Speed Bump or
LIFO Conformity and
the Road to IFRS

AC C O U N T IN G STA N DA R D S

Barricade?
By Michael J.R. Hoffman and Karen S. McKenzie, CPA, CGFM
The Securities & Exchange Commission (SEC) and the Financial Accounting Standards
Board (FASB) are considering pushing U.S. corporate accounting and reporting to accepting
International Financial Reporting Standards (IFRS). While the pace toward IFRS adoption
has slowed somewhat under new SEC Chair Mary Shapiro, the move is still under discussion.
As it goes forward, one contentious item to be caught in the seemingly inevitable convergence of existing standards with international standards is the “LIFO Conformity Rule.” That’s
the tax rule permitting use of the Last-in, First-out (LIFO) inventory method for tax purposes,
but only if it is also used for financial reporting purposes. International standards don’t allow
the use of LIFO. U.S. companies currently using it aren’t eager to switch to international standards if the switch means incurring a sizable tax on the conversion from LIFO use.
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LIFO History
Although some industries felt that LIFO or its predecessor, the base-stock method, was the more appropriate valuation method, FIFO (First-in, First-out) was the
inventory valuation method allowed for tax purposes
prior to the Revenue Acts of 1938 and 1939. Before this,
companies attempting to use LIFO did so at their own
risk, starting a legal battle that wouldn’t stop until the
Supreme Court addressed the matter in 1930, ruling that
LIFO wasn’t an acceptable method for valuing inventories. As the 1930s came to a close, however, the LIFO
battle resurfaced in response to the enactment of an
undistributed profits tax. With that, the incomesmoothing effects of LIFO appealed to the broader
business community. Advocates focused efforts on the
Treasury Department and both houses of Congress until
Congress ultimately enacted the Revenue Act of 1939,
which included the authorization for the use of the LIFO
method by any electing firm, so long as the LIFO method
was also used for financial reporting purposes. Thus, the
so-called “LIFO Conformity Rule” was created.
Current U.S. Generally Accepted Accounting Principles
(U.S. GAAP) allow LIFO as a practical cost-flow assump-

Table 1:

tion in valuing identical and interchangeable materials
but state that “the major objective in selecting a method
should be to choose the one which, under the circumstances, most clearly reflects periodic income.” Matching
of revenue against “appropriate cost” leaves room for
debate. But those who oppose LIFO don’t see as valid in
that debate the income-smoothing, tax-lowering effects
typically associated with LIFO use. As an early opponent
of LIFO, George R. Husband argued that the method violates proper matching. In his response to the Revenue Act
of 1939, he described LIFO as a manipulation of income
rather than “truth.” In June 1940, he wrote in “First-in,
Last-out Method of Inventory Valuation” in The Accounting Review: “Through the newly accepted method of
evaluation [LIFO], however, the accountant seeks to
exclude dollars from the profit figure to the extent that an
increase in cost is incurred in replacing the original or
initial inventory stock.”
Interestingly, what Husband considered manipulation
of fact on both the income statement and balance sheet
former SEC Chairman Harold Williams saw as the best
representation of economic reality. In a 1980 address to
the Commonwealth Club, Williams stated: “In today’s

The Dow Chemical Company and Subsidiaries
Notes to the Consolidated Financial Statements

NOTE D – INVENTORIES
The following table provides a breakdown of inventories:
INVENTORIES AT DECEMBER 31
IN MILLIONS

