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Cost flow assumptions: a framework for Inventory 
analysis 
 

 
The problem is which cost or costs should be 
assigned to the 6,000 units of ending inventory and 
the 4,000 units sold. The solution depends on what 
one wishes to accomplish. There are several 
acceptable alternative cost flow methods.  
 
These methods are based on different assumptions 
and accomplish different objectives. A suggested 
approach to selecting a method is as follows: 
 

1. identify possible objectives to be accomplished 
2. know the different acceptable methods, their 

assumptions, and how they work 
3. evaluate the advantages and disadvantages of the 

different methods for achieving the objectives 



inventory 7

4. choose the method appropriate to the situation 
and the objectives to be accomplished. 

 
Objective of inventory valuation 
 
The following general objectives are often associated 
with making a decision as to which inventory cost 
flow method to choose; 
 

1. to match expenses (cost of goods sold) 
realistically against revenue. 

2. to report inventory on the balance sheet at a 
realistic amount. 

3. to minimize income taxes. 
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Cost flow methods of inventory valuation 
 

Specific identification requires identifying each item 
sold and each item in inventory. 
 
This method is not always practical. 
 
Given the data for Call-mart Inc., suppose is was 
determined that the 6,000 units of inventory consisted 
of 1,000 from the March 2 purchase, 3,000 from the 
March 15 purchase, and 2,000 from the March 30 
purchase. Ending inventory and cost of goods sold 
would be determined as follow: 

 
Conceptually, this method is appealing because 
actual costs are matched against actual revenues and 
ending inventory is at actual costs.  
 
The cost flow matches the physical flow of goods.  
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First-in, First-out (FIFO) 
 
The FIFO method assigns costs to goods sold in the 
order in which costs were incurred, that is, the cost of 
the first good purchased is assumed to be the cost of 
the first sold. 
 

 
 

 
 
When FIFO is used, the ending inventory and cost of 
goods for a period would be the same whether a 
periodic or perpetual system is employed. 
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An objective of FIFO is to approximate the physical 
flow of goods. The FIFO method very nearly 
represents specific identification.  
 
At the same time it does not permit manipulation of 
income because the enterprise is not free to pick a 
certain cost to be charged as an expense.  
 
Another advantage is that the ending inventory 
amount is close to its current costs.  
 
The ending inventory amount will be composed of 
the cost of the most recent purchases. 
 
The basic disadvantage of this method is that current 
costs are likely not matched against current revenues 
on the income statement. The oldest costs are charged 
against current revenues on the income statement, 
which can lead to distortions in gross profit and net 
income.  
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Average cost 
 
The average-cost method prices items in the 
inventory on the basis of the average cost of the 
goods available for sale during the period.  
 
When the periodic inventory system is used, the 
average cost is computed at the end of the period 
using the weighted-average cost method. 
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Another moving-average-cost method is the 
moving-average cost method, which is used with 
perpetual inventory systems.  
 

 
 
 
The use of the average-cost methods is usually 
justified on the basis of practical rather than 
conceptual reasons.  
 
They are simple to apply, objective, and not as 
subject to income manipulation as some of the other 
inventory costing methods.  
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In comparison to the FIFO method, an average-cost 
method results in more recent costs being reflected in 
the cost of goods sold, but older costs in ending 
inventory.  



inventory 14

Last-in, First-out (LIFO) 
 
The LIFO method assigns costs on the assumption 
that the cost of the most recent purchase is the first 
cost to be charge to cost of goods sold.  
 
Using the data for Call-Mart, the assumption would 
be made that the 4,000 units withdrawn consisted of 
the 2,000 units purchased on March 30 and 2,000 of 
the 6,000 units purchased on March 15. Therefore, 
the cost of the ending inventory of 6,000 units would 
be assumed to come from the cost of any beginning 
inventory and then the earliest purchases in the 
period.  
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Major advantages of LIFO 
 
Matching. In LIFO, the more recent costs are 
marched against current revenues to provide what 
may be viewed as a more realistic measure of current 
earnings. 
 
Inventory profits occur when the inventory costs 
matched against sales are less than the replacement 
cost of the inventory. The cost of goods sold 
therefore is perceived to be understated and profit is 
overstated.  
 
By using LIFO more recent costs are matched against 
revenues and inventory profits are thereby reduced.  
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Major disadvantages of LIFO 
 
Reduced earnings: lower profits reported under the 
LIFO method, relative to other methods. 
 
Inventory understated: the inventory valuation on the 
balance sheet is normally outdated because the oldest 
costs remain in inventory. 
 
Physical flow: LIFO does not approximate the 
physical flow of the items. 
 
Not acceptable for TAX purposes. 
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Which method to select? 
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Cases 
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Presented below is a list of items which may or may 
not be reported as inventory in a company’s 
December 31 balance sheet: 
 

1. Goods out on consignment at another company’s 
store. 

2. Goods purchased f.o.b. destination that are in 
transit at December 31. 

3. Goods sold to another company, for which our 
company has signed an agreement to repurchase 
at a set price that covers all costs related to the 
inventory. 

4. Goods sold where returns are unpredictable. 
5. goods sold f.o.b. shipping point that are in transit 

at December 31. 
6. Freight charges on goods purchased, but no sold. 
7. Factory labour costs incurred on goods still 

unsold. 
8. Goods sold on an instalment basis 
9. Interest cost incurred for inventories that are 

routinely manufactured. 
10. Costs incurred to advertise goods held for 

resale. 
11. Material on hand not yet placed into 

production by a manufacturing firm. 
12. Office supplies. 
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13. Goods purchased f.o.b. shipping point that 
are in transit at December 31. 

14. Raw materials on which a manufacturing 
firm has started production, but which are not 
completely processed. 

15. Goods held on consignment form another 
company. 

16. Cost identified with units completed by a 
manufacturing firm, but not yet sold.  

17. Goods sold f.o.b. destination that are in 
transit at December 31. 

18. Factory supplies 
19. Temporary investments in shares and bonds 

that will be resold in the near future.  


