FIELD STUDY REPORT - 
COST & MANAGEMENT ACCOUNTING(568)


1
INTRODUCTION - FIELD STUDY REPORT

Cost accounting enables an organization not only to ascertain cost to produce and sell each individual product but also helps  management  in making  decisions regarding the product, its  profitability and about other aspects which come in the way of reaching and setting the new goals. Many industrial concerns are confronted with the difficult and often rather complicated problem of assigning costs to their “By-Products”.  Assignment of costs to these various products enhances equitable inventory costing for income determination and financial statement purposes.  An other important aspect of “By-Product Costing” is that it furnishes management with data for use in planning maximum profit potentials and evaluating actual profit performance. 

In this report an attempt has been made to describe the method of “Costing of By-Product”.  “Fazal Vegetable Ghee Mills Limited” has been selected for the study purposes of this report.

2
COST ACCOUNTING 

A business exists for earning a suitable return or profit on investment made in it. It is also because money obtained from shareholders and long-term creditors have a cost. Customers of every business must have a fair return on value parted with by them. Cost accounting endeavors to assist in keeping costs down to the absolute minimum relative to the performance, appearance, finish etc. features of products. Its assists management in the formulation of sale policies to the advantage of the customers. 

The creditors money must be safe; there should be a regular payment of interest and there should be enough generations of cash to allow repayment of debts on the due dates. A business will thus aim at a return which will satisfy the shareholders expectations as well as legal requirement of money. 

Investment made in business is thus placed at the disposal of managers. Each manager is accountable for the use resources and the results achieved. This accountability of individual manager travels towards the top level management and the managing director or other head of an organization will be accountable on over-all basis viz. earning a suitable return on investment and maintaining a sound financial position of the organization.

2.1
CONCEPT OF COST

Cost accounting measures cost in accordance with various needs of business management. These needs require that the costs presented to management to be based on relevant facts, competently observed and significantly measured so that the management can make valid decisions thereon. An analysis of this requirement reveals that there is a wide diversity in the use of the terms and concepts employed in cost computations and that this diversity is the result of a variety of causes. Costs may be computed under different conditions, for different purposes, by different people. 

Economists, accountants, engineers, and other people facing cost problems have developed cost concepts and terminology according to their needs.  Basically, a concept should be stated in terms in which it has become generally familiar. For the term ‘cost’ a definition or explanation leaving no doubt concerning its meaning is not easy. The Committee on Cost Concepts and Standards of the American Accounting Association defined cost as “Cost if foregoing, measured in monetary terms, incurred or potentially to be incurred to achieve a specific objective”.

3.
BY PRODUCTS


The term by-product is generally used to denote one or more products of relatively small total value that are produced simultaneously with a product of greater total value.  The product with the greater value, commonly called the “main-product” is usually produced in greater quantities than the by-products.  Originally, the manufacturer has only limited control over the quantity of the by-product that comes into existence.  However, the introduction of more advanced engineering methods has permitted greater control over the quantity of residual products.

3.1
NATURE OF BY-PRODUCTS


The accounting treatment of by-products necessitates a reasonably complete knowledge of the technological factors underlying their manufacture, since the origins of by-products may vary.  By products arising from the cleansing of the main product generally have a residual value.  In some cases, the by-product is leftover scrap or waste.  In other cases, by by-product may not be the result of any manufacturing process but may arise from preparing raw materials before they are used in the manufacture of the main product.  The separation of cotton seek from cotton, cores and seeds from apples, and shells from cocoa beans are examples of this type of by-product.


By product can be classified into two groups according to their market able condition at the split-off point:  (1) those sold in their original form without need of further processing and (2) those which require further processing in order to be salable.

3.2
METHODS OF COSTING BY PRODUCTS:


The accepted methods for costing by-products fall into two categories:

•
A joint production cost is not allocated to the by-product.  Any revenue resulting from sales of the by-product is credited either to income or to cost of the main product.  In some cases, costs subsequent to split-off may be offset against the by-product revenue.  For inventory costing, an independent value may be assigned to the by-product revenue.  For inventory costing, most commonly used in industry are:


Method 1.
Revenue from sales of the by-product is listed on the income statement as:

a.
Other income.

b.
Additional sales revenue.

c.
A deduction from the cost of goods sold of the main product.

d.
A deduction from the total manufacturing cost of the main product.


Method 2.
Revenue from sales of the by-product less the costs of placing the by-product on the market (marketing and administrative expenses) and less any additional processing cost of the by-product is shown on the income statement in a manner similar to that indicated in Method 1.


Method 3.
The replacement cost method.

•
Some portion of the join production cost is allocated to the by-product.  Inventory costs are based on this allocated cost plus any subsequent processing cost.  In this category, the following method is used:


Method 4.
The market value (reversal cost) method.

3.3
METHOD 1: RECOGNITION OF GROSS REVENUE:


This is a typical noncost procedure in which the final inventory cost of the main product is overstated to the extent that some of the cost belongs to the by-product.  However, this shortcoming is somewhat removed in  Method 1(d), although a sales value rather than a cost is deducted from the production cost of the main product.

