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Understanding how a business values its inventory is fundamental to accurate financial reporting and
effective inventory management. When dealing with inventory, companies often use different
valuation methods to determine the cost of goods sold (COGS) and ending inventory. Among these,
the most common are the FIFO (First-In, First-Out), LIFO (Last-In, First-Out), and Weighted Average
Cost methods. These methods influence how the units of an item available are accounted for during a
specific period, especially under a periodic inventory system. This comprehensive guide explores
these methods in detail, illustrating how they impact inventory valuation and financial statements.

---

Introduction to Periodic Inventory Systems

A periodic inventory system updates inventory records at specific intervals—typically at the end of an
accounting period—rather than continuously. During this process, the total units on hand and their
total cost are calculated through physical counts and valuation methods.

Key features of periodic inventory systems include:
- Inventory and COGS are determined periodically, not after every sale.
- Inventory adjustments are made at the end of the period.
- Suitable for small businesses with low transaction volumes or limited resources for perpetual
tracking.

Understanding the units of an item available during the period is crucial because it forms the basis for
calculating COGS and ending inventory under various valuation methods.

---

Units of an Item Available for Sale

The units of an item available for sale comprise all inventory units available for sale during the period,
including beginning inventory and purchases made during the period.

Formula for units available for sale:
- Units Available for Sale = Beginning Inventory Units + Purchases During the Period

Total cost of units available for sale:



- Cost of Units Available for Sale = Cost of Beginning Inventory + Cost of Purchases

This total units and cost are then allocated between COGS and ending inventory based on the chosen
inventory valuation method.

---

Inventory Valuation Methods in Periodic Systems

Selecting an appropriate inventory valuation method is vital because it affects reported income, tax
liabilities, and inventory valuation. The three primary methods—FIFO, LIFO, and Weighted Average
Cost—each have unique mechanisms for assigning costs to units sold and units remaining.

---

FIFO (First-In, First-Out) Method

Definition:
FIFO assumes that the earliest (first) units purchased or produced are sold first. Consequently, the
units remaining in inventory at period-end are the most recent purchases.

Implication:
- Ending inventory reflects the most recent costs.
- Cost of goods sold reflects older costs.

Calculation in a Periodic System:
1. Determine total units available for sale.
2. Assign the earliest purchases (from beginning inventory and early purchases) to COGS, up to the
number of units sold.
3. Remaining units constitute ending inventory.

Example:
Suppose a company has the following data for a product:
- Beginning inventory: 100 units @ $10 each
- Purchases:
- 200 units @ $12 each
- 150 units @ $14 each
- Units sold during the period: 250 units

Calculations:
- Units available: 100 + 200 + 150 = 450 units
- COGS:
- First, sell 100 units @ $10 = $1,000
- Next, sell 150 units @ $12 = $1,800
- Total COGS = $2,800
- Ending inventory:
- Remaining units: 50 units @ $12 = $600



- Remaining units: 150 units @ $14 = $2,100
- Total ending inventory = $2,700

Advantages of FIFO:
- Reflects current market values in inventory.
- Results in higher net income during inflationary periods.

---

LIFO (Last-In, First-Out) Method

Definition:
LIFO assumes that the most recent units purchased are sold first. The ending inventory consists of the
oldest units.

Implication:
- COGS reflects the most recent (often higher) costs.
- Ending inventory is based on older, potentially lower costs.

Calculation in a Periodic System:
1. Determine total units available for sale.
2. Assign the latest purchases (from the most recent) to COGS, up to the number of units sold.
3. Remaining units at the beginning of the period or earlier purchases form ending inventory.

Using the same example:
- Units sold: 250 units
- COGS:
- 150 units @ $14 = $2,100
- 100 units @ $12 = $1,200
- Total COGS = $3,300
- Ending inventory:
- Remaining units: 100 units @ $10 = $1,000
- Remaining units: 50 units @ $12 = $600
- Total ending inventory = $1,600

Advantages of LIFO:
- Matches recent costs against current revenues, potentially reducing taxable income during inflation.
- Better reflects the current cost of replacing inventory.

