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he Internal Revenue Code has rarely linked itself to financial report-

ing. One significant instance in which such a link does exist is Sec.
472(c), the LIFO conformity requirement. Interestingly, as financial re-
porting standard setters around the globe work toward one high-quality
set of standards, the use of LIFO for financial reporting purposes may be
in jeopardy, at least for U.S. entities required to issue financial statements
in accordance with generally accepted accounting principles (GAAP). This
article examines whether the time has come for Congress to sever that
link between tax and financial reporting of inventory.

According to the Code, inventories From the financial reporting perspec-
must be accounted for if such accounting  tive, companies publicly traded in the
“is necessary in order clearly to determine ~ United States must follow the will of the
the income of any taxpayer.”! Further,  Securities and Exchange Commission
the basis on which inventories are valued ~ (SEC), which has delegated standard-
must “[conform] as nearly as may be to  setting authority to the Financial Ac-
the best accounting practice . . . and as  counting Standards Board (FASB) in
most clearly reflecting the income.” To  determining GAAP. However, there is a
bolster this conformity, the Revenue Act  strong movement toward international
of 1939 included the requirement that  convergence of accounting standards—
taxpayers electing to use LIFO for income  that is, to bring GAAP under one set of
tax purposes must also use it for financial  international standards (iGAAP).
accounting purposes.’ Thus, the LIFO For most developed nations outside
conformity requirement has been in place ~ the United States, the source of GAAP
for as long as LIFO has been allowed for ~ has become the International Account-

income tax purposes.* ing Standards Board (IASB).° Under the
1 Sec. 471(a). Revenue Acts of 1938 and 1939.
2 Id. 4 Sec. 472(a) provides the authorization for the
3 Report of Proceedings: Hearings Held Before LIFO method, and the LIFO conformity require-
the S. Comm. on Finance on H.R. 6851, Execu- ment is articulated in Sec. 472(c).
tive Session, 76th Cong., 96-97 (1939), as re- 5 In several convergence-related releases, the SEC
ported in Lessard, “Giving Life to LIFO: Adop- notes that the number of countries adopting
tion of the LIFO Method of Inventory Valuation IFRS is around 100 and growing. See, for exam-
by the Income Tax Code,” 60 Tax Law. 781 ple, the executive summary of SEC Release Nos.
(Spring 2007). The Lessard article provides a 33-8831 (cited in note 10) and 33-8879 (cited in
detailed history of the LIFO method, with par- note 9).

ticular attention to the period leading to the
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international financial reporting stan-
dards (IFRS), the LIFO method is not al-
lowed.¢ So, taken at face value, if the in-
ternational convergence of GAAP results
in LIFO’s no longer being an accepted
accounting practice, compliance with
the LIFO conformity requirement of Sec.
472(c) becomes problematic. If compa-
nies cannot use LIFO for U.S. income tax
purposes, they may incur a potentially
staggering cost upon the change from
LIFO to, presumably, FIFO.’

The question that must be addressed,
however, is whether international con-
vergence of GAAP necessarily leads to
the end of LIFO for U.S. income tax pur-
poses. A careful reading of the statute and
regulations bearing on LIFO conformity
clearly indicates that little of substance re-
mains in the requirement. The following
sections of this article examine the LIFO
conformity requirement in order to pro-
vide a clear understanding of what this
requirement does (and does not) allow
in terms of reporting alternate inventory
valuations (e.g., FIFO). If internation-
ally converged GAAP does not allow the
use of LIFO, can the Treasury resolve the
conflict administratively? Or will Con-
gress have to act to remove this conflict?
Before turning to LIFO conformity, the
article reviews some of the indicators that
international convergence of GAAP is all
but inevitable.