Finished goods
Work in process

2008

2007

$ 3,351

$ 4,085

1,217

1,595

Raw materials

830

566

Supplies

638

639

$ 6,036

$ 6,885

Total inventories

The reserves reducing inventories from a FIFO basis to a LIFO basis amounted to $627 million at December 31,
2008, and $1,511 million at December 31, 2007. Inventories valued on a LIFO basis, principally hydrocarbon
and U.S. chemicals and plastics product inventories, represented 32% of the total inventories in 2008 and 34%
in 2007.
A reduction of certain inventories resulted in the liquidation of some of the Company’s LIFO inventory layers,
decreasing pretax income $45 million in 2008 and increasing pretax income $321 million in 2007 and $97 million in 2006.
Source: SEC Form 10-K
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inflationary context, LIFO more closely
approximates economic reality and is, in
my judgment, the preferable method for
both tax and financial reporting purposes
in almost all cases.”
In 1984, the American Institute of Certified Public Accountants (AICPA) made
an important contribution with its Issues
Paper, “Identification and Discussion of
Certain Financial Accounting and Reporting Issues Concerning LIFO Inventories.”
It stated that companies using LIFO should disclose a
“LIFO reserve” as the difference between what is reported
as inventory vs. what the inventory value would be had
FIFO or replacement cost been used. The SEC accepted
this publication as GAAP in its Staff Accounting Bulletin
(SAB) 58, “Topic 5: Miscellaneous Accounting, Item L:
‘LIFO Inventory Practices’.”
Using Dow Chemical as an example, we see in Table 1
that the LIFO disclosure gives readers of financial statements the ability to compare companies using LIFO to
companies using FIFO and seemingly addresses the concerns of both sides of the controversy:
◆ LIFO supporters, such as Harold Williams, get LIFO
on the face of the financial statements.
◆ LIFO opponents, such as George Husband, get disclosure information allowing comparison to FIFO users.
Although the debate has continued over the past 70
years, the International Accounting Standards Board
(IASB) has sided with Husband, prohibiting use of LIFO
for financial reporting purposes. Support for worldwide
convergence of accounting and reporting standards
appears to make the debate over conformity of U.S.
reporting and tax rules a real concern for U.S. companies
using LIFO. But is this emphasis on conformity even
legitimate?

Form over Substance
Is there really a substantive conflict between the LIFO
conformity requirement and the movement toward convergence with international GAAP, which doesn’t allow
the LIFO method? Even a cursory review of the Treasury
regulations relating to LIFO conformity discloses that
“LIFO conformity” is more form than substance.
The statutory requirement for LIFO conformity is
found in IRC §472(c). Elaboration and interpretation of
this requirement is provided in Treas. Reg §1.472-2,
“Requirements incident to adoption and use of LIFO
inventory method.” After restating the LIFO conformity

requirement, Treas. Reg §1.472-2(e)(1)
identifies numerous disclosures using
inventory methods other than LIFO that
won’t be viewed as violations of LIFO
conformity. The first of these permitted
disclosures is found in Treas. Reg §1.4722(e)(1)(i), which allows:
“The taxpayer’s use of an inventory
method other than LIFO for purposes of
ascertaining information reported as a
supplement to or explanation of the taxpayer’s primary presentation of the taxpayer’s income,
profit, or loss for a taxable year in credit statements or
financial reports…”
Treas. Reg. §1.472-2(e)(3)(i) further interprets this
passage:
“Face of the income statement. Information reported on
the face of a taxpayer’s financial income statement for a
taxable year is not considered a supplement to or explanation of the taxpayer’s primary presentation of the taxpayer’s income, profit, or loss for the taxable year in
credit statements or financial reports. For purposes of
paragraph (e)(3) of this section, the face of an income
statement does not include notes to the income statement
presented on the same page as the income statement, but
only if all notes of the financial income statement are
presented together.” (emphasis added)
These excerpts from the regulations offer several
insights into the LIFO conformity requirement. First, the
regulations seem to be concerned only with the income
statement presentation of inventories. That Treasury
intended to make this distinction becomes clear with a
reading of the Treasury decision that announced the final
LIFO conformity regulations. More important is the clear
fact that disclosure of alternate inventory valuations is
permitted in the notes to the financial statements. Such
footnote disclosures can even appear on the same page as
the income statement so long as “all notes . . . are presented together.”

