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Overview Statement 
 

The Last in First out Method (LIFO) is presently under severe scrutiny from the financial community, which 
may soon culminate in its repeal as an acceptable accounting method. There are pressures from the SEC in 
conjunction with the International Financial Accounting Standards Board to standardize accounting standards 
worldwide. In addition, there is political pressure imposed by the US Obama administration to raise 
additional revenues.  Both groups strongly oppose LIFO, raising a strong possibility that’s its complete 
elimination as an accounting method will occur by as early as 2014. The author presents the present and 
future status of LIFO and the reasons of its imminent repeal in the near future. Assuming that this will occur, 
the author presents some tax opportunities available to the taxpayer in this transition period. 
 

Abstract 
 

The Last in First out Method (LIFO) is presently under severe scrutiny from the financial community, which 
may soon culminate in its repeal as an acceptable accounting method. There are pressures from the SEC in 
conjunction with the International Financial Accounting Standards Board to standardize accounting standards 
worldwide. In addition, there is political pressure imposed by the US Obama administration to raise 
additional revenues.  Both groups strongly oppose LIFO, raising the possibility of its complete elimination as 
an acceptable accounting method. However, adverse economic and political events in 2011 have greatly 
renewed the lifeline of LIFO. In the case of its u repeal, the author presents some tax opportunities available 
in this transition period. 
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Introduction 
 The Last in First out (LIFO) method has been an acceptable, popular accounting method since its 
inception in 1939. Since then, many have and continue to argue against LIFO as a viable, economic 
accounting method. At present, LIFO faces a possibility of its elimination by the year 2015, as political 
forces coming from the International Financial Accounting Standards Board, coupled with The Securities and 
Exchange Commission, and the Obama administration strongly oppose this method.  The International 
Financial Reporting Standards (IFRS) prohibits LIFO as an acceptable accounting method, and the Obama 
administration had proposed in its 2010 budget to repeal LIFO altogether in the future. However, given new 
developments against Senator Rangel, LIFO's biggest critic and the renewed worldwide recession, as well as 
the upcoming US presidential 2012 election, LIFO's repeal is now very unlikely. Part 2 will give a literature 
review of LIFO's tax advantages and financial statement limitations. Part 3 will provide an overview of the 
three common inventory accounting methods. Part 4 will examine the current state of LIFO, and Part 5 will 
provide a review of the tax benefit aspect of LIFO.  Part 6 will investigate the future of LIFO, while Part 7 
will provide recommended tax planning opportunities assuming the possible repeal of LIFO.  The conclusion 
section Part 8, will also recommend areas for future research. 
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Part 2: Literature Review 
 The tax advantages associated with LIFO have been documented by tax laws, research, literature and 
Congress. Internal Revenue Code (IRC) 472 allows for the Last in First Out method of inventory since its 
inception date in 1939. Computationally, as the price of inventory increases, lower income will result under 
LIFO when compared to all other inventory methods, resulting in a lower tax payment. This tax advantage 
has led to the criticism of LIFO resulting in an unfair tax loophole advantage for a few beneficial industries, 
leading to poor and inefficient management of inventories and finally flawing the balance sheet presentation. 
 While, Sondhi and White (2008), state that due to the tax advantages associated with   LIFO resulting in 
greater cash flows, the choice of inventory method should point towards LIFO. Dopuch and Pincur (1988) 
found that the taxation effect was the primary reason a company chose LIFO. 
Congressman Charles Rangel (2007) has called for the repeal of tax loopholes citing LIFO as a material 
culprit in this area. The US government estimates a loss of over $100 billion of tax revenue over the next ten 
years if LIFO is not repealed.  
The tax advantages of LIFO are dependent on inventory additions or buildups, known as reserves at 
increasing prices. This has resulted in poor inventory asset management   and suboptimal business behavior 
as observed by Trackel and Trezevant (1994). 
Lastly, LIFO is not balance sheet friendly and can and will result in a gross understatement of balance sheet 
value given the tax motivated behavior (Harris, 2009) .Many oil companies report inventory purchased 
before World War II on their balance sheet.  The result is that inventory values reported on the balance sheet 
does not represent its current replacement value. The result is that a LIFO presented balance sheet cannot, 
and should not be used for financial statement analysis purposes. 
 
Part 3: Overview of Inventory Accounting Methods 
 Presently, there are three acceptable inventory methods under U.S.  Generally   Accepted Accounting 
Principles (GAAP) and include: Last in First out (LIFO), First in First out (FIFO) and the weighted average 
or average cost methods. Under international Financial Reporting Standards (IFRS), LIFO is not a 
permissible method.  LIFO assumes that the last or most recent purchases of inventory are sold first.  FIFO 
assumes that the first inventory purchases are sold first and the weighted average method weights the entire 
inventory on the basis as one unit cost in its inventory valuation base. (See Appendix 1 for an illustration of 
these three inventory methods). 
 