International Convergence of
GAAP—When, Not If

On November 21, 2008, the SEC pub-
lished a roadmap toward the mandatory
use of IFRS by U.S. issuers that could
lead to IFRS use among U.S. filers by
the year 2014.®* And much has already
occurred that suggests U.S. GAAP and
iGAAP will ultimately converge. The
SEC recently finalized rules allowing the
submission by foreign firms of financial
statements prepared in compliance with

IFRS, without reconciliation to U.S.
GAAP. In numerous places in this release,
the SEC made clear its support for the
international convergence of GAAP. For
example, the following appears in the ex-
ecutive summary:

The Commission has long viewed
reducing the disparity between the ac-
counting and disclosure practices of the
United States and other countries as an
important objective both for the protec-
tion of investors and the efficiency of
capital markets. The use of a single set
of high-quality globally accepted ac-
counting standards by issuers will help
investors understand investment oppor-
tunities outside the United States more
clearly and with greater comparability
than if those issuers disclosed their fi-
nancial results under a multiplicity of
national accounting standards, and it
will enable issuers to access capital mar-
kets worldwide at a lower cost.

Towards this end, the Commission
has undertaken several measures to
foster the use of International Finan-
cial Reporting Standards (“IFRS”) as
issued by the International Account-
ing Standards Board (“IASB”) and
fully supports the efforts of the IASB
and the Financial Accounting Stan-
dards Board (“FASB”) to converge
their accounting standards.” [Empha-

sis added.]

Consistent with this theme of conver-
gence for global comparability, in 2007
the SEC issued a concept release that so-
licited comments on allowing U.S. firms
to file financial statements prepared in
compliance with IFRS.' In addition, the
SEC has held several roundtable discus-
sions on key issues of concern to SEC
filers. Further, recent recommendations
made by the SEC’s Advisory Committee
on Improvements to Financial Reporting

EXECUTIVE
SUMMARY

¢ Based onrecent statements

and actions on the part of the
SEC and FASB, it is virtually
certain that some form of in-
ternational financial reporting
standards will be adopted in
the United States.

Currently, IFRS do not allow for
the use of the LIFO inventory
method, jeopardizing its use
for U.S. tax purposes due to the
LIFO conformity requirementin
Sec.472. The disallowance of
the use of LIFO for tax purposes
would resultin a large current
tax bill for many of the com-
panies that use the method.

Although Sec. 472 clearly
could be interpreted to re-
quire strict LIFO conformity,
the statute has been inter-
preted in such a way that
many exceptions to strict
conformity are allowed.

Because LIFO conformity is
atax rule and not a financial
accounting rule, the possible
problems that the adoption of
IFRS could cause for taxpayers
using the LIFO method could
be eliminated if Congress
modified or eliminated the LIFO
conformity requirement.

6 International Accounting Standards Board, International Accounting Stan-
dard (IAS) No. 2, Inventories (rev. 2003). Note that in 2002 the restructured
IASB announced that the term “international financial reporting standard
(IFRS)” would replace the term “international accounting standard (IAS).”
Although previously issued standards would continue to be referred to as
IAS, future standards would use the new name, IFRS.

7 TAS 2 allows either FIFO or average cost.

8 RIN 3235-AJ93, 73 Fed. Reg. 70816 (November 21, 2008), available at

10

www.sec.gov/rules/proposed/2008/33-8982.pdf.

SEC Release No. 33-8879, “Acceptance from Foreign Private Issuers of
Financial Statements Prepared in Accordance with International Financial
Reporting Standards Without Reconciliation to U.S. GAAP,” p. 6, www.sec.
gov/rules/final/2007/33-8879.pdf.

SEC Release No. 33-8831, “Concept Release on Allowing U.S. Issuers to
Prepare Financial Statements in Accordance with International Financial Re-
porting Standards,” http:/sec.gov/rules/concept/2007/33-8831.pdf.
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include the desire to reduce the options
available to companies in accounting for
the same issue (e.g., inventory methods),
again in the name of comparability.!!
FASB is a willing participant in the
process of GAAP convergence. In his 2007
testimony before the Senate Subcommit-
tee on Securities, Insurance and Invest-
ment, FASB chair Robert Herz stated:

[T]n light of the growing use of IFRS
in many other parts of the world, we
believe that now may be the appropri-
ate time to consider ways to accelerate
the convergence effort and the move-
ment in the U.S. toward IFRS. For to be
truly international, any set of standards
would need to be adopted and used in
the world’s largest capital market, the
United States. . . . We are firmly com-
mitted to continuing to work with the
TASB, the SEC, and others to achieve a
single set of high-quality international
accounting standards that benefit inves-
tors and the capital markets domesti-
cally and across the world."

