilem in slores.

Material Cost and Control
I

Soma Persons arpue that where g store ledger 15 maintained, 1he b card
is a duplicate recard and as such it should rot maintoln, This s wiong and Is against the basis
princlples of store accounting on account ol 1he Tollowing reasons:

1. The storekesper is responsible for the maimenance of stores and as such he should have a slock
racord under him

" Are Bin Cards necessary at afl? Explain.
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