Part 4: Current State of Lifo 
 LIFO is facing pressures from both: the International Reporting Standards Board in cooperation with 
the SEC and the U.S. Congress for its possible complete elimination by the year 2014.On November 15, 
2007, the Securities and Exchange Commission (SEC) exempted foreign firms from including reconciliation 
from International Financial Reporting Standards (IFRS) to U.S Generally Accepted Accounting Principles, 
(U.S. GAAP) when filing on U.S. Stock exchanges. Foreign public firms are now permitted to file using the 
International Financial Reporting Standards (IFRS) without reconciliation to U.S. GAAP as previously 
required. This move has created a mandate to converge IFRS and U.S. GAAP and financial statement 
requirements (SEC, 2007) 
 On June, 18, 2008 the SEC issued a press release stating that the world’s securities regulators are 
uniting to increase their oversight of international accounting standards. There are plans set forth by the SEC 
and the IFRS to standardize accounting standards, on a worldwide basis with a target date set for periods 
ending after December 31, 2014.  Under IFRS rules, LIFO is not a permitted acceptable accounting method.  
IFRS is balance sheet oriented and on this basis, disallows LIFO as an inventory method.   The use of LIFO 
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disrupts the theoretical foundation of the IFRS. More importantly is the current tax position on LIFO.  The 
Obama Administration has proposed in its 2010 budget to repeal LIFO altogether in an attempt to generate 
greater tax revenues. 
               Recently in 2010, Senator Rangel, the biggest political critic of LIFO was brought up on a number 
of ethical violations. This in effect has pushed LIFO repeal backwards and has at best delayed its possible 
repeal. Additionally, the economic crisis has resumed unexpectedly in 2011 as the pale state of the economy 
was announced, which was contrary to the belief that it was in a recovery stage. This too has put LIFO repeal 
on the backburner and the result is that the political pressures against LIFO have eased in a significant 
manner and the likelihood of its eventual repeal now is very unlikely. 
 