With the SEC and FASB both com-
mitted to convergence, there can be little
doubt that in the not-too-distant future
there will be a single set of international
financial reporting standards. What is
less clear is what this converged iGAAP
will look like. Unlike the international
standards adoption process in most other
countries, FASB is negotiating with the
IASB on an issue-by-issue basis. Accord-
ingly, the convergence process likely will
result in changes to both U.S. GAAP and
IFRS.

The Fate of LIFO

Although the process of converging
U.S. GAAP with iGAAP has made a great
deal of progress to date, there are still
many issues yet to be addressed, including
the fate of the LIFO method. For over a
decade, FASB and the IASB have had an
ongoing agenda of projects, the objective
of which is to move the process of con-
vergence forward. For the period 2006-
2008, numerous convergence-related
issues were identified as either being on
an active agenda or on a research agenda
prior to being added to an active agenda.
However, the issues of LIFO and inven-
tory valuation in general are not included
on the active or the research agenda of ei-
ther board.

Eventually FASB and the TASB will
have to address the fate of LIFO. With
any agenda issue, each organization re-
lies on a problem-solving framework of
concepts. Each board also includes com-
parability as an important characteristic
of useful accounting information. The
IASB’s most recent views may be found in
the following passage: “Although a single
economic phenomenon can be faithfully
represented in multiple ways, permitting
alternative accounting methods for the
same economic phenomenon diminishes
comparability and, therefore, may be un-
desirable.”*> FASB has also stated that it
would “strongly oppose” creating a U.S.
variant of iGAAP.**

As nations work toward international
convergence, most have modified IFRS
to accommodate their country-specific
needs. Regardless of intent, each modi-
fication detracts from iGAAP’s primary

objective: comparability. So while one
answer to the conformity/convergence
dilemma might be a U.S. GAAP modifica-
tion to IFRS, loss of comparability is not
necessary. Solutions are possible via the
Code.

To firms using LIFO, whether they may
continue to use LIFO for U.S. income tax
purposes is critically important. For an as-
sessment of general impact, see the 2007
tax reform proposal, H.R. 3970. In the
scoring of H.R. 3970, the House Ways and
Means Committee estimated that the pro-
vision to repeal LIFO for U.S. income tax
purposes would raise approximately $106
billion over ten years."> By way of a spe-
cific example, United Technologies, a firm
that has been active in the discussions on
the convergence of GAAP, would have to
“write . . . a very big check” if LIFO were
repealed for U.S. income tax purposes.'®

Just how big a check? United Tech-
nologies’ 2007 annual report disclosed a
LIFO reserve of $170 million as of De-
cember 31, 2007." Applying a 35% mar-
ginal tax rate results in a tax cost of nearly
$60 million if United Technologies has
to change its inventory valuations from
LIFO to FIFO. The impact on LIFO users
in the more politically charged oil and
gas industry is significantly more severe.
For example, the LIFO reserve for Exxon
Mobil was $25.4 billion in 2007, up from
$15.9 billion in 2006.8 Applying a 35%
marginal tax rate would increase Exxon
Mobil’s 2007 tax by almost $9 billion.

In considering the fate of LIFO, it is
important to remember that the objectives
of the Code and the objectives of finan-
cial reporting (GAAP or iGAAP) are not

11 Securities and Exchange Commission, “SEC Advisory Committee Makes

available at http://www.sec.gov/comments/s7-20-07/s72007-20.pdf.

12

13

14
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Recommendations to Improve Financial Reporting for Investors” (August 1,
2008), http://sec.gov/news/press/2008/2008-166.htm.

“Statement [by] Robert H. Herz, Chairman, Financial Accounting Standards
Board, Before the Subcommittee on Securities, Insurance and Investment,
Committee on Banking, Housing, and Urban Affairs, United States Senate, on
International Accounting Standards: Opportunities, Challenges, and Global
Convergence Issues,” October 24, 2007, www.fasb.org/testimony/10-24-07_
prepared_statement.pdf.