Limitations:
- Not permitted under IFRS (International Financial Reporting Standards).
- Can lead to understated inventory values on the balance sheet.

---

Weighted Average Cost Method



Definition:
This method averages the cost of all units available for sale during the period and assigns this
average to both COGS and ending inventory.

Calculation Steps:
1. Calculate total cost of units available for sale:
Total Cost = Beginning Inventory Cost + Purchases Cost
2. Calculate the weighted average cost per unit:
Average Cost per Unit = Total Cost / Total Units Available
3. Assign this average to COGS and ending inventory based on units sold and units remaining.

Example:
Continuing with previous data:
- Total cost of units available:
- Beginning inventory: 100 units @ $10 = $1,000
- Purchases: (200 @ $12 = $2,400) + (150 @ $14 = $2,100)
- Total cost = $1,000 + $2,400 + $2,100 = $5,500
- Total units available: 100 + 200 + 150 = 450 units
- Average cost per unit = $5,500 / 450 ≈ $12.22

Calculations:
- COGS for 250 units sold: 250 $12.22 ≈ $3,055
- Ending inventory for remaining 200 units: 200 $12.22 ≈ $2,444

Advantages:
- Simplifies calculations, especially with numerous purchases.
- Smooths out price fluctuations.

Limitations:
- Less precise in matching actual costs to specific units.
- May not reflect current market prices accurately.

---

Comparison of Methods: Impact on Financial
Statements

Different inventory valuation methods lead to varying financial outcomes:

| Aspect | FIFO | LIFO | Weighted Average |
|---------|-------|-------|------------------|
| Cost of Goods Sold | Lower during inflation | Higher during inflation | Moderate, averages costs |
| Ending Inventory | Higher during inflation | Lower during inflation | Intermediate |
| Net Income | Higher during inflation | Lower during inflation | Stable |
| Tax Implications | Higher taxes in inflationary periods | Lower taxes in inflationary periods | Neutral |
| Balance Sheet Value | More current inventory valuation | Less current, older costs | Smoothed |

---



Choosing the Right Inventory Method

The selection depends on various factors:

- Business Type: Retailers with high inventory turnover may prefer FIFO for better inventory valuation;
manufacturers may choose LIFO for tax benefits.
- Tax Strategies: LIFO can reduce taxable income during inflation.
- Regulatory Standards: IFRS does not permit LIFO; GAAP allows it.
- Financial Reporting Goals: FIFO provides a more current picture of inventory value; LIFO may better
match current costs with revenues.

---

Conclusion

Understanding how the units of an item available are accounted for under different inventory
valuation methods in a periodic system is essential for accurate financial reporting and strategic
decision-making. FIFO, LIFO, and Weighted Average Cost each have unique implications for inventory
valuation, net income, and tax obligations. Businesses should carefully evaluate their operational
needs, regulatory environment, and financial goals when selecting an inventory valuation method.
Proper application of these methods ensures that financial statements accurately reflect the
company's inventory position and profitability, ultimately supporting better business management.

---
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Frequently Asked Questions

What is the main difference between FIFO and LIFO methods
in periodic inventory valuation?
FIFO (First-In, First-Out) assumes that the oldest inventory units are sold first, valuing ending
inventory at the most recent costs. LIFO (Last-In, First-Out) assumes the newest inventory units are
sold first, valuing ending inventory at older costs. This difference impacts cost of goods sold and net
income, especially in times of price inflation.

How does the weighted average cost method determine the



cost of inventory units under periodic inventory system?
The weighted average cost method calculates the average cost per unit by dividing the total cost of
goods available for sale by the total units available. This average is then used to determine the cost
of ending inventory and cost of goods sold during the period.

Why is understanding 'Units Available' important when
applying FIFO, LIFO, and Weighted Average methods?
Units available represent the total inventory units before sales or adjustments and are essential for
applying each method correctly. They help determine which units are considered sold or remaining,
influencing the valuation of ending inventory and cost of goods sold.

In what scenarios might a business prefer using the periodic
inventory system with FIFO over LIFO or vice versa?
Businesses in industries with rising prices often prefer FIFO because it results in higher ending
inventory values and net income. Conversely, companies seeking to minimize taxes during inflation
might choose LIFO, as it reports higher cost of goods sold and lower taxable income. The periodic
system simplifies calculations but depends on the company's strategic needs.

