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Unit Content: (Syllabus)

On successful completion of this unit a student 
will be able to:

• Demonstrate an understanding of Management 
Accounting Systems.

• Apply a range of management accounting 
techniques

• Explain the use of planning tools used in 
management accounting

• Compare ways in which organizations could 
use management accounting to respond to 
financial problems.
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Learning Outcome 2:

Upon completion of this Learning Outcome, students 
should:

• Apply a range of management accounting techniques. 

To realize the above objective the student should be able 
to:

P.3 Calculate costs using appropriate techniques of cost 
analysis to prepare an income statement using marginal 
and absorption costs. 

M.2 Accurately apply a range of management accounting 
techniques and produce appropriate financial reporting 
documents. 

D.2 Produce financial reports that accurately apply and 
interpret data fro complex business activities.
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Week 6 -
Cost of Inventory:

Assessment Criteria M2 & D2:

Upon completion of this lesson, students will be able to:

• Define Inventory Costs and the different types of 
inventory costs

• State the benefits of reducing inventory costs to an 
organisation

• Inventory Valuation methods

• Cost variances

• Overhead costs
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What are Inventory Costs?

Inventory Costs:

Inventory costs are the costs related to storing and 
maintaining its inventory over a certain period of time.
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Difficulties of properly assessing 
inventory costs

We routinely observe that a lot of companies don’t know
exactly the full costs tied to their inventory. Worse, many
companies rely on the false premise that regular accounting
gives a reasonable estimate of the costs of their inventory.

This is due mainly to:

• Cost measurement is difficult

• True cost of inventory simply entails many elements and
goes far beyond the cost of goods sold or raw materials

• Each of these costs is extremely business specific
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Types of Inventory Costs

Inventory costs are basically categorized into three 
headings:

• Ordering Cost

• Carrying Cost

• Shortage or stock out Cost & Cost of Replenishment
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Ordering Costs – Set up Costs

Cost of procurement and inbound logistics costs form a part of 
Ordering Cost. Ordering Cost is dependant and varies based on 
two factors - The cost of ordering excess and the Cost of 
ordering too less (or too little).

Both these factors move in opposite directions to each other. 
Ordering excess quantity will result in carrying cost of 
inventory. Where as ordering less will result in increase of 
replenishment cost and ordering costs.
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Carrying Cost – Holding Costs

Inventory storage and maintenance involves various types of 
costs namely:

• Inventory Storage Cost

• Cost of Capital

Inventory carrying involves Inventory storage and
management either using in house facilities or external
warehouses owned and managed by third party vendors. In
both cases, inventory management and process involves
extensive use of Building, Material Handling Equipments, IT
Software applications and Hardware Equipments coupled
managed by Operations and Management Staff resources.
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Stock-out costs – Storage Costs

To get a complete vision of the inventory costs, we should
also add the stock out costs (or shortage costs), that is, the
costs incurred when stock outs take place.

For some businesses, it can include the costs of emergency
shipments, change of suppliers with faster deliveries,
substitution to less profitable items, etc.
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Stock-out costs – Storage Costs

Effects of a Stock-out:

If an item is not available for a customer order then four
possible effects can occur:

• Customer agrees to wait for the item.

• Customer back orders the item

• Customer cancels the order

• Customer cancels the order, and is no longer a customer
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Direct benefits of reducing 
inventory / inventory costs

The costs surrounding inventory are significant. Therefore,
initiatives meant to reduce the inventory are very valuable –
not only do they have an impact immediately measurable on
the inventory itself; they also reduce the capital costs,
carrying costs, risks and so on.

Some benefits are:

• More funds available for other uses

• Reduced Maintenance cost

• Competitive Pricing

• Increased Profit
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How to reduce Inventory Costs

Smart inventory management strategies can not only help
boost profits but they can mean the difference between a
business thriving or barely surviving.

The following are six ways to improve inventory management
and reduce your overall inventory costs:

1. Use “Just-In-Time” Inventory management practices:
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