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CORE CONCEPT OF                                   

CORPORATE ACCOUNTING 
Note : The amount paid to the supplier * 2,25,300 is after deducting trade 

discount K 12,100 (5% of 2,42,000) and cash discount 4,600 (2% of net 

purchase price, i.e., Rs 2,29,900) To arrive at purchase cost, only trade discount 

is deductible. Cash discount should not be deducted because it is not allowed on 

purchase (it is allowed for prompt payment). 

 

a) Cost of conversion:  

       Costs of conversion of inventories include direct costs such as direct labour, 

and systematic allocation of production overhead incurred in converting 

materials into finished goods. Production overhead consists of fixed production 

overheads and variable production overheads. 

Fixed production overheads: Fixed production overheads are those indirect 

costs of production that remain constant irrespective of the volume of 

production. Examples are depreciation and maintenance of factory buildings 

and equipment, cost of factory management and administration etc. 

Fixed production overheads should be allocated on the basis of normal 

capacity. Normal capacity is the production expected to be achieved on average 

over a number of periods under normal circumstances. The capacity lost due to 

plant maintenance should be taken into account. When production is abnormally 

high, the fixed production overheads allocated to each unit will be reduced (to 

avoid over valuation of inventories). 

 

Variable production overhead:  

 variable production overheads are those indirect cost of production that 

vary directly with the volume of production. Examples are indirect material and 

indirect labour. 

Example 
Fantacy toys, manufactures toys. It has incurred the following 

expenses: Cost of raw materials 6,00,000 

Rebate on purchase 30,000 
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c) other cost  

Other cost to be included in the cost of inventory are those which are 

incurred in bringing the inventories to their present location and condition. 

These costs include inward transport and storage prior to completion of 

production and specific design work required for a special client. 

Example 

How will you value the inventory per kg. of finished goods which 

consisted of : Material cost :100 per kg 

Direct labour cost : 20 per 

kg Direct variable production oh : 

10 per kg 

Fixed production charges for the year on normal capacity of 10000 kgs. Rs. 
100000. 

At the year end, 2000 kg. of finished goods are in stock. 

  

Wages 110000 
Depreciation of 
machinery 

20000 

Electricity 
charges(factory) 

16500 

Factory supervision 
charges 

10500 

Calculate cost of purchase and cost of conversion 
Solution 
cost of raw material 600000 
less rebate    30000 
cost of purchase 570000 
wages 110000 
depreciation on 
machinery 

20000 

factory electricity 
charges 

16500 

factory supervision 
charges 

10500 

cost of conversion   15700 
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