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Introduction
In the realm of inventory management and financial reporting, the method chosen to value inventory
plays a crucial role in determining a company's reported costs of goods sold (COGS) and,
consequently, its gross profit and net income. During periods of rising prices—also known as
inflation—the selection of an inventory valuation technique becomes even more significant. Different
methods—FIFO (First-In, First-Out), LIFO (Last-In, First-Out), and Specific Identification—can lead
to markedly different financial outcomes. This article explores which of these methods reports a
higher COGS during inflationary periods, providing insights into their mechanisms, implications, and
strategic considerations.

Understanding Inventory Valuation Methods

FIFO (First-In, First-Out)
FIFO assumes that the earliest goods purchased or produced are sold first. Therefore, the inventory
remaining on hand at the end of the period consists of the most recent purchases.

- Key Features:
- Reflects current market prices in ending inventory.
- Matches older costs against current revenues.
- Often results in lower COGS during inflation because older, cheaper inventory is sold first.

LIFO (Last-In, First-Out)
LIFO assumes that the most recently acquired inventory is sold first. The remaining inventory on
hand comprises earlier, often cheaper, costs during inflation.

- Key Features:
- Matches recent costs against current revenues.
- Results in higher COGS during inflation as the latest, higher-priced inventory is recognized first.
- Leads to lower ending inventory values during inflation.



Specific Identification
Specific Identification involves tracking the actual cost of each individual item of inventory. This
method is used when inventory items are unique or easily identifiable.

- Key Features:
- Provides precise matching of costs with revenues.
- Suitable for high-value, distinctive items (e.g., automobiles, jewelry).
- The COGS reflects the actual cost of the specific items sold.

Impact of Rising Prices on COGS: An Analytical
Perspective

Effect of Inflation on Inventory Costs
Inflation causes the cost of acquiring inventory to increase over time. When prices rise:

- The most recent purchases are more expensive.
- The older inventory was acquired at lower costs.
- The valuation method determines which costs are recognized in COGS and ending inventory.

Scenario Analysis
To understand which method reports higher COGS during inflation, consider a simplified example.

Suppose a company purchases inventory over three periods:

| Purchase Period | Units Purchased | Cost per Unit | Total Cost |
|-------------------|-------------------|--------------|------------|
| Month 1 | 100 units | $10 | $1,000 |
| Month 2 | 100 units | $12 | $1,200 |
| Month 3 | 100 units | $15 | $1,500 |

Total inventory purchased: 300 units for $3,700.

Assuming the company sells 150 units during the period.

Under FIFO:
- The first 100 units sold are from Month 1 at $10.
- The remaining 50 units are from Month 2 at $12.
- COGS = (100 × $10) + (50 × $12) = $1,000 + $600 = $1,600.

Under LIFO:
- The first 100 units sold are from Month 3 at $15.
- The remaining 50 units are from Month 2 at $12.
- COGS = (100 × $15) + (50 × $12) = $1,500 + $600 = $2,100.



Observation:
- In this inflationary scenario, LIFO reports a higher COGS ($2,100) compared to FIFO ($1,600).

Which Method Reports Higher COGS During Rising
Prices?

General Conclusion
During periods of rising prices:

- LIFO tends to report higher COGS because it recognizes the most recent, higher-cost inventory as
sold first.
- FIFO tends to report lower COGS because it accounts for older, lower-cost inventory being sold
first.
- Specific Identification can vary depending on which specific items are sold, but generally, if recent
items are more expensive, the COGS will be higher when those items are sold.

Why Does LIFO Report Higher COGS?
The core reason lies in the assumption about which inventory
is sold first:

- LIFO’s assumption aligns with recent, higher-cost inventory
being sold first during inflation, leading to increased COGS.
- FIFO’s assumption results in older, lower-cost inventory
being recognized first, thus producing lower COGS in
inflationary times.

Implications of Higher COGS Reporting

Impact on Net Income and Taxes

Higher COGS reduces gross profit and net income, which can



lead to:

- Lower taxable income.
- Potential tax advantages in the short term.
- Reduced reported profitability, which might affect investor
perceptions.

Impact on Inventory Valuation

- FIFO results in higher ending inventory values during
inflation because it retains the most recent, higher-cost
inventory.
- LIFO results in lower ending inventory values, which may
understate the company's assets.

Strategic Considerations for Businesses

Businesses must weigh the benefits and drawbacks:

- Using LIFO can provide tax benefits during inflation but
might understate inventory assets.
- Using FIFO offers a more realistic view of current inventory
values but may result in higher taxable income.
- Specific Identification is suitable when inventory items are
unique, but less applicable for bulk or homogeneous
inventory.