What impact do changing inventory costs have on the choice
between FIFO, LIFO, and Weighted Average in periodic
inventory systems?
Changing inventory costs, especially during inflation, can significantly affect financial statements.
FIFO typically shows higher net income and inventory values, LIFO shows lower net income but better
matches recent costs, and weighted average smooths out price fluctuations. The choice depends on
the company's financial goals and tax considerations.

Additional Resources
Periodic Inventory Using FIFO, LIFO, And Weighted Average Cost Methods: An In-Depth Analysis of
Units Available

When managing inventory, one of the most critical aspects is determining the value of the units
available for sale at any given point. This process influences financial statements, taxation, and
business decision-making. Among the various inventory valuation methods, FIFO (First-In, First-Out),
LIFO (Last-In, First-Out), and Weighted Average Cost are the most widely used under the periodic
inventory system. Understanding how these methods handle the units of an item available is essential
for accurately reflecting inventory costs and profitability.

In this comprehensive review, we will explore how each method treats units of an item available, their
underlying principles, advantages, limitations, and practical applications. Whether you're a business
owner, accountant, or student, gaining insights into these methods will enhance your grasp of
inventory management and financial reporting.



---

Understanding Units of an Item Available

Before delving into the specifics of each inventory valuation method, it’s crucial to clarify what is
meant by "units of an item available."

Units of an item available refer to the total quantity of inventory units on hand during a particular
period, which includes:

- Beginning inventory units carried over from previous periods
- Purchases made during the current period
- Any additional units received, such as returns or adjustments

This total, often termed Total Units Available for Sale, forms the basis for calculating the inventory
cost and the cost of goods sold (COGS) under different valuation methods.

For example, suppose a retailer has:

- Beginning inventory: 100 units at $10 each
- Purchases during the period:
- 200 units at $12 each
- 150 units at $11 each

The total units available for sale would be 100 + 200 + 150 = 450 units. The valuation method
determines how these units are allocated between ending inventory and COGS based on their
chronological order, cost, or averaging.

---

Periodic Inventory System: An Overview

The periodic inventory system records inventory and COGS at specific intervals—typically at the end
of a period—by performing a physical count of inventory to determine the units available and their
costs. Unlike the perpetual system, which updates inventory after every transaction, the periodic
system relies on periodic counts and calculations, making it suitable for small businesses or those
with a high volume of low-cost items.

Key features include:

- Inventory updates are made at period-end
- COGS is calculated after counting inventory
- Suitable for businesses with simpler inventory management needs

Within this system, the valuation method selected (FIFO, LIFO, or Weighted Average) significantly
influences the reported inventory value and profit margins.



---

FIFO (First-In, First-Out) Method

Principle and Concept

FIFO presumes that the earliest units purchased or produced are sold first. Consequently, the units
remaining in inventory at period-end are those most recently acquired. This method aligns with the
natural flow of inventory for many businesses, especially perishables like food or pharmaceuticals.

How FIFO Handles Units of an Item Available

Under the FIFO method, the valuation process involves:

- Assigning the oldest costs to the units sold (COGS)
- Remaining units in inventory are valued at the most recent purchase costs

Example:

Suppose a company has the following units available:

| Date | Units Purchased | Cost per Unit | Total Units | Total Cost |
|---------|------------------|--------------|--------------|------------|
| Beginning | 100 units | $10 | 100 | $1,000 |
| Purchase 1 | 200 units | $12 | 200 | $2,400 |
| Purchase 2 | 150 units | $11 | 150 | $1,650 |

Total units available: 450 units, total cost: $5,050

If during the period, 300 units are sold, FIFO will allocate:

- First, 100 units at $10 (from beginning inventory)
- Next, 200 units at $12 (from Purchase 1)

Cost of Goods Sold (COGS):

= (100 units × $10) + (200 units × $12) = $1,000 + $2,400 = $3,400

Remaining units in inventory:

- 0 units from beginning inventory (all sold)
- 0 units from Purchase 1 (all sold)
- 150 units at $11 (from Purchase 2)

