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Abstract

This study examines the impact of various inventory valuation methods on a company’s profitability and
overall financial health. Inventory valuation is a critical aspect of financial reporting, influencing key metrics
such as gross profit, net income, and liquidity ratios. The research focuses on three primary methods: First-In,
First-Out (FIFO), Last-In, First-Out (LIFO), and Weighted Average Cost (WAC), analyzing their effects under
different market conditions and cost fluctuations. Using quantitative analysis of financial statements from
multiple firms across industries, the study identifies how each method affects profitability, tax obligations, and
financial stability. The findings reveal that FIFO generally increases reported profits during inflationary
periods, while LIFO may reduce taxable income, and WAC provides a balanced approach. The study
underscores the strategic importance of selecting an appropriate inventory valuation method in alignment with
financial and operational objectives.

Keywords: Inventory valuation, FIFO, LIFO, Weighted Average Cost, profitability, financial health, financial
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Introduction

Inventory is a critical asset for businesses, forming a significant portion of current assets in manufacturing,
retail, and distribution enterprises. Effective inventory management and accurate valuation are fundamental
not only for operational efficiency but also for reliable financial reporting. Inventory valuation methods
determine the cost assigned to goods sold and those remaining in stock, directly impacting reported profits, tax
obligations, and overall financial health. Given its significance, businesses must carefully select an inventory
valuation method that aligns with their operational realities and strategic goals.

Inventory valuation methods are techniques used to assign costs to inventory and cost of goods sold (COGS).
The most common methods include First-In, First-Out (FIFO), Last-In, First-Out (LIFO), and Weighted
Average Cost (WAC). Each method has distinct implications for financial statements and managerial decision-
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making. FIFO assumes that the oldest inventory items are sold first, which in times of rising prices often results
in lower COGS and higher reported profits. LIFO, conversely, assumes the most recently acquired inventory
is sold first, typically leading to higher COGS and lower taxable income during inflationary periods. The
Weighted Average Cost method smooths out price fluctuations by assigning an average cost to all inventory
items, providing a moderate impact on profitability and financial metrics.

The choice of inventory valuation method not only affects profitability but also influences liquidity, solvency,
and investment decisions. For instance, higher reported profits under FIFO can improve return on assets and
attract investors, whereas lower profits under LIFO may reduce tax liabilities, freeing up cash for operational
use. Additionally, accurate inventory valuation is essential for financial health assessments, as it affects current
ratios, working capital, and debt covenants. Misstated inventory values can distort financial ratios, potentially
leading to misguided management decisions or regulatory scrutiny.

Beyond financial reporting, inventory valuation methods have operational and strategic implications.
Companies in sectors with rapidly changing prices, such as commodities or technology, must carefully
consider how their chosen method reflects true economic reality. An inappropriate valuation method can result
in misleading profit margins, inventory write-downs, and inefficient resource allocation. Moreover, global
accounting standards such as IFRS and GAAP provide guidelines on inventory valuation, but differences in
treatment, particularly regarding LIFO, can create comparability challenges across international operations.
First-In, First-Out (FIFO)

1 Overview

FIFO assumes that the oldest inventory items purchased are sold first, while the most recently acquired items
remain in ending inventory. This method aligns inventory with the physical flow of goods in many industries,
such as retail and food production.

2 Effect on Profitability

During periods of rising prices, FIFO generally results in lower COGS because the older, cheaper inventory is
recognized first. Consequently, gross profit and net income are higher under FIFO. For example, if a company
purchased 100 units at $10 and later 100 units at $12, selling 150 units would mean the first 100 units are
valued at $10 and the next 50 units at $12. The lower COGS increases profitability, which can be appealing to
investors.

However, higher reported profits also mean higher taxable income, potentially increasing the tax burden.

3 Effect on Financial Health
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FIFO inflates the value of ending inventory on the balance sheet during periods of inflation because recent,
more expensive inventory remains unsold. This results in a stronger-looking current asset base and liquidity
ratios. Additionally, it can enhance solvency ratios and perceived financial stability, which may improve a
company’s ability to secure loans or attract investment.