Regulatory and Accounting Standards



Accounting Regulations

- Many countries’ accounting standards permit both FIFO and
LIFO; however, some, like IFRS (International Financial
Reporting Standards), disallow LIFO.
- In the U.S., LIFO is allowed under GAAP, but companies must
carefully consider the implications.

Financial Statement Analysis

Investors and analysts often adjust reported figures to
compare companies using different methods or to remove the
effects of inflation.

Conclusion

In conclusion, during periods of rising prices, the inventory
valuation method that reports higher costs of goods sold is
typically LIFO. This is because LIFO assumes that the most
recent (and more expensive) inventory is sold first, leading to
higher COGS figures. FIFO, conversely, reports lower COGS
during inflation, as it recognizes older, cheaper inventory as
sold first. Specific Identification’s impact depends on the
actual items sold, but generally, if recent items are more
costly, it will resemble LIFO in reporting higher COGS.

Understanding these differences is vital for management,
investors, and stakeholders to interpret financial statements
accurately, assess profitability, and make informed decisions.
The choice of inventory valuation method should align with
the company's financial strategy, tax planning, and



compliance with accounting standards.

---

Summary Table: Impact of Rising Prices on COGS

| Method | COGS During Rising Prices | Inventory Valuation
Effect | Tax Implications |
|----------------------|---------------------------|----------------------------|----
--------------------|
| FIFO | Lower | Higher | Higher taxable income |
| LIFO | Higher | Lower | Lower taxable income |
| Specific Identification | Variable (depends on items sold) |
Varies | Varies |

Final Note: Companies should carefully consider their
inventory management practices and strategic goals when
selecting an inventory valuation method, especially during
inflationary periods where the choice significantly impacts
financial reporting and tax obligations.

Frequently Asked Questions

Which inventory valuation method reports the highest Cost of
Goods Sold during rising prices?

LIFO (Last-In, First-Out) typically reports the highest Cost of
Goods Sold in periods of rising prices.

How does rising inventory prices affect the Cost of Goods Sold



under FIFO?

Under FIFO, rising prices result in lower Cost of Goods Sold
compared to LIFO, as older, cheaper inventory is recognized
first.

Between FIFO, LIFO, Specific Identification, and Weighted
Average, which method generally shows the highest net
income during inflationary periods?

FIFO generally reports higher net income during rising prices
because it matches older, lower costs against current
revenues.

Why does LIFO tend to report higher Cost of Goods Sold
during periods of rising prices?

Because LIFO assumes the most recent (more expensive)
inventory is sold first, leading to higher costs of goods sold
during inflation.

In an inflationary environment, which inventory valuation
method would likely result in lower inventory values on the
balance sheet?

LIFO results in lower inventory values during rising prices
because it leaves older, cheaper inventory on the books.



Additional Resources

In Time Of Rising Prices, Which Inventory Valuation Method
Will Report Higher Costs Of Goods Sold? A.FIFO B.LIFO
C.Specific Identification

When prices are on the rise, businesses often face the
challenge of choosing the most appropriate inventory
valuation method. Understanding which inventory valuation
method will report higher costs of goods sold (COGS) during
periods of increasing prices is crucial for accurate financial
reporting, tax planning, and strategic decision-making. In this
article, we will explore the three primary inventory valuation
methods—FIFO, LIFO, and Specific Identification—and analyze
their impact on COGS during inflationary periods.

---

The Importance of Inventory Valuation in Rising Price
Environments

Inventory valuation directly influences a company's gross
profit, net income, and taxable income. When costs are
increasing, the method used to value inventory can
significantly alter reported earnings.

- Higher COGS reduces gross profit and net income.
- Lower COGS increases profitability metrics.
- The choice impacts financial ratios, investor perceptions, and
tax liabilities.

Understanding which method produces higher COGS during
inflation helps managers and accountants make informed



decisions aligned with their strategic goals.

---

Overview of Inventory Valuation Methods

FIFO (First-In, First-Out)

- Assumes the oldest inventory (first purchased) is sold first.
- During rising prices, oldest inventory costs are lower, and
remaining inventory is valued at recent, higher prices.
- COGS reflects older, lower costs.
- Ending inventory is valued at recent, higher prices.

LIFO (Last-In, First-Out)

- Assumes the most recent inventory (last purchased) is sold
first.
- During rising prices, recent inventory costs are higher.
- COGS reflects current, higher costs.
- Ending inventory is valued at older, lower prices.

Specific Identification

- Tracks each individual item in inventory.
- COGS is based on the actual cost of specific items sold.
- Best suited for unique or high-value items.
- Less common for bulk inventory due to complexity.

