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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 (IFRS) 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. This paper will address the reasons 

defending LIFO as an acceptable accounting method. 

 

Introduction                                                                                                                                                                                       

LIFO can defended on economic, taxation, accounting reporting and political grounds as this paper explore. 

The second part addresses the current and future state of LIFO. Part 3 discusses the defenses of LIFO which 

include the following aspects: First, from an accounting theory perspective, it satisfies the principles of 

matching and the income statement economic reality of LIFO presentation. Second, from the perspective of 

the US government, tax loopholes are many and LIFO is but one small example. If the US government 

eliminates these many tax loopholes at the expense of lowering the tax rates, as indicated, the result will be a 

tax neutral revenue situation which does nothing to help the deficit. Third and lastly, IFRS and US GAAP are 

in the process of convergence, which is far different than having identical accounting standards. Differences 

between the two entities in financial reporting will remain in effect after 2014. The result is that the need to 

eliminate LIFO is not necessary from taxation, political or financial reporting position. Part 4, the conclusion 

section will also give the limitations of the paper and recommend future research in this area.     

 

Part 2: The Current and Future States 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 disrupts the theoretical foundation of the IFRS and if plans proceed as 

expected, complete phase out of LIFO will occur in the near future. 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.   
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However, recent developments have helped LIFO’s future. First, the economic crisis is persisting, second, 

2012 is an election year in the US and finally, Senator Rangel, the greatest opponent of LIFO has resigned 

his post as a congressman. This all add to renewed hopes for LIFO and at a minimum, extends its life 

expectancy well beyond the IFRS adaption date of December 31, 2014. 

 

Part 3: DEFENSES OF LIFO 

            LIFO can be defended on present accounting theory, taxation principles as well as political issues as 

discussed next. 

 

Accounting Theory: LIFO satisfies many present underlying US GAAP principles including; the matching 

principle which results in as income statement economically reality presentation. LIFO’s greatest defense is 

that the Income Statement represents economic reality as it matches current inventory cost with current 

revenue, making the Income S statement correct. The matching principal is adhered to by LIFO use. 

However, the matching principle will only apply if there is a build-up of inventory reserves. If there is a 

liquidation of inventory, then matching will not occur as there will be predated, older inventory matched to 

current revenue. An example will illustrate this point. If Corp X had the following: 

 

                              Beginning Inventory 10 units @  $10 per unit =   $  100  

                              Purchase                      90 units @ $20 per unit =   $1800 

                              Total                             100 units                                 $1900 

 

If ending inventory is 15 units, i.e. 85 units sold @ $30 per unit, we have a “correct” LIFO income statement 

as follows: 

 

   Sales                             [$ 2550             (85 units X$30) 

               Cost of Goods Sold        (1700)            (85 units X $30) 

               Gross Profit                     $ 850      (1) Gross Profit % = Sales-Cost of Sales old)/Sales=33%. 

           

  This is the correct income statement as there is a buildup/maintenance of inventory. Current revenue is 

matched only with current purchases. However, in the case of liquidation, if for example ending inventory is 

2 units, i.e. 98 units sold, we are expensing current purchases of $20 each plus older purchases of $10 each 

against revenue.  The Income Statement now is not reflective of economic reality.  The result using LIFO is 

as follows: 

 

                              Sales                              $ 2940          (98 units x $30) 

                              Cost of Goods Sold         1880(2)            

                              Gross Profit                   $ 1060  

 

                         (2)    (90 X $20) = $1800            

                              +      (8 x$ 10) =     80 

                                                        $ 1880 

 

The Gross Margin Profit %( Sales – Cost of Goods Sold/Sales) here is $1060/2940 = 36% substantially 

higher than the reality of 33 %( 1), resulting in an unreal income statement. 

           



British Journal of Economics, Finance and Management Sciences 74 

January 2012, Vol. 3 (2) 

 

 

© 2011 British Journals ISSN 2048-125X 

 

   However, even if this liquidation were to occur, the SEC and US GAAP require  disclosure of the effect on 

earnings resulting from this liquidation. As such, matching is restored and current cost is matched with 

current revenue, ensuring an Income Statement reality presentation. In this situation, the effect of LIFO 

liquidation is $80, derived from the liquidation of 8 units times the difference in current cost and the cost of 

beginning inventory of $10. The result is: 

 

                               Sales                              $ 2940          (98 units x $30) 

                              Cost of Goods Sold          1960         ( 1880 plus 80)           

                              Gross Profit                   $  880  

 

TAX LOOPHOLES: The US Tax code has a series of tax loopholes initiated by special interest groups. 

Eliminating these loopholes is seen as a political impossibility and only then will LIFO’s repeal have 

credence. Even if all these loopholes are indeed eliminated, the result will be a reduction in tax rates resulting 

in a tax neutral situation which does not help in political goals, such as deficit reduction for the US 

government. Further, the elimination of LIFO will result in roughly a $30 Billion reduction in the deficit. 

This is calculated by the additional revenue generated by non LIFO use, known as the LIFO Reserve of $80 

according to Compustat times a 35 percent corporate tax rate. This is greatly much lower than the 

government’s calculation. Further, a tax collection of $30 billion compared to a US Deficit of $15 Trillion 

has a most insignificant impact on deficit reduction. 

IFRS CONVERGANCE: IFRS and US GAAP are in the process of convergence, which is far different than 

having identical accounting standards. Differences between the two entities in financial reporting will remain 

in effect well after 2014 and these differences will be many. As an example, differences will exist in the area 

of consolidation as a joint task group has acknowledged differences in US GAAP and IFRS well beyond 

2014. LIFO is presently usede by roughly 5 percent of US Companies, so this inventory difference should in 

no way impact convergence. LIFO is a tax benefit; US phenomena and differences in financial reporting will 

result as a result of cultural reasons. Exact financial reporting is not in the radar screen between the US and 

the rest of the world, so LIFO repeal should not impact convergence. 

 

PART 4: CONCLUSION 

            LIFO can be defended on many aspects including accounting theoretical frameworks, taxation aspects 

and political aspects as it relates to worldwide financial reporting convergence. This paper explored these 

defenses. The limitation of this paper is the ultimate repeal of LIFO, which although not presently likely, is 

possible. Further research should focus on the argument against LIFO as well as other defenses of LIFO. 
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