IASB, QC19 of Exposure Draft, “An Improved Conceptual Framework for
Financial Reporting. Chapter 1: The Objective of Financial Reporting; Chap-
ter 2: Qualitative Characteristics and Constraints of Decision-Useful Finan-
cial Reporting Information” (May 2008). The FASB’s SFAC No. 2, “Qualita-
tive Characteristics of Accounting Information,” discusses the importance of
comparability in U.S. GAAP.

Letter from Robert Denham, chairman of the Financial Accounting Founda-
tion, and Robert Herz, FASB chairman, to the SEC (November 7, 2007),
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18

See House Ways and Means Committee, “H.R. 3970, Tax Reduction and
Reform Act of 2007 (October 29, 2007),” http://waysandmeans.house.gov/
media/pdf/110/Summary%20for%20Distribution.pdf.

See transcript of SEC roundtable, “Practical Issues Surrounding the Use of
IFRS in the U.S. in Recent Years and Its Potential Expanded Use in Future
Years,” p. 19 (December 17, 2007), www.sec.gov/spotlight/ifrsroadmap/
ifrsround121707-transcript.pdf.

See United Technologies Corporation, “Note 1. Summary of Accounting
Principles,” 2007 Annual Report, p. 35, www.utc.com/utc/Static %20files/
Company %20Reports/Annual %20Reports/2007/2007_utc_annual_report.
pdf. The LIFO reserve is the difference between ending inventory reported
in the financial statements and the number that would be reported if, in this
case, FIFO had been used.

See Exxon Mobil Corp., “Note 3. Miscellaneous Financial Information,”
2007 Annual Report, p. 58, available at http://tinyurl.com/3gbanw.



necessarily aligned. More importantly,
GAAP (or iGAAP) does not have author-
ity over U.S. income tax law. That is, tax-
able income need not be determined in
accordance with GAAP. It is the LIFO con-
formity requirement, a U.S. tax law provi-
sion, that threatens the continued use of
LIFO for U.S. income tax purposes. Thus,
the next section presents a careful analysis
of the LIFO conformity regulations.

LIFO Conformity Requirement
Internal Revenue Code

Taken at face value, the LIFO con-
formity requirement would seem to be
straightforward. Sec. 472(c) articulates
this requirement as follows:

(c) CONDITION.—Subsection (a)
[allowing the use of LIFO] shall apply
only if the taxpayer establishes to the
satisfaction of the Secretary that the tax-
payer has used no procedure other than
[LIFO] in inventorying such goods to
ascertain the income, profit, or loss of
the first taxable year for which [LIFO] is
to be used, for the purpose of a report or
statement covering such taxable year—

(1) to shareholders, partners, or
other proprietors, or to beneficiaries, or

(2) for credit purposes.

Many accountants’ understanding of
the LIFO conformity requirement stops
here, with the statute. However, the
regulations under Sec. 472 have more to
contribute to our understanding of LIFO
conformity.

Regulatory Interpretation of
LIFO Conformity

In 1981, Regs. Sec. 1.472-2(e) was sub-
stantially revised to allow various presen-
tations of inventory valuations based on
a method other than LIFO. The first two
sanctioned presentations of non-LIFO in-
ventory valuations are of particular interest.

Supplemental information: First, the
presentation of non-LIFO inventory valua-
tions will not violate the LIFO conformity
requirement if such information is included

in “a supplement to or explanation of

the taxpayer’s primary presentation of
»19

the taxpayer’s income, profit, or loss.
The regulation goes on to make a clear
distinction between disclosures on the
face of the income statement and notes,
appendices, or supplements to the income
statement.?® Presentation of non-LIFO
inventory valuations on the face of the in-
come statement would violate the LIFO
conformity requirement.

On the other hand, the same non-
LIFO valuations presented in either a
supplement to or explanation of the in-
come statement would not be considered
a violation. Notes to the income state-
ment that are presented on the same page
as the income statement are not consid-
ered to be on the face of the income state-
ment as long as all notes are presented to-
gether.?! Thus, a single note that includes
non-LIFO inventory valuations cannot
be placed on the same page as the income
statement, but that same note, included in
context with other notes, can be located
on the same page as the income statement.