•
By-product Revenue as other income:


To illustrate this procedure, the following income statement is presented:

	Sales (Main Product)
	
	________

	Cost of good sold:
	
	

	
Beginning inventory
	______
	

	
Total production cost
	______
	

	
Cost of goods available for sale
	______
	

	
Ending inventory
	______
	________

	Gross profit
	
	________

	Marketing and administrative expenses
	
	________

	Operating income
	
	---------------

	Other income: Revenue from sales of by-product
	
	________

	Income before income tax
	
	=========


•
By-product revenue as additional sales revenue


In this case, the income statement above would show the Revenue from sales of the by-product as an addition to sales of the main product.  As a result, total sales revenue would increase and gross profit and operating income would also increase accordingly.  All other figures would remain the same.

•
By product Revenue as a deduction from the cost of goods sold:


In this case, the revenue from the by-product would be deducted from the cost of good sold figure, thereby reducing the cost and increasing the gross profit and operating income.  The income before income tax remains the same.

•
By-product Revenue deducted from production cost.


In this case, the revenue from by-product sales is deducted from the total production cost, giving a new production cost.  This revised cost results in a new average unit cost for the main product.  The final inventory will consequently be reduced.

3.4
METHOD 2:  RECOGNITION OF NET REVENUE


This method recognizes the need for assigning some cost to the by-product.  It does not attempt, however, to allocate any main product cost to the by-product.  Any expenses involved in further processing or marketing the by-product are recorded in separate accounts.  All figures are shown on the income statement, following one of the procedures described in Method 1.

3.5
METHOD 3: REPLACEMENT COST METHOD


The replacement cost method ordinarily is applied by firms whose by products are used within the plant, thereby avoiding the necessity of purchasing certain materials and supplies from outside suppliers.  The production cost of the main product is credited for such materials, and the offsetting debit is to the department that uses the by-product.  The cost assigned to the by-product is the purchase of replacement cost existing in the market.  This method is common in the steel industry.  Although many by-products are sold in the open market, other products, such as blast furnace gas and coke oven gas, are mixed and used for heating in open-heart furnaces.  The waste heat from open hearts is used again in the generation of steam needed by the various producing departments.

3.6
METHOD 4:   MARKET VALUE METHOD:


The market value (reversal cost) method is basically similar to the last technique illustrated in Method 1.  However, it reduces the manufacturing cost of the main product, not by the actual revenue received, but by an estimate of by by-product’s value at the time of recovery.  This estimate must be made prior to split off from the main product.  The by-product account is charged with this estimated amount and the production (manufacturing cost of the main product is credited.  Any additional costs of materials, labour, or factory overhead incurred after the by-product is separated from the main product are charged to the by-product.  The marketing and administrative expense might also be allocated to the by-product on some equitable basis.  The proceeds from sales of the by-product are credited to the by-product account.  The balance in this account can be presented on the income statement in one of the ways outline for method 1, except that the manufacturing cost applicable to by-product inventory should be reported in the balance sheet.  Method 4 is based on the theory that the cost of a by-product is related to its sales value.   It is a step toward the recognition of a by-product cost prior to its split-off from the main product.  It is also the nearest approach to methods employed in joint product costing.

4.
INTRODUCTION - ORGANIZATION


I have selected “Fazal Vegetable Ghee Mills Limited for my study of “Costing of By-Product”.


The company was incorporated in Pakistan on September 2, 1967, as a public limited company and its shares are quoted on the Karachi Stock Exchange (Guarantee) Limited and Islamabad Stock Exchange (Guarantee) Limited.  

4.1
MAIN OBJECT


The company is principally engaged in the manufacture and sale of vegetable ghee, cooking oil and laundry soap.

4.2
REGISTERED OFFICE & MILLS


Sector I-9, Industrial Area


Islamabad.

4.3
BOARD OF DIRECTORS:


Sh. Iftikhar Ahmad
Chairman/Chief Executive


Mrs. Parveen Iftikhar
Director


Syed Muhammad Mateen
Director


Mr. Luqman Ellahi
Director


Mr. Shaukat Majeed
Director


Syed Mohammad Zaheen
Director


Mr. Akram Hussain
Director

4.4
PRODUCTS


Pakwan-e-Khas

Cooking Oil


Pakwan-e-Khas

Banaspati


Anarkali

Banaspati


Anarkali

Banaspati

4.5
VALUE OF STOCK


Raw material

At weighted average cost


Work in process

At average cost


By-products

At net realisable value

(Net realisable value signifies the selling price in ordinary course of business less cost necessary to be incurred to effect such sale.)

4.6
ORGANIZATION CHART


 EMBED Word.Picture.8  


5.
BY-PRODUCT COSTING IN THE ORGANIZATION


The main products of the company is vegetable ghee and cooking oil which are usually produced in greater quantities.  Their by-product arise from cleansing/purifying of the Palm Oil or any soft oil (main product) and it is used in manufacturing of laundry soap.  They are costing their by-product in the following manner:

•
By product Revenue as a deduction from the total cost of goods Manufactured:


In this case, the revenue from the by-product would be deducted from the total cost of good manufactured figure, thereby reducing the cost and increasing the gross profit and operating income.


An extract of their annual accounts showing sales, cost of sales and cost of goods manufactured is given in the next page.

6.
EXTRACT OF ANNUAL ACCOUNTS OF FAZAL VEGETABLE GHEE MILLS LIMITED

7..
CONCLUSION


The company is using method which is commonly used in the our Ghee Manufacturing Industry.  They are giving value to their by-product at net realisable value which signifies the selling price in ordinary course of business less cost necessary to be incurred to effect such sale.  

Ejaz Alam Khan H-5279752 - Autumn 1998
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_1080384784.unknown