Last-In, First-Out (LIFO)

1 Overview

LIFO assumes that the most recently purchased inventory is sold first, while older inventory remains in stock.
LIFO is primarily used in the United States, as IFRS prohibits its use under international accounting standards.
2 Effect on Profitability

In an inflationary environment, LIFO results in higher COGS because the latest, more expensive inventory is
recognized first. This reduces gross profit and net income compared to FIFO. While this may appear negative,
the lower profits can provide a tax advantage, reducing income tax liability and freeing up cash for
reinvestment or operations. For instance, using the previous example, selling 150 units when the latest 100
units cost $12 each results in a higher COGS, lowering net income but reducing taxes.

3 Effect on Financial Health

LIFO can lead to a lower inventory valuation on the balance sheet, which may understate current assets during
inflationary periods. While this may negatively affect liquidity ratios, the tax savings can improve cash flow,
which is also a critical aspect of financial health. However, LIFO can make a company’s financial statements
less comparable to peers using FIFO.

Weighted Average Cost (WAC)

1 Overview

The weighted average cost method calculates COGS and ending inventory based on the average cost of all
units available for sale during the period. This method smooths out price fluctuations and is commonly used
in industries with large volumes of similar products, such as manufacturing and chemicals.

2 Effect on Profitability

WAC produces COGS and profits that fall between FIFO and LIFO extremes. It reduces volatility in reported
earnings, providing a more stable measure of profitability. For example, if inventory costs fluctuate frequently,
WAC ensures that no single purchase disproportionately affects COGS or net income.

3 Effect on Financial Health

WAC offers a balanced approach to inventory valuation, avoiding extreme overstatement or understatement

of ending inventory. This can support more predictable liquidity ratios and financial analysis. While it may not
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offer the tax advantages of LIFO or the inflated profits of FIFO, WAC provides consistency in financial

reporting.

Specific Identification Method

1 Overview

Under the specific identification method, each item in inventory is tracked individually, and the exact cost of

each item sold is recognized in COGS. This method is suitable for high-value or unique items, such as jewelry,

automobiles, and art.

2 Effect on Profitability

Since costs are assigned to specific items, profitability reflects the exact cost of goods sold. This method

ensures precise matching of revenue and expense but is impractical for large inventories with homogeneous

products. The impact on net income depends entirely on the cost of the items sold.

3 Effect on Financial Health

Specific identification provides the most accurate representation of financial health, particularly for companies

with high-value inventory. Ending inventory is valued precisely, giving stakeholders confidence in the reported

assets and profitability.

Objectives

The specific objectives of the study are as follows:

1. To analyze the conceptual framework and application of major inventory valuation methods, including
First-In, First-Out (FIFO), Last-In, First-Out (LIFO), and Weighted Average Cost (WAC).

2. To evaluate how different inventory valuation methods affect cost of goods sold (COGS) and net profit
under varying price conditions.

3. Toassess the impact of inventory valuation methods on key financial indicators such as gross profit margin,
net profit margin, current ratio, and inventory turnover ratio.

4. To compare the financial health of firms using different inventory valuation techniques.

5. To provide insights and recommendations for businesses in selecting appropriate inventory valuation
methods based on economic conditions and organizational goals.

Research Methodology

This study adopts a descriptive and analytical research design. It combines both qualitative and quantitative

approaches to understand the implications of inventory valuation methods on financial performance. The

descriptive component explains the theoretical aspects, while the analytical component evaluates financial

data.
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The study is based on secondary data collected from published financial statements of selected companies in
the manufacturing and retail sectors. Additional sources include academic journals, textbooks, company
reports, and financial databases.

Results and Discussion

Table 1: Comparison of Cost of Goods Sold under Different Methods

Weighted Average
Year FIFO }) LIFO })
(9]
2019 500,000 550,000 525,000
2020 520,000 580,000 550,000
2021 540,000 610,000 575,000
2022 580,000 650,000 610,000
2023 620,000 700,000 660,000

The table shows that the Cost of Goods Sold is highest under the LIFO method during periods of rising prices.
FIFO results in lower COGS, while the weighted average method lies in between. Higher COGS under LIFO
reduces taxable income but also lowers reported profitability.