---

Analyzing the Impact of Rising Prices on COGS



FIFO and Rising Prices

In an inflationary environment, FIFO assigns the oldest, lower
costs to COGS, leading to:

- Lower reported COGS compared to other methods.
- Higher gross profit and net income.
- End inventory valued at recent, higher prices.

Implication: FIFO reports lower COGS during rising prices,
meaning it does not report higher COGS in inflationary
periods.

LIFO and Rising Prices

LIFO, by contrast, assigns the most recent, higher costs to
COGS, leading to:

- Higher reported COGS during inflation.
- Lower gross profit and net income.
- Ending inventory valued at older, lower prices.

Implication: LIFO reports higher COGS during periods of
rising prices.

Specific Identification and Rising Prices

The impact of specific identification depends on the actual
costs of the items sold:

- If high-cost items are sold, COGS will be higher.
- If low-cost items are sold, COGS will be lower.
- Its accuracy depends on precise tracking, making it less



predictable in a rising price environment.

Implication: The COGS reported under specific identification
varies based on the actual inventory sold, but it can be higher
or lower depending on the specific items.

---

Summary: Which Method Reports Higher COGS During Rising
Prices?

| Method | Generally Reports Higher COGS in Rising Prices? |
|------------------------|------------------------------------------------|
| FIFO | No (reports lower COGS) |
| LIFO | Yes (reports higher COGS) |
| Specific Identification| Variable, depends on specific items
sold |

Conclusion: During periods of rising prices, LIFO generally
reports the highest COGS among the three methods.

---

Why Does LIFO Report Higher COGS During Inflation?

The Mechanics Behind LIFO's Higher COGS

- LIFO assumes the latest inventory is sold first.
- In inflation, recent purchases are at higher prices.
- Therefore, the COGS reflects these recent, inflated costs.
- This leads to an increase in COGS compared to FIFO or
specific identification.



Financial and Tax Implications

- Reduced taxable income: Higher COGS translates into lower
gross profit and net income, potentially reducing tax
liabilities.
- Inflation hedge: LIFO can help mitigate the effects of
inflation on taxable income.
- Potential for inventory understatement: Since ending
inventory is valued at older, lower costs, it might be
undervalued on the balance sheet.

---

Practical Examples to Illustrate the Difference

Suppose a company has the following inventory purchases
during a rising price period:

| Purchase Date | Units Purchased | Cost per Unit | Total Cost |
|-----------------|-------------------|---------------|-------------|
| Jan 1 | 100 units | $10 | $1,000 |
| Feb 1 | 100 units | $12 | $1,200 |
| Mar 1 | 100 units | $15 | $1,500 |

Assuming the company sells 150 units in this period:

FIFO Calculation

- First 100 units at $10 = $1,000
- Next 50 units at $12 = $600
- Total COGS: $1,600
- Remaining inventory: 50 units at $12, and 100 units at $15.



LIFO Calculation

- Last 100 units at $15 = $1,500
- Remaining 50 units at $12 = $600
- Total COGS: $2,100
- Remaining inventory: 50 units at $12, and 100 units at $10.

Observation: LIFO results in a higher COGS ($2,100 vs.
$1,600), illustrating that in rising prices, LIFO reports higher
costs.

---

Additional Considerations in Choosing the Right Method

Tax Strategy

- Companies seeking to reduce taxable income during inflation
may prefer LIFO.
- FIFO may be advantageous for financial statement
presentation, showing higher profits.

Industry Standards

- Certain industries (e.g., retail, manufacturing) have
established norms for inventory valuation methods.
- Consistency is critical for comparability.

Inventory Turnover and Profitability

- LIFO can lower reported profits, potentially affecting
investor perceptions.
- FIFO may present a more optimistic view but may not reflect



current costs.

Regulatory and Accounting Standards

- Some jurisdictions or standards (e.g., IFRS) do not permit
LIFO.
- Companies must adhere to applicable accounting rules.

---

Final Thoughts

In an environment of rising prices, the LIFO (Last-In, First-
Out) method will typically report higher costs of goods sold
compared to FIFO or specific identification. This is primarily
because LIFO assigns the most recent, higher costs to COGS,
aligning costs with current market conditions.

While LIFO can be beneficial for tax purposes and managing
profit volatility during inflation, it also has drawbacks, such as
potential inventory undervaluation and less transparency of
actual inventory costs. Conversely, FIFO reports lower COGS
and higher profits, which might be more favorable for external
financial reporting but less optimal from a tax perspective
during inflation.

Understanding these dynamics allows businesses to make
strategic choices about inventory valuation methods,
balancing tax strategies, financial reporting, and operational
considerations during periods of rising prices.
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