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Every other product we use has been produced by using some or the other raw
materials. It is the most crucial component of inventory for any manufacturing unit and
therefore, managing inventory of raw materials becomes crucial too . For example,
natural latex obtained from trees is used to make several finished products such as
mattresses, gloves, balloons, rubber bands, tennis shoes, etc.

In short, an unprocessed or minimally processed material (obtained as mineral
ores, natural oil, agricultural product) that undergoes a transformation for
creating a finished product in vast quantities is called a raw material.



Definition and Explanation of the term:

Let’s take a look at some formal definitions of raw materials-

The Oxford Dictionary defines raw materials as “The basic material from which a
product is made.” but that is a simple way to put it for basic understanding.

However, Wikipedia defines raw materials further,

“A raw material, also known as a feedstock, unprocessed material, or primary
commodity, is a basic material that is used to produce goods, finished products,
energy, or intermediate materials that are feedstock for future finished products.

”»

Types of raw materials

Though all the raw materials are obtained naturally, they can be divided into 3 types
based according to where it is derived from.

1. Plant/tree-based - materials like vegetables, fruits, flowers, wood, resin, latex
are obtained from plants and trees.

2. Animal-based- materials like leather, meat, bones, milk, wool, silk are all
obtained from animals.

3. Mining-based- materials like minerals, metals, crude oil, coal, etc. are obtained
by mining the earth.

Apart from this, a manufacturing unit divides the raw materials into 2 main categories.
1. Direct raw materials

The primary component from which a finished product is made is called direct raw
materials.



For example, wood is a direct raw material from which furniture like chair, tables, bed,
etc. are made. Another example is leather used for making purses, shoes, bags, etc.

2. Indirect raw materials

On the other hand, indirect raw materials are the materials that supplement in making
the finished product from the direct materials.

For example, the glue, nails, varnish, etc. used in making wooden furniture like chair,
table, bed, etc. are all indirect raw materials. Similarly, the buckles, metal hoops, zips,
glue, lining fabric, colors, etc. used in making leather purses, shoes, and bags are all
indirect raw materials.

Importance of raw materials

From the above-discussed definition and meaning, it is clear that producing any

finished product requires raw materials, which are then processed and made into
finished goods.

This is where inventory management comes into the picture. It is important to maintain

raw materials inventory in the proper quantity and at the right place to avoid any
mishaps since the finished products that we sell are made from these materials.

Raw materials calculation formula

Now, coming onto some essential formulas to use for calculating raw materials.

To know how much raw material is used in the manufacturing process, we can use the
below formula:

Opening raw material + raw material purchases - closing raw material
= Raw material used

Opening raw materials worth - $ 12000
Raw materials purchased worth - $ 5000



Closing raw materials - $ 9000
So let us calculate as per the above formula,
12000 + 5000 - 9000 = 8000

Thereby, when we apply the formula the result will be the raw material worth $ 8ooo
were used in the process.

All the closing stock worth, opening stock worth, materials purchase worth is taken from
the balance sheet.

The formula used to get the closing stock of raw materials is as follows.

Opening raw materials + raw material purchases - raw material used =
Closing raw materials

Let’s understand this with the help of an example,

Suppose Star Manufacturing Company has

Opening raw materials worth - $ 12000

Raw materials purchased worth - $ 5000

Raw material used worth - $ 8000

Therefore, as per the formula,

12000 + 5000 - 8000 = 9000

Hence, closing raw materials worth $9000 is with Star Manufacturing company.
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Once the manufacturer gets the raw materials in-house, the process for making the
finished products begin. Thus, the inventory which is in the process of turning into
finished products from the raw materials is called work in process inventory.



However, let’s look at some popular definitions of the term

Definition:

According to Wikipedia,

“Work-in-process is a company's partially finished goods waiting for
completion and eventual sale or the value of these items. The term is used in
production and supply chain management.”

As per the Merriam-Webster dictionary,

“Work-in-process (WIP) refers to a component of a company's inventory that is
partially completed. The value of that partially completed inventory is sometimes
also called goods in process on the balance sheet (particularly if the company is
manufacturing tangible items rather than providing services).”

Work in process formula

It is essential for any manufacturing company to know the exact amount of inventory
they hold whether it is in terms of raw materials or work in process inventory. Inventory
management helps in counting and maintaining all kinds of inventory. The accurate
number of inventory by regularly counting the stock will give the manufacturer a fair
idea of how much needs to be produced and also help in forecasting the production as
per the demand.

Apart from this, calculating work in process expenses is one of the important tasks for
financial management. While recording the inventory in the financial balance sheet,
work in process inventory is mentioned as assets.