Substance over Form
Anyone who is at all familiar with financial accounting
concepts knows that the notes to the financials are integral to complete presentation of financial position. Without the footnote disclosure relating to LIFO inventory
valuations, how could you reasonably compare a firm
that uses LIFO and firms that use another inventory
method? This perspective is reflected in Accounting Principles Board (APB) Opinion No. 22, “Disclosure of
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Accounting Policies,” as follows:
“The Board concludes that information about the
accounting policies adopted by a reporting entity is essential for financial statement users. When financial statements are issued purporting to present fairly financial
position…a description of all significant accounting policies of the reporting entity should be included as an integral part of the financial statements.” (emphasis added)
Although not considered GAAP, the FASB’s Concept
Statement No. 5 (CON 5), “Recognition and Measurement in Financial Statements of Business Enterprises,”
echoes this view: “Information disclosed in notes or parenthetically on the face of financial statements, such as
significant accounting policies or alternative measures for
assets or liabilities…is essential to understanding the
information recognized in financial statements and has
long been viewed as an integral part of financial statements prepared in accordance with generally accepted
accounting principles.” (emphasis added)
GAAP is concerned with matters of substance, such as
comparability and reliability, which include representational faithfulness and verifiability, as well as neutrality.
As to “substance over form,” this isn’t addressed separately by the FASB Concept Statements (CON). But this
omission isn’t because of its lack of importance. Paragraph 160 of CON 2, “Qualitative Characteristics of
Accounting Information,” reads, in part: “Substance over
form is an idea that also has its proponents, but it is not
included because it would be redundant. The quality of
reliability and, in particular, of representational faithfulness leaves no room for accounting representations that
subordinate substance to form.”
The internationalization of financial markets is a fact.
Already, the SEC has allowed foreign companies to report
using IFRS without reconciling to U.S. GAAP. According
to former SEC Chairman Christopher Cox, “U.S. investors
and market participants have been analyzing foreign companies that are listed here on the basis of IFRS financial
information only for two years. At the same time, the level
of foreign stock ownership by U.S. investors, both institutional and retail, is rapidly increasing.”
In 2008, the SEC issued a Proposed Rule that, if adopted, would require use of IFRS for all U.S. issuers in 2014
but would allow certain large multinational firms to elect
to report using IFRS as early as 2010. This elective early
adoption of IFRS by U.S. multinationals would enhance
comparability with foreign firms. But with IFRS compliance being elective, comparability between IFRS firms
(foreign and electing U.S. firms) and firms reporting
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under U.S. GAAP would be negatively affected. Such
deterioration of comparability in the name of international comparability seems to be somewhat ironic. But if
comments are any indication of how the SEC will rule,
voluntary early election of IFRS doesn’t appear likely. As
reported in the May 2009 issue of Strategic Finance, the
comment period has ended, and comments weren’t supportive of elective adoption of IFRS.

View from the Hill
Each of the “LIFO recapture” provisions in the current
U.S. Tax Code is evidence that Congress views LIFO as a
“tax break.” The LIFO recapture amount is nothing more
than the excess of ending inventory computed using
FIFO over ending inventory using LIFO—i.e., the cumulative reduction in income resulting from the use of the
LIFO method. Each recapture provision has a very limited scope of applicability, but the subtext that LIFO is a
tax avoidance tool, not a “real” accounting method,
comes through clearly.
The additional revenue that would be provided by the
repeal of LIFO hasn’t escaped the attention of federal legislators. Several proposals over the past few years may be
seen as evidence of a Congressional view that LIFO is
basically a “tax break” and one worth targeting. In 2006,
Sen. Bill Frist (R.-Tenn.) and Sen. Charles Grassley (R.Iowa) proposed the repeal of the LIFO inventory method
to fund a $100 tax rebate to help offset high gas prices. In
early 2007, Sen. John Kerry (D.-Mass.) and Rep. Maurice
Hinchey (D.-N.Y.) reintroduced their bill, the Energy
Fairness for America Act. In addition to rolling back
numerous tax breaks, it would have repealed LIFO for
certain large, integrated oil companies. Later that year,
House Ways and Means Committee Chair Charles Rangel
(D.-N.Y.) introduced the Tax Reduction and Reform Act
of 2007. It included a provision to repeal the LIFO inventory method, which was estimated to raise a little more
than $106 billion over 10 years.
After more than a year of relative quiet on the LIFO
repeal front, industry is reacting to perhaps the most serious threat to the continued use of LIFO that it has faced:
LIFO repeal is included in President Obama’s fiscal 2010
budget proposal. (Interestingly, the continued weakening
of the economy has substantially reduced the “revenue
raising power” of LIFO repeal. The White House estimates that, compared to the $106 billion revenue increase
in the scoring of Rep. Rangel’s 2007 bill, the repeal of
LIFO will raise about $61 billion over 10 years.)
Right now, the administration is holding firm. During