Similarly, alternate inventory valua-
tions are permitted in appendices and sup-
plements to the income statement.?? Ap-
pendices and supplements to the income
statement must be clearly identified as “a
supplement to or explanation of the tax-
payer’s primary presentation of income,
profit, or loss as reported on the face of
the taxpayer’s income statement.”?3

Several sections of the annual report
(e.g., president’s letter and management’s
analysis) and other communications (e.g.,
oral statements at a press conference or
letters to shareholders) are specifically
identified as not meeting the definition of
supplements or appendices. This is not to
say that non-LIFO valuations cannot be
made in such communications. Rather, the
regulation requires that the supplemental or
explanatory nature of these reports or com-
munications must be made clear, and the
item being supplemented or explained must
be included in the report.?* The regulations
even provide examples of how to properly
answer a question about the effect of a non-
LIFO inventory method on earnings per
share or net income at a security analysts” or
shareholders’ meeting.?

Balance sheet information: In addition
to supplemental or explanatory informa-
tion, non-LIFO inventory valuations may
be presented on the balance sheet. Con-
sider the following passage from Regs.

Sec. 1.472-2(e)(4):

[A] taxpayer may disclose the value of
inventories on a balance sheet using a
method other than LIFO to identify the
inventories, and such a disclosure will
not be considered at variance with [the
LIFO conformity requirement].

However, if the taxpayer’s income is
disclosed on the balance sheet and that

19 Regs. Sec. 1.472-2(e)(1)(i).

20 Regs. Sec. 1.472-2(e)(3).

21 Regs. Secs. 1.472-2(e)(3)(i), (ii).
22 Regs. Sec. 1.472-2(e)(3)(iii).

23 1Id.

24 Regs. Sec. 1.472-2(e)(3)(iv).
25 Regs. Secs. 1.472-2(e)(3)(v), (vi).
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income is based on a non-LIFO inventory
valuation, a violation of the LIFO confor-
mity requirement may occur.

[A] balance sheet that discloses the net
worth of a taxpayer, determined as if
income had been ascertained using an
inventory method other than LIFO,
may be at variance with the [LIFO con-
formity requirement] if the disclosure
of net worth is made in a manner that
also discloses income, profit, or loss for
a taxable year.?

Note: Using LIFO for income state-
ment purposes and FIFO for balance sheet
purposes would lead to a set of financial
statements that does not articulate.?” So
these alternate inventory valuations are
improbable in financial statements pre-
pared in compliance with GAAP. How-
ever, such non-LIFO disclosures pre-
sented in a footnote or in a parenthetical
comment do not violate LIFO conformity.
Nor would the presentation of non-LIFO
income be a violation if presented

on the face of a supplemental balance
sheet labelled as a supplement to the
taxpayer’s primary presentation of fi-
nancial position, but only if . . . clearly
identified as a supplement to or expla-
nation of the taxpayer’s primary presen-
tation of financial income as reported
on the face of the taxpayer’s income
statement.*®

What the preceding paragraphs make
quite clear is that the Code’s LIFO con-
formity requirement is not the absolute
barrier to non-LIFO disclosures that
many may have thought. As long as non-
LIFO disclosures are not presented on
the face of the income statement and are
clearly identified as being supplemental or
explanatory in nature, disclosures based

on inventory methods other than LIFO
(e.g., FIFO) are permitted by the LIFO
conformity regulations. The regulations
are not concerned with alternate presen-
tations accompanying the LIFO-based
determination of income. Indeed, the dis-
closure issue seems to be a much greater

concern for the SEC and the AICPA.