Part 5: Tax Benefit Aspect of Lifo 
             The primary reason LIFO is adopted by companies is the tax advantage inherent in this method. In 
inflationary periods, a common scenario, LIFO will produce the lowest income when compared to other 
inventory methods, resulting in the lowest tax payment. The problem here is that very few can benefit from 
this tax advantage and this tax loophole aspect has been researched to be the sole reason an entity chooses 
LIFO for reporting purposes.  
 To obtain the tax benefit, three elements have to be satisfied. First, increasing inventory prices and 
second, a buildup or increase in inventory, known as a LIFO reserve and finally, there has to be an income 
tax. LIFO use in an inflationary environment will result in expensing the most current higher cost inventory 
purchases against revenue, resulting in the lowest possible income total. The greater the inflation 
environment, the more pronounced is the tax benefit. This was observed in the early to mid-1970, a period of 
double digit inflation in the U.S, when more than 400 publically U.S companies elected to change their 
inventory method to LIFO. These were the companies who can benefit from LIFO use. The question is; who 
are these beneficiaries? 
            Oil and gas producers, commodities firms, such as steel and chemical companies, plastic and 
specialty retailers are the biggest beneficiaries of LIFO.  Industries possessing inventories which are obsolete 
in nature and/or sold quickly (high turnover) and/or perishable, cannot benefit from LIFO adoption. The chip, 
computer, software and other high tech industries are such examples, so they choose either FIFO or the 
weighted average method.  
             Exxon – Mobil is the most profitable company in the world and possesses by far the highest level of 
LIFO reserve. LIFO reserve is the difference between the values of FIFO inventory over the reported LIFO 
amount. Exxon-Mobil’s LIFO reserve is over $27 Billion, which in effect results in a tax postponement or tax 
loophole of approximately $9.5 Billion ($27 Billion x 35 tax rate) .Of the top LIFO reserve companies, most 
are oil and gas producers, while Sunoco for example has a LIFO reserve in excess of its Stockholders Equity 
Value. The argument that is made then is that the very few benefit from the LIFO tax advantage, and as 
stated above the beneficiaries are the most profitable industries, at the expense of many.   The US 
government has estimated that presently less than 5% of publically traded companies use LIFO, and that the 
corporate tax rate of 35% can be reduced to 30.5% if all of the corporate tax loopholes such as LIFO were 
eliminated. The elimination of LIFO is expected to add 100 Billion Dollars in US tax revenue over the next 
ten years according to Senator Rangel. This figure is very optimistic and inflated  when one considers that the 
overall LIFO reserve is 100 Billion dollars (Compustat) , so at a 35 percent tax rate , this LIFO reserve  
figure will have to triple over the next ten years to meet the projections of the Senator. A more realistic figure 
will be 35 million dollars added to tax revenue to the US government over an eight year period. 
          As a defense to LIFO users, non LIFO firms have the option to adapt the Lower of Cost or Market 
Method (LCM).  LCM allows inventory to be valued below cost if cost exceeds market value.  Market value 
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is defined as replacement cost and such valuation can be made on an item by item basis.  As an example, a 
company may use and to take a tax advantage prior to sale by the use of non LIFO LCM method. Given that 
LIFO adopters tend to experience increasing inventory market values, this benefit is not really viable. 
Additionally, I believe pressures in the future by Congress will eliminate this potential advantage if LIFO is 
repealed, as it represents yet another tax loophole, primarily for non LIFO users. This method is used by 
industries which have obsolete type inventories like computer, chip and food. 
           The tax deferred argument under FASB 109 can be made in defense of LIFO. One may argue that this 
LIFO reserve represents a temporary tax difference, which will be paid to the US government in the future, 
when this difference reverses causing higher taxable income. This is no different than differences resulting in 
depreciation between book and tax purposes, which leads to a high deferred tax liability. This is defended on 
the grounds that it results in greater economic growth and is a good policy undertaken by the regulators. 
Eliminating LIFO and other FASB 109 items will disrupt the economy. A comprehensive tax plan should be 
addressed , which has been talked about by political leaders as a need to a fair tax which has been and 
continues to be opposed by special interest groups, rather than an attempted  micromanagement of tax policy. 
          Finally, one needs to question whether the elimination of LIFO will have any dent on the Federal 
Deficit which at present is 14.5 trillion dollars, and regulators calling for more money to spur the economy. 
The federal debt ceiling has just recently increased by over 2 trillion dollars causing Standard and Poor’s to 
reduce the rating of the US Government bonds from AAA to AA. Repealing LIFO will add per my 
projection, 35 billion in tax revenue which will reduce the deficit a meager one quarter of one percent. LIFO 
is not in any way the culprit of this deficit, and the regulators realize this as they have eased their attack on 
LIFO in this most recent time. 
            
Part 6: The Future of Lifo 
There are four possibilities of LIFO going forward, and illustrated as follows: 
Case     Financial Reporting Purposes                   Tax Purposes 
1      Yes        Yes 
2      No        Yes 
3      Yes        No 
4      No        No 
 In case 1, LIFO would continue as present.  Although dual resistance from IFRS and Congress exist, 
recent developments and charges against senator Rangel coupled with the continued weakness in the 
worldwide economy makes the status quo a reality. Although the continued use of LIFO will greatly and 
potentially hinder the goal of uniform financial reporting going forward, the ultimate goal here has moved to 
convergence and not uniformity, adding to the real probability of continued LIFO use in the USA. 
Compromises between US GAAP and IFRS in my opinion will be the norm rather than the exception going 
forward. 
 In case 2, allowing LIFO for tax purposes and not for financial reporting purchases represents the best 
of both world, as a company report the highest income for financial reporting purposes and pay the least 
amount of tax.  The scenario would effectively eliminate the LIFO conformity requirement.  The likelihood 
of this happening is most unlikely and not feasible. 
 In case 3, the worst of both worlds for a company; that is, the lowest income for financial reporting 
and the highest tax payment.  This scenario is also not feasible. 
 Case 4 represents the complete elimination of LIFO.  This will only occur if LIFO is eliminated at the 
tax level. If so, then it will be eliminated for financial reporting purposes, as the advantage for business 
purposes would not exist. Given the US political timing at present, which is in the process of entering the pre 
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presidential election period and the continuing worldwide economic problems, LIFO at this time is just a 
footnote for the US regulators, similar to the second term of then President Bush , which leads me to predict 
that this issue will not be addressed until the  post 2012 election. My prediction then is a status quo on LIFO 
at this time and in the near foreseeable future. 
 