testimony before the House Ways
and Means Committee this
spring, Treasury Secretary Timothy Geithner didn’t back down
when Rep. Geoff Davis (R.-Ky.)
lambasted LIFO repeal. Yet it isn’t
just Republicans who oppose it.
In a letter dated March 27, 2009,
15 members of the so-called “Blue
Dog Coalition,” a group of conservative and moderate Democrats, urged the chair of the House
Budget Committee to consider
the “devastating impact” LIFO repeal would have on
affected firms.
Each attempt to repeal LIFO has provoked very strong
reactions from business interests, large and small alike.
For example, in response to Rep. Rangel’s LIFO repeal
proposal, the National Association of Manufacturers
(NAM) put up a website that cites the RSM McGladrey
2006 Manufacturing and Wholesale Distribution
National Survey, which found LIFO use by larger firms
(revenue greater than $500 million) to be in excess of
60%. A survey of small and medium-sized NAM members found that about 80% used LIFO.
The LIFO Coalition (formed in response to the 2006
Frist-Grassley repeal attempt) is back in the trenches in
defense of LIFO. For both sides, the matter comes down
to money. As United Technologies Corporation Vice President & Controller Margaret M. Smyth expressed during
the December 2007 SEC Roundtable discussion on issues
relating to convergence with international GAAP, “Some
of our companies use the LIFO method of accounting.
We do not feel like writing the IRS a very big check if we
are to switch to IFRS and have to come off of LIFO
accounting.”
Only time will tell whether LIFO will be repealed. But
with experienced and well-funded forces aligning in its
defense, there’s a reasonable likelihood that it will still be
around as international convergence moves closer to reality. The question is whether the LIFO issue will be a
speed bump on the road to convergence or an insurmountable barricade.

Reality or Illusion?
In principle, the convergence of U.S. GAAP with international standards and the continued use of the LIFO
method in the U.S. seem to be at odds. But the reality is
that this conflict is more illusory than real. What is clear

is that U.S. firms, some of which
may have been using LIFO for
more than 60 years, aren’t
inclined to abandon it if it means
“paying back” the many years of
tax savings.
International GAAP might
compromise by allowing U.S.
firms to continue to use the
LIFO method (i.e., a grandfather
clause) but mandate footnote
disclosures that would allow
readers of the financial statements to reconcile the LIFO and FIFO numbers. (Current disclosure allows disclosure of FIFO or replacement
cost vs. LIFO, so a limitation of FIFO only vs. LIFO
would provide increased comparability.) Such disclosure
is already part of U.S. GAAP and already allowed by the
LIFO conformity regulations of the U.S. Tax Code. This
compromise would accommodate the needs of U.S.
firms using LIFO while also addressing comparability in
a meaningful way.
On the other hand, compromise could come in the
form of repeal or further revision of the LIFO conformity
requirement. In today’s precarious economic—and therefore political—circumstances, Congress may find it difficult to do anything either for or against LIFO. But with
tacit Congressional approval, the Treasury Department
might be able to reach the needed compromise. Treasury
doesn’t have the authority to set aside the LIFO conformity requirement, which is based in statute, but it does
have the authority to interpret statute. By expanding the
LIFO conformity regulations to accommodate alternate
disclosures mandated by higher accounting authority,
LIFO conformity would cease to be an obstacle to international convergence of accounting standards. SF
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