The Financial Reporting
Perspective

Released about six months after the
1981 revised LIFO conformity regulations
took effect, Accounting Series Release
293 expressed the SEC’s concern about
the variety and possibly misleading nature
of alternate inventory disclosures that re-
sulted from the revised regulations.”” The
SEC noted that the AICPA had formed
a task force to address some of the com-
mission’s concerns. The AICPA released
its findings in a 1984 issues paper® that
recommended the footnote disclosure of
a “LIFO reserve” amount. The LIFO re-
serve is the difference between LIFO end-
ing inventory and ending inventory com-
puted using either FIFO or replacement
cost. In Staff Accounting Bulletin (SAB)
58, the SEC endorsed this approach and
accepted it as GAAP.

Should LIFO Conformity Be
Repealed?

While there are certainly numerous
paths available for convergence of
the LIFO issues in the financial re-
porting realm of the SEC, FASB, and
IASB, the continued viability of the
LIFO inventory method for U.S. in-
come tax purposes is in the hands of
Congress. Treasury has pushed the en-
velope as far as it can with respect to
interpreting the LIFO conformity re-
quirement. A thoughtful reading of the
LIFO conformity regulations leads to
the inevitable conclusion that as a matter

of tax policy, LIFO conformity exists
in form only. The LIFO conformity re-
quirement was originally something of
a “put your money where your mouth
is” condition. If a firm was arguing that
LIFO was a best practice for income
tax purposes, it certainly must be a best
practice for financial reporting purposes.

However, the 1981 revisions to the
LIFO conformity regulations removed
any vestiges of substance from the re-
quirement. As long as the face of the
income statement maintains the veneer
of LIFO, a company can provide alter-
native inventory valuations elsewhere.
Using the supplemental inventory infor-
mation, as required by GAAP, a reason-
ably motivated reader of the financial
statements can easily convert the LIFO-
based income figure to a number at least
approximating FIFO-based income, in
keeping with the SAB 58’s intent. Should
a rule that is so thin on substance be al-
lowed to stand in the way of the greater
good—the international convergence of
GAAP for global comparability in finan-
cial reporting?

The Politics of LIFO Repeal
Taking the steps needed to allow LIFO
to continue in the United States without
impeding the international convergence
of GAAP is more an exercise in politics
than standard setting. Keep in mind that
Treasury is responsible for administering
the U.S. tax laws, which are promulgated
by Congress. While the standard-setting
process in the United States does include
a cost-benefit analysis, this analysis does
not address collateral costs, such as the
income tax cost associated with the effec-
tive repeal of LIFO for U.S. income tax
purposes. The qualitative characteristic
of neutrality puts the standard-setting
process above such mundane and practi-
cal economic considerations.’!

26 Regs. Sec. 1.472-2(e)(4).

now called Financial Reporting Releases.

27 Articulation among the financial statements refers to the logical flow of in- 30 The AICPA’s issues paper was titled Identification and Discussion of Certain

formation on the statements. Net income as determined on the income state-
ment is used to compute retained earnings (statement of retained earnings).
Retained earnings, in turn, are included in the owners’ equity on the balance

sheet.
28 Regs. Sec. 1.472-2(e)(4).

29 SEC, Accounting Series Release 293, The Last-In, First-Out Method of
Accounting for Inventories, 1981 SEC LEXIS 1151 (July 2, 1981). SEC pro-

Financial Accounting and Reporting Issues Concerning LIFO Inventories.
The SEC endorsed this publication as GAAP in SAB 58, Topic 5: “Miscel-
laneous Accounting,” Item L: “LIFO Inventory Practices” (March 19, 1985),

www.sec.gov/interps/account/sabcodetS.htm#51.
31 FASB, SFAC 2, “Qualitative Characteristics of Accounting Information”

nouncements that were formerly identified as Accounting Series Releases are
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On occasion, one must be reminded that
financial reporting objectives (the realm of
the SEC, FASB, and IASB) and tax policy
exist for different purposes. And while the
concept of neutrality might keep financial
reporting standards from being influenced
by the economic impact of LIFO repeal on
some entities, Congress is most definitely
influenced. A strong case is being made
that the negative economic impact of the
$106 billion price tag associated with LIFO
repeal will be felt well beyond the firms di-
rectly affected. At best, cashflows will be
negatively affected, and many firms will
have to borrow to pay the additional tax.
Very likely, businesses will reduce capital
investment and jobs will be lost. Marginal
firms will be driven out of business.>> With
the U.S. economy arguably in the midst of
the worst economic crisis since the Great
Depression, LIFO repeal could only exac-
erbate an already bad economic situation.