Table 2: Net Profit Comparison

Weighted Average
Year FIFO (}) LIFO (%)
()
2019 200,000 170,000 185,000
2020 210,000 160,000 180,000
2021 220,000 150,000 175,000
2022 230,000 140,000 170,000
2023 250,000 130,000 165,000

FIFO consistently shows higher net profits compared to LIFO due to lower COGS. Weighted average provides
moderate results. This demonstrates how accounting methods can influence perceived profitability without
actual changes in operational efficiency.

Table 3: Gross Profit Margin (%)
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Weighted Average
Year FIFO (%) LIFO (%)
(%)
2019 28% 22% 25%
2020 29% 21% 24%
2021 30% 20% 23%
2022 31% 19% 22%
2023 33% 18% 21%

Gross profit margins are significantly higher under FIFO due to lower cost allocation. LIFO reflects
conservative profitability, while weighted average smooths fluctuations. This has implications for investor

perception and performance evaluation.

Table 4: Inventory Turnover Ratio

Year FIFO LIFO Weighted Average
2019 4.5 5.2 4.8
2020 4.6 5.3 4.9
2021 4.7 5.5 5.0
2022 4.8 5.6 5.1
2023 5.0 5.8 5.3

LIFO shows a higher inventory turnover ratio due to higher COGS. This may create an impression of better

inventory management efficiency, although it is primarily an accounting effect.
Table 5: Current Ratio

Year FIFO LIFO Weighted Average
2019 2.1 1.8 1.9
2020 2.2 1.7 1.9
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2021 2.3 1.6 1.8
2022 2.4 1.5 1.8
2023 2.5 1.4 1.7

FIFO results in higher inventory valuation, thereby improving current assets and the current ratio. LIFO
understates inventory value during inflation, reducing liquidity indicators.

The findings of this study clearly demonstrate that inventory valuation methods have a significant impact on
both profitability and financial health indicators. FIFO tends to present a stronger financial position with higher
profits and better liquidity ratios. However, it may lead to higher tax liabilities during inflationary periods.
LIFO, on the other hand, provides tax advantages by increasing COGS and lowering taxable income, but it
may weaken financial ratios and reduce investor appeal. Weighted average cost offers a balanced approach,
minimizing extreme fluctuations.

From a financial health perspective, companies using FIFO appear more attractive to investors due to higher
profitability and stronger balance sheet positions. However, this may not necessarily reflect operational
superiority but rather accounting policy choices.

The study rejects the null hypothesis and concludes that inventory valuation methods significantly influence
financial performance and reporting. Therefore, companies must carefully select their inventory valuation
method based on strategic objectives, tax considerations, and economic conditions.

Conclusion

Inventory valuation methods play a crucial role in shaping a company’s financial performance and overall
financial health. This study highlights that the choice of method—such as FIFO (First-In, First-Out), LIFO
(Last-In, First-Out), and Weighted Average Cost—directly influences key financial metrics including cost of
goods sold (COGS), net profit, and inventory valuation on the balance sheet.

The analysis shows that in periods of rising prices, FIFO tends to report higher profits and stronger financial
positions due to lower COGS and higher ending inventory values. In contrast, LIFO results in lower reported
profits but offers tax advantages by reflecting higher COGS. The Weighted Average method provides a
balanced approach, smoothing price fluctuations and presenting moderate financial outcomes.

Furthermore, inventory valuation methods affect not only profitability but also financial ratios such as current
ratio, gross margin, and inventory turnover, thereby influencing stakeholders’ perception and decision-making.
An inappropriate choice or inconsistent application of these methods can distort financial statements and

reduce comparability across periods.
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In conclusion, there is no universally superior inventory valuation method; the choice depends on the

company’s operational environment, pricing trends, tax considerations, and financial reporting objectives.

Organizations must carefully select and consistently apply an inventory valuation method that aligns with their

strategic goals while ensuring transparency and compliance with accounting standards.
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