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A. Facts of the Case
1 A private limited company is engaged in the manu-

facture of polymerization initiators.  The company uses

various imported materials as well as domestically pur-

chased materials in the manufacture of the initiators.

The company makes several types of polymerization

initiators and it sells these products in the domestic

market as well as overseas market. Certain raw materi-

als are used in the manufacture of more than one prod-

uct and the company cannot physically identify duty-

free stocks and duty-paid stocks. Also, during the man-

ufacture of the products, it cannot be identified whether

a product is meant for export or for domestic sale.
2 The querist has informed that in the case of exports,

the company gets the benefit of Advance Import

License, which entitles it to import raw materials free

of duty. Further, it has been informed by the querist that

it is not necessary that the Advance License for import

of raw materials has to be made before the end-product

is exported. The only requirement is that the company

should apply to Director General Foreign Trade

(DGFT), for Advance License, before the date of

export and after the license is obtained, it would import

raw materials free of duty against the Advance

License. The company can produce the goods meant

for export using the raw materials purchased earlier on

full payment of duty and can replenish the same with

duty-free imported materials. Hence, the basic raw

material can be imported by paying full duty or with-

out payment of duty using Advance License.

3 The querist has further stated that whenever the

duty-free materials are imported, cost thereof is deter-

mined based on their landed cost, without duty.  When

the same material is imported with duty, its cost is at a

higher value as it includes the import duty. Therefore,

under the weighted average costing method, the

weighted average unit cost of the raw material is obvi-

ously lower than the cost of the duty-paid raw material

and higher than the cost of the duty-free material.  For

instance, if the company imports Rs. 100 worth of raw

material, the landed cost will work out to Rs. 150.80

(25 % Customs duty + 16 % CVD and 4 % SAD) on full

payment of duty and Rs. 100 only on duty-free imports

resulting in a difference of Rs. 50.80 for every Rs. 100

worth of imports made.

4 The querist has informed that for the finished prod-

ucts costing system, the company uses the weighted

average cost of raw material and, as a result, the fin-

ished products, whether exported or sold in India, carry

the same average cost. Consequently, as per the

querist, the costing of the domestic sales is under-

priced and that for the export sales is over-priced lead-

ing to wrong information and sometimes wrong pric-

ing decisions.

5 The querist has informed that the company wants to

change the costing system to the following, to reflect

costing of the finished goods for domestic sales and for

export sales which is correct according to the company:

(i) Open, at the time of import, a ‘Duty to be

earned account’.

(ii) Account for all the imports including the duty

applicable.

(iii) The corresponding credit for the duty applica-

ble but not incurred would be made to ‘Duty to

be earned account’.

(iv) When exports are actually made, the duty con-

cession earned is quantified and transferred
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from ‘Duty to be earned account’ to ‘Duty

concession earned account’, which would

reduce the cost of goods exported.

(v) If Advance Licence is not redeemed by

exports, any duty liability would be paid by

debiting ‘Duty to be earned account’.

(vi) At the end of the accounting period, the stock

of imported materials would be reduced by the

relevant credit lying in the ‘Duty to be earned

account’ to fall in line with AS 2.

6 As informed by the querist, the advantages of the

method stated in paragraph 5 are:

(a) Obligation incurred on duty-free imports is

recognised in the books.

(b) Cost of domestic sales and export sales gets

realistically accounted for.

7 The querist has also informed that the company

will maintain separate stock records for domestic pur-

chases and imported purchases of raw materials.  The

company does not plan to maintain separate stock

accounts for raw materials imported duty free and

imported by paying customs duty.  There will be only

one raw material stock account for imported raw mate-

rials. The company maintains separate General Ledger

Accounts for recording domestic sales and export

sales separately.

B. Query

8 On the basis of the above, the querist has sought the

opinion of the Expert Advisory Committee as to

whether the accounting treatment suggested in para-

graph 5 above is acceptable.

C. Points considered by the Committee

9 The Committee notes that the basic issue raised in

the query relates to whether accounting treatment sug-

gested by the querist in respect of determination of cost

of inventories, is proper or not.  The Committee has,

therefore, not considered recognition of advance

licence entitlement benefit in the books of account as

this issue has not been raised by the querist.  The

Committee has also not touched upon any other issue

arising from the facts of the case such as determination

of net realisable value for valuation of inventories, etc.

10 The Committee notes paragraph 7 of Accounting

Standard (AS) 2, ‘Valuation of Inventories’, issued by

the Institute of Chartered Accountants of India, which

states, inter alia, as follows:

“7. The costs of purchase consist of the

purchase price including duties and taxes

(other than those subsequently recoverable by

the enterprise from the taxing authorities),

freight inwards and other expenditure directly

attributable to the acquisition. Trade dis-

counts, rebates, duty drawbacks and other

similar items are deducted in determining the

costs of purchase.”

11 The Committee notes from the above that the cost

of purchase of inventories should comprise all costs

including custom duties incurred, if any, with a view to

provide the fairest possible approximation to the costs

incurred in bringing the item to its present location and

condition.  Therefore, the Committee is of the view

that inventories should be recorded at the actual pur-

chase cost at which they are procured including duty

incurred, if any.

12 The Committee further notes paragraphs 14 and

16 of AS 2 which provide as under:

“14. The cost of inventories of items

that are not ordinarily interchangeable and

goods or services produced and segre-

gated for specific projects should be

assigned by specific identification of their

individual costs.”

“16. The cost of inventories, other than

those dealt with in paragraph 14, should be

assigned by using the first-in, first-out

(FIFO), or weighted average cost formula.

The formula used should reflect the fairest

possible approximation to the cost

incurred in bringing the items of inventory

to their present location and condition.”

13 The Committee notes from the above that AS 2 pre-

scribes only three formulae for determination of costs of

inventories, namely, specific identification, first-in

first-out (FIFO) and weighed average cost formula.  The

Committee notes from the facts of the case that specific

identification formula cannot be applied in the present

case since items of inventories are interchangeable and

no separate records are maintained for raw materials
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imported free of duty and those by paying customs duty.

The Committee also notes that the proposed accounting

treatment as suggested by the querist in paragraph 5

above is not commensurate with costing formulae, as

prescribed by AS 2.  Therefore, the Committee is of the

view that the company should follow either FIFO or

weighted average cost formula for determining the cost

of inventories which reflects the fairest possible approx-

imation to the cost incurred in bringing the items of

inventory to their present location and condition.
14 The Committee while addressing the problem

raised in paragraph 5 above is of the view that separate

management accounts can be maintained for manage-

ment information and decision making such as for

pricing, if considered necessary.

D. Opinion
15 On the basis of the above, the Committee is of the opin-

ion on the issue raised in paragraph 8 above that the

accounting treatment suggested by the querist in paragraph

5 above is not acceptable and, accordingly, the imported

raw materials should be recorded at the cost at which they

are procured as explained in paragraph 13 above. ■
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