That Congress may be compelled to
save LIFO would seem to run counter to
recent behavior in both the House and
the Senate. There have been several recent
congressional attempts to repeal LIFO,
but none of these received serious consid-
eration. This suggests that there is an ab-
sence of broad support for the repeal of
LIFO. As a political talking point, LIFO
repeal sounds good. But the immediate, al-
most spontaneous formation of a coalition
to save LIFO in response to Senator Bill
Frist’s 2006 proposal to repeal LIFO dem-
onstrates how important the issue is to the
business community.** Political posturing
in Congress is one thing, but enduring the
heat that a LIFO repeal would generate is
another matter entirely.

Even if the likelihood of LIFO repeal
through congressional action is remote,
repeal through congressional inaction is
still a possibility. As discussed above, if
internationally converged GAAP does not
permit the use of LIFO, the result will be
the same as LIFO repeal. The LIFO confor-
mity requirement will bar the use of LIFO
by all firms complying with GAAP. Once
again, the ball will be in Congress’s court.

This time, however, the question will be
whether Congress will act to save LIFO.
And although the most recent congressio-
nal attempt to repeal LIFO was H.R. 3970
in the fall of 2007, the LIFO Coalition re-
mains vigilant.3*

What Can CPAs Do?

Realistically, the decisions that will de-
termine whether or not LIFO continues
to be allowed in the United States are in
the hands of policy makers, so there is
little the individual CPA can do. How-
ever, since the process of international
convergence is to a degree a political pro-
cess, individuals can exert some influence.
First, each practitioner must take steps to
understand the issues relating to conver-
gence. Next, whether acting in an external
or an internal role, the CPA should help
each U.S. firm understand how, or if, it
would be affected by the elimination of
LIFO for tax purposes.

Firms using LIFO whose financial re-
porting complies with GAAP (more spe-
cifically, SAB 58) already provide footnote
disclosure of their LIFO reserve. If the
LIFO reserve is determined with reference
to an inventory valuation using FIFO, the
amount of the LIFO reserve also represents
the cumulative effect on income of chang-
ing from LIFO to FIFO. The application of
the appropriate marginal tax rate(s) allows
the determination of the additional income
tax that would result from repeal of LIFO
for U.S. income tax purposes. Even if the
LIFO reserve is computed by comparing
the LIFO valuation with the replacement
cost of ending inventory, the LIFO reserve
still provides a close approximation of the
additional income that would be reported
if LIFO were eliminated. The manage-
ment of each firm can then decide to what
extent it wishes to participate in the pro-
cess of deliberation on LIFO.

CPAs can also participate in the LIFO
debate through the various professional
and service organizations to which they
may belong. There is little doubt that the
AICPA and other professional organiza-

tions will continue to be active partici-
pants in the debate over LIFO’s fate. At a
more grassroots level, organizations such
as chambers of commerce, Rotary clubs,
etc., may find a role to play on behalf of
their business members.

Conclusion
International convergence of GAAP is com-
ing—sooner rather than later. Right now,
IFRS does not allow the use of LIFO. It is
uncertain whether this ban will be included
in converged GAAP. But the real wild card
is Washington politics. Legislative action
repealing the LIFO conformity requirement
would clear the way for greater interna-
tional comparability of financial reporting,
which is a major objective of the interna-
tional convergence of GAAP. LIFO could
be used for U.S. income tax purposes, while
FIFO is used for financial reporting.

When, or if, Congress will take up such
a legislative resolution of the LIFO issue is
hard to predict. Although there have been
several recent runs at the repeal of LIFO
for tax purposes, in both the House and
the Senate, and the prospect of a $106 bil-
lion revenue windfall is very attractive on
both sides of the aisle, strong arguments
are being made that saving LIFO for tax
purposes is good for the economy. Again,
communicating with one’s legislators,
either directly or via interested organiza-
tions, to make clear where one stands on
the LIFO issue is important.
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