
LIFO ACCOUNTING

FIFO and LIFO accounting are methods used in managing inventory and financial matters involving the amount of
money a company has to have tied up within.

By shifting high-cost inventory into the cost of goods sold, a company can reduce its reported level of
profitability , and thereby defer its recognition of income taxes. Inventory typically consists of finished
products and raw materials in the process of being made into goods for sale. Before you decide to use LIFO
accounting, talk to your business tax professional. By Rosemary Peavler Updated August 17, LIFO
last-in-first-out and FIFO first-in-first-out are the two most common inventory cost methods that companies
use to account for the costs of purchased inventory on the balance sheet. Each widget has the same sales price,
so revenue is the same, but the cost of the widgets is based on the inventory method selected. GAPP sets
standards for a wide array of topics, from assets and liabilities to foreign currency and financial statement
presentation. This is because the LIFO method is not actually linked to the tracking of physical inventory, just
inventory totals. Under LIFO, the cost of the most recent products purchased or produced are the first to be
expensed as cost of goods sold COGS â€”which means the lower cost of older products will be reported as
inventory. In fact, the oldest books may stay in inventory forever, never circulated. This is the point where the
LIFO inventory costing method is used. It really depends on market conditions. When you're using LIFO
accounting methods in the context of a decline in inventory purchase prices, your balance sheet will soon bear
little relation to your actual financial position because your lower costs reflect on your cost of goods sold.
Brad would now like to run a report for his partners that shows the cost of goods sold. These units will start
off the next year. In this case, you would assume that Batch 1 items would be sold first, then Batch 2 items,
then the remaining items from Batch 3. This process is for tax purposes, and it is used for both periodic and
perpetual inventory systems. Each of the two methods affects taxes and costs differently. Based on the LIFO
method of inventory management, the last widgets in are the first ones to be sold. In addition, inventories on
LIFO must not be valued lower than cost. To determine the cost of units sold, under LIFO accounting, you
start with the assumption that you have sold the most recent last items produced first and work backward. For
this reason, many companies choose to use a weighted-average cost method or use the current market price,
also known as replacement cost, to prevent these types of issues. Using LIFO, if the last units of inventory
bought were purchased at higher prices, the higher-priced units are sold first, with the lower-priced, older units
remaining in inventory. For example, the cost of antiques or collectibles, fine jewelry or furs, can be
determined. This means all companies follow the same set of rules. Many U. This number changes with each
unit the company sells and affects the company's reported profit, asset balance, and tax liability. This system is
generally used by companies whose inventory is perishable or subject to quick obsolescence. However, there
are fewer inventory write-downs under LIFO during inflation. Using FIFO, you would sell the inventory in the
order it comes in. Switching between inventory costing methods affects the company's profits and the amount
of taxes it must pay each year, which is why the practice is discouraged by the Internal Revenue Service IRS.