Now for calculating this one must refer to the balance sheet of the previous quarter,
month or year to get the required details.

To calculate the work in process inventory, you need to use the following formula:

Beginning work in process amount + manufacturing costs - cost of
manufactured goods


http://www.investinganswers.com/node/2474
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For instance, let us assume a company called Crown Industries who is into
manufacturing furniture.

As per the previous year’s balance sheet, Crown industries have $8000 worth of
beginning work in process inventory and they incur $ 240,000 as manufacturing costs
and their total worth of finished goods is 238000

Therefore, as per the formula,
8000+ 240000 - 238000 = 10000

This means that Crown Industries has $10000 work in process inventory with them.

However, by using this formula, you can get only an estimate of the work in process
inventory. For the exact number of work in process inventory, you need to calculate it
manually. One of the advantages of calculating it manually will be you can add expenses
like the cost of scrap, spoilage of raw material, etc. as well in it since it is all visible
during physical counting.

Difference between work in process and work in
progress

Though both these terms are used interchangeably, their meaning differs in the business
terminology. Here are some of the major differences between work in process and work
in progress:

1. Work in process is generally used by companies into manufacturing products
since the products that are in process and not yet transformed into finished goods

can be counted or recorded in the books of accounts.

Whereas, Work in progress is a term used mainly in the construction business

when a certain building is being constructed.

2. Work in process is generally used for unfinished products that will be turned into

finished products soon. For example, a bakery having 50 batches of bread under



production is work in process or a tailor sewing suits has 5 suits that are cut but
they have not yet been sewed then all the 5 suits will be counted as work in

process.

Whereas, Work in progress takes a long time to convert into a finished product.
For example, a building whose 3 floors are constructed out of a planned 25 floors

building is a work in progress.

. Work in process is a term used to describe products per se.

Whereas work in progress can be used for services, work assignments, home
renovation, and relationships as well. Thus, has a broader meaning than the

former term.
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Those goods that are completed by the manufacturing process and are ready to be sold to the
retailers or end customers are called ‘Finished Goods’.

However, once the finished goods are sold they are called merchandise.
‘Finished goods’ or ‘Finished product’ is a term specifically used by manufacturers.

A retailer houses all the finished goods in his store, therefore, he doesn’t have the need to
classify his inventory into raw materials, work in process or finished goods. Hence, the
products sold by a retailer are called merchandise. Whereas the manufacturers have to



produce and manage inventory of all the goods, no matter which stage of production they
are - raw materials, WIP, or finished goods.

Definition:

Wikipedia defines Finished Goods as below:

When the good is completed as to manufacturing but not yet sold or distributed
to the end-user, it is called a "finished good".

This is the last stage for the processing of goods. The goods are ready to be
consumed or distributed. There is no processing required in terms of the goods
after this stage by the seller.

However, in the supply chain management flow the finished goods of one supplier can be a
raw material for another manufacturer and hence, finished goods is a relative term.

How to calculate Finished Goods?

Calculating Finished Goods can be a daunting task. However, here’s a simple formula that
will make it easy for you.

Finished goods at the beginning of year + Finished goods produced — Finished
goods sold

= Finished goods at the end of a year

For example, Diamond Manufacturers are into manufacturing swimming products like
swimsuits.

Now, to calculate how much worth of Finished Goods is lying in your warehouse or
manufacturing unit, you need to refer to the last balance sheet from there you will get the
worth of beginning stock.

Let us say for instance, you have $10000 worth of unsold swimsuits in your warehouse at
the start of the year. Due to the extended summer season, the swimsuits were in great



demand and therefore, the retailers bought them in great numbers. So, you produced
swimsuits worth $40000. Now you managed to sell $45000 worth of swimsuits this year.

Now as per the formula:
$10000 + $40000 - $45000 = $5000

Therefore, you have worth $5000 finished goods lying in your warehouse this year.

Why is it important to calculate Finished Goods

1. One of the main reasons why calculating the ending finished goods is because to
make the production strategies for the upcoming year or month.

2. If the finished goods are not counted at the end of a fixed time period then, the
manufacturer will have no clue on how much is to be produced and therefore,
might end up overproducing the products. Over producing or overstocking can
prove to be detrimental for any business.

3. In the absence of ending finished goods count, the manufacturer might go slow in
producing the next batch thinking he has produced more than enough last month.
This thought can lead to the underproduction of items and again prove detrimental
to the business.

Hence, It is crucial for any manufacturer to calculate the finished goods inventory on a
regular basis to avoid overstocking or understocking.