Remaining inventory value:

= 150 units × $11 = $1,650

Advantages of FIFO



- Reflects a logical flow for inventory, especially perishable goods
- Typically results in higher net income during periods of rising prices
- Simplifies tracking units sold based on chronological order

Limitations of FIFO

- During inflation, COGS is lower, resulting in higher taxable income
- Does not necessarily match actual physical flow for all industries
- Can overstate inventory value on the balance sheet

---

LIFO (Last-In, First-Out) Method

Principle and Concept

LIFO assumes that the most recent units purchased are sold first. This approach aligns with inventory
management strategies where newer stock is prioritized for sale or use.

How LIFO Handles Units of an Item Available

Under LIFO, the allocation proceeds as follows:

- Assigning the most recent costs to COGS
- Remaining units in inventory are valued at older costs

Using the same example:

Total units available:

| Date | Units Purchased | Cost per Unit | Total Units | Total Cost |
|---------|------------------|--------------|--------------|------------|
| Beginning | 100 units | $10 | 100 | $1,000 |
| Purchase 1 | 200 units | $12 | 200 | $2,400 |
| Purchase 2 | 150 units | $11 | 150 | $1,650 |

Total units: 450, total cost: $5,050

Suppose 300 units are sold:

- First, 150 units from Purchase 2 at $11
- Then, 150 units from Purchase 1 at $12

COGS:

= (150 units × $11) + (150 units × $12) = $1,650 + $1,800 = $3,450

Remaining units:



- 50 units from Purchase 1 at $12
- 100 units from beginning inventory at $10

Remaining inventory value:

= (50 units × $12) + (100 units × $10) = $600 + $1,000 = $1,600

Advantages of LIFO

- Matches recent costs with current revenues, providing a better reflection of current expenses
- Can reduce taxable income during inflationary periods due to higher COGS
- Simplifies inventory management in certain industries

Limitations of LIFO

- Not permitted under IFRS (International Financial Reporting Standards)
- Can lead to understated inventory values on the balance sheet
- May distort gross profit margins during deflation or stable prices

---

Weighted Average Cost Method

Principle and Concept

The Weighted Average Cost (WAC) method calculates an average cost per unit for all units available
during the period. This average is then used to determine COGS and ending inventory.

How WAC Handles Units of an Item Available

The process involves:

1. Calculating the total cost of units available for sale
2. Dividing this total by the total units available to find the average cost per unit
3. Applying this average cost to units sold and remaining inventory

Continuing with the example:

Total units available: 450

Total cost: $5,050

Average cost per unit:

= $5,050 / 450 ≈ $11.22

If 300 units are sold:

- COGS = 300 × $11.22 ≈ $3,366



Remaining units:

- 150 units

Value of ending inventory:

= 150 × $11.22 ≈ $1,683

Advantages of WAC

- Simplifies calculations, especially with frequent purchases
- Smooths out price fluctuations
- Suitable for industries with high-volume, homogeneous inventory

Limitations of WAC

- Does not reflect actual flow of goods
- Can distort profit margins during significant price changes
- Less responsive to current market conditions

---

Comparative Summary of Methods

| Feature | FIFO | LIFO | Weighted Average |
|---------|--------|-------|------------------|
| Cost flow assumption | First units sold are oldest | Last units sold are newest | All units averaged |
| Inventory valuation during inflation | Higher | Lower | Moderate |
| Income statement impact in rising prices | Higher net income | Lower net income | Moderate |
| Balance sheet impact | Higher inventory value | Lower inventory value | Moderate |
| Suitability | Perishable goods, standard inventory | Non-perishable, strategic tax planning |
Homogeneous goods, high-volume industries |
| IFRS compliance | Yes | No | Yes |

---

Implications for Units of an Item Available

The choice among FIFO, LIFO, and Weighted Average directly impacts how the units of an item
available are valued and reported. Each method's assumptions influence the cost assigned to units
sold and remaining in inventory:

- FIFO emphasizes the chronological order, valuing remaining inventory at the most recent costs.
- LIFO emphasizes recent purchases, assigning current costs to COG
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