Part 7: Tax Planning Opportunities Available For The Current Users Of Lifo 
 
 Assuming the repeal of LIFO by the Obama administration for the period ending after tax year 2010, 
which I believe is unlikely for reasons mentioned above, what are some of the tax planning opportunities 
available to taxpayers to help ease in this transition? 
1.   Extended Payment  Adjustment Period:  Under current tax rules, if a taxpayer charges its accounting 
period form LIFO to another acceptable method, and it results in a higher inventory value, the difference in 
additional tax is payable over a period of four years.  Under the current Obama Administration’s 2010 
Budget Proposal, which would eliminate LIFO, the difference would be spread to taxable income and 
payable over eight years.  Consequently, the termination of LIFO would be mitigated as the resulting extra 
tax would be payable to the tax authorities over an eight year period. 
2. Net Operating Loss:  Given the current recession, a company may have encountered losses in the last 
two years.  Under current U.S. tax rules, IRC 172 such losses can be used to offset in part or in full, past 
profits for the last 2 years and/or future profit for the next 20 years; known as the 2/20 rule. 
 A change from LIFO to FIFO will result in a higher income amount in the year of adoption, but this 
added income may be offset by past net operating losses, minimizing the tax effect of LIFO repeal. 
  3. Lowering Ending Inventory: A zero ending inventory total will result in the same income regardless of 
the accounting method chosen. As a result, lowering inventory to minimal amounts in gradual fashion will 
help ease the income tax effect of LIFO repeal. Additional non tax benefits are also realized by carrying low 
inventory   amounts such as decreasing carrying costs, such as obsolescence and storage costs. A Just In 
Time system can also be implemented which can greatly reduce and even eliminate these costs, thereby 
making inventory management more efficient and effective. 
              These recommended tax strategies will help ease in the transition from LIFO. This transition will be 
costly from a tax point of view for current LIFO users and the degree of cost will be dependent on the LIFO 
reserve. As an example, LIFO repeal will cost Exxon-Mobil approximately $9.5 billion dollars in federal tax 
liability alone, and an additional $2.5 billion in state tax assuming a 10 percent tax rate, bringing an 
additional tax liability of roughly 12 billion US dollars. The only silver lining here is that this payment can be 
paid out over an eight year period for federal purposes. The lower of cost or market option and the net 
operating loss option will not be available as oil is an increasing value asset, and Exxon-Mobil has 
tremendous profits and not losses. 
 
Part 8: Conclusion 
               The probability of the elimination of LIFO as an acceptable accounting method is possible in the 
near future.  This paper addressed the present and future outlook of LIFO. In the author’s opinion, LIFO will 
continue as is in the future due to more critical pressing political and economic issues, and will not be 
addressed again until at the earliest, after the 2012 election. Worldwide financial reporting will continue to 
have differences as there will be convergence and not conformity until will beyond the 2015 goal date. In the 
event of its eventual repeal, the author recommended several tax strategies to help ease the burden of this 
change. Additional research examining the managerial, non-tax advantages of FIFO when compared to LIFO 
should be addressed.  
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Appendix 1: Accounting Inventory Methods 
Suppose Company X in its first year of operation purchases inventory as follows: (Rising prices or 
inflationary trend scenario) 
   Units   Cost/unit   Total cost 
January 15  100 units  @$40.00                =           $4000 
March 15  100 units  @$40.80                =             4080 
June 15                 100 units  @$41.60               =               4160 
December 15                100 units  @$42.40                =               4240 
Total   400 units                  $ 16480 
At year end, an inventory count reveals 20 units in its ending inventory. 
The following costs of goods sold would result under the following three methods of accounting (FIFO, 
LIFO and weighted average): 
    FIFO   LIFO        Weighted Average 
Beginning inventory                           0        0          0 
+ Purchases    $16480                            $16480                               $16480 
Total available for sale                  16480                             16480                                  16480 
Less Ending Inventory                      1(848)                2(800)                   3(824) 
Cost of Goods Sold                   $15632              $11620                              $15656  
 FIFO:  The ending inventory is represented by the last purchases made at $42.40 each. (20 x $42.40 = $848) 
LIFO:  The ending inventory is represented by the first purchases made at $40 each. (20 x $40.00 = $800) 
Weighted average:  The ending inventory is represented by the weighted average cost: Total cost/total units = 
$16480/400 = $41.20 per unit. (20 x @41.20=$824). 
Results: 
LIFO will result in a $48 higher cost then FIFO by virtue of inflation.  This will result in a pretax lower 
income of $48. Assuming a 40% tax bracket, LIFO will result in a lower tax payment of 40% x 48 or $19.20 
and a lower net income of $48-$19.20 or $28.80. FIFO will result in a higher pretax income of $48, a higher 
tax payment of $19.20 and a higher new income of $28.80.  The weighted average method results will be 
between the LIFO and FIFO method depending on the weight of the inventory costs. In this case the 
difference will be exactly half way between FIFO and LIFO. 
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