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Dear Sir,
1. Preamble:
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As you are aware, globally, efforts are directed At ensuring that the
Profit &mmmwmmmmeirm.mm

preuntatmeandfairvluwofthepmﬁtorlmoftheénmprlse."

Valuation of iﬁmm plays a major role in the presentation of the
tmeandfairv_lewnfpmﬂtsnfamnhmmem. :

it has been universally accepted that inventorles of the enterprises
should be valued atmelowermstmdnetreausablevalue. The

valuation. This has initiated a lot of debate on the desirability of LIFQ
mel:hodurcasﬂngofinventoﬁesforvaluaﬁonofinmtnﬁes.

What is under discussion, particularly in United States is, how the cost
of inventories is to be arrived at - whether it should be first-in, first-
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2. Scenario in India
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Valuation of inventories in India is governed by the accounting
Standards issued by the Institute of Chartered Accountants of India.
mm,mmmm-zmz)m_wmelmmm
Inventaries. Earller, under the Indian GAAP, LIFO Method of costing
mmymmmmmmmunewlﬂ\ﬁmlm-zpm-
revision. The Standards in india, permttted a choice of Cost formulae
for valuing inventories Viz first-in, first-out (FIFD), last-in, first-out
(LIFO) and weighted average

With a view to converge the financial reporting of indian companies

_with the international Accounting Standards (lAS) issued by the

International Accounting Standards Board, Indian accounting Standards
(ind AS) havehmiMandhastadonﬁaantaoftheMuf
mmmmmmmmmmmsmammw come
intofomeismmbenoﬂﬂed.zachmmmmdatuamndardﬂm
best suits its business interests. For example, in the United States of
America (USA), the Generally Accepted Accounting Principles of USA

(US-GAAP) permit the valuation of inventories on LIFO method of
costing.

However, as per Indian Accounting Standard, Ind AS - 2, in terms of
puamphﬁ,ﬂtenutoﬁmentoﬂslnllhuarﬂvedatbyuslngei&er

the FIFO or weighted average cost formula to value the inventories at '

ﬂnluwerofmstandnetreaﬂnhlevalue(pammph'iufthesaidlnd
AS-2). -

Thus, both AS - 2 and Ind AS - 2 and the 1AS - 2, have shut the door on
LIFO method of costing the Inventories.
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8. Purposa of this submission
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mwmmhmmmmamafopenmnswdcand
subsaquent purchases in chronological order,

‘Cost of goods sold’ (valueofopenlngstnckpluspl-ﬂ'chases
minus closing stock) computed when stocks are valued on FIFD

baslsﬂmtendtnbehbtmcalm-whichismrtoftunem
the reality.

In order to arrive at realistic margins earned by trading, the
cnstnfgondssuldshnuldbeammubycqnpuungmnt
cosis.Costofgondssoldwuuldbeatcurrentmstsif
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inventories are valued by using the LUFO formula. This is
becausa:

v. The LIFO method operates under the assumption that the last
ftem of inventory purchased is the first one sold. In other
words, LIFO method of inventory valuation results in matching
current. revenues with current costs and not historical costs;

vi. Inventories are current asssts or circulating capital;
vil. inventories are neither fixed assets nor investments;

ﬂﬂ.ﬂmisyplcalufupltalﬁalmaccounﬂm; (please refer
Sectioh 45(2A) of the Income tax Act 1961, where, for arriving
atummmmmdmmnmatm,momu
necessarily be followed.) The method of “Matching historical
costs with current revenue® which is the essence of FIFO basis
ufammﬂns.and,whidﬁsspedﬂcmaccmnﬂngafupltal
Gains on Fixed Assets or Investments CANNOT BE A BASIS FOR
MATCHING COSTS AND REVENUE of Current assets;

ix. A trading account is based on the premise of ‘Going Concem
Cancept® and hence the inventories of a trader that are sold by
him are intended to be replenished, for, he wants to stay in the
business of trading - He purchases to sell and sells so that he
can purchase anew.

% So,whatatraderdnuisheffecuvelyseumndnatmaﬂet

determined prices and buy goods to replenish those that have
been sold, but the delivery for sale is out of stock in trade so
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thatthesnnﬂsstoredintheﬁndownmrefrahedevayday
and they are always new.

xl. Thus, there are two cycles simultaneously, one of purchase and
saleofgoodswmchisatnnmpﬂm&costsandamtherof
leceiptanddeﬂmofaondswhichisapmofmof
the ‘expiry date’ of the stock.

xi, memmmmademmmmhastnbeammuby

camparing current revenues, which is a reality, with current
costs and not unrealistic historical costs,

xifl. Since LIFO provides a matching of current sale prices with
current costs, it ensures realistic margins, which is the prime
objective of a trading account,

mmmmwlﬂmamseandﬂ . Considering of the
price volatitity in petroleum industry, use of both the methods
(FIFO and Weighted Average method) leave a considerable
impact on the period eamlngsofthecompanmsincasenfa
sudden increase or decrease in the international prices of
feedstockorpeunlamproductpnces.

#l. Let’s illustrate this with an example. Assuming that a Refinery
Purchases crude oil at $100/bhi. & after refining it sells
product at § 110/bbl, (net of operating cost). In case at the
beginning of the month the Company has 1 mbbl inventory of
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crude ol at § 100/bbl, Assuming that the procurement during
the month of 1 mbbl came at a cost. of $ 95/bbl. and assuming
a margin of 105 was sold at $105/bbl though at current. cost
basis it has eamed a margin of $10 mn, since the consumption
happuuonFlFObasls,theimaMrywmaetvaluedmlyn

$95/bbl. and hence the baok profit will be reflected at only
85/bhl.

As #t normally happens in ol industry, this trend of falling or
increasing prices is cyclical in nature and tends to continue
aver several business periods (months/quarters). During this
peﬂnd,ﬁmmmpanlstendtoﬂmanextmordlnarylosor
pmﬂttothemmmattheynluaofﬁwlrimentdryis
continuously getting reduced or increased depending on the
direction in which the market: is maving.

in this situstion, the only alternative available to the ofl
companies to manage the volatility in eamings is to protect the
reduction in the value of inventory and consequent ercsion in
earnings is to resort to hedging. Since the protection is
required for every period and in a falling market the hedging
could become a continuous process.

in this sort of an environment, LIFO acts as a natural hedge
against the volatility in the market as this enables the input
material to be consumed at the current cost and hence the
valuation difference between the opening inventory and the
current market does not impact the earnings of the current
period. Annexed hereto and marked as Exhibit-A s an
ilustration of the impact of FIFO and LIFO on the financial
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results of a corporate, Ascanbesemfmmtheiumﬂm, in
the rising trend, FIFO gives higher profitability whereas for the
Same set of facts, LIFO gives lowerpmfltablmy, in tune with
thecurreutcostsofrawmahenalsvmchgetrenectedlnmm

1. Thus, ﬂleadvemimpactofﬂmmreflecﬂnaﬂiecm
eamhganfkaﬂninuandmnﬂmﬂngmcouldbemndmted

to a large extent by resorting to hedging transactions; but
hedging transactions cost time and maney. In view of the fact

submitted that an option should be available to this sectar to
- adopt this method of valuation in aIriving at their earnings,

#l. The same may kindly be considered favourably white notifying

product prices,
8. Submission

Ind AS-2,
Thanking you,
Encl.: as above
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