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Mr. Kevin Brady, Chairman

Energy Tax Reform Working Group

U.S. House of Representatives Ways and Means Committee
Washington, DC

Re: Opposition to Repeal of LIFO being considered as part of Tax Reform in 2013
Dear Chairman Brady:

Our company opposes any effort to repeal the last-in, first-out (LIFO) inventory method as part of any
legislation to address the U.S. deficit and/or tax reform.

LIFO is NOT a “tax expenditure” or “tax preference”. It is an inventory accounting method that has been
in the tax code for 70 years.

Repeal of LIFO would be an unprecedented retroactive tax increase. It would be the same as repealing
accelerated depreciation or the home mortgage interest deduction and requiring taxpayers to pay back
the tax savings they properly and legally accrued using those tax provisions.

LIFO allows companies to most closely match the cost of goods sold with the cost of replacement
inventory — just as first-in, first-out (FIFO) does for the companies which use that method —and if
companies do not have the capital to buy replacement inventory, they cannot stay in business.

Our company is the only company in the U.S. whose sole business is to provide LIFO inventory
accounting services and software. We provide this to approximately 500 different companies ranging in
size from the very largest companies in the world to companies with less than $1 million inventory
investment. While our company is not a LIFO taxpayer, we have a deep appreciation of how the use of
the LIFO method helps companies finance their operations because we speak to business owners or the
company CFOs, Controllers and Directors of Taxes on a daily basis. We have spoken to most of our
clients in recent years about LIFO repeal and none of them has expressed an opinion about this other
than being very strongly opposed to the repeal of LIFO.

The last-in, first-out (LIFO) inventory method has been an important provision of the U.S. tax code since
1938 however the Obama administration has proposed eliminating the LIFO method in their budgets for
2010-2014. Their proposal would not allow the use of the LIFO method after 2013 and would also
require the recapture of all LIFO tax deferrals from prior years which is, in effect a retroactive tax
increase.



The reason that Congress enacted legislation allowing the use of the LIFO inventory method in 1938 was
to help businesses defer income taxes on the portion of their income subject to taxation that is the
result of inventory purchases price inflation. The tax deferral provided by the LIFO method is especially
important to U.S. businesses because of the high U.S. top tax rate of 35% (the top tax rate for S
corporations is now 39.6% thanks to the late 2012 Fiscal Cliff deal) and many states have a top tax rate
exceeding 5% which means that 40% of U.S. business earnings are lost as a source of financing to these
businesses.

With the benefit of many years of hindsight, it is clear that the tax legislation that provided for the use
of the LIFO inventory method has been one of the most beneficial income tax provisions in terms of
achieving the desired result by Congress. The use of the LIFO method has had a very significant positive
effect on businesses using this method and the tax deferrals provided by using LIFO provide
considerable help to all businesses and especially small business in financing their investment in
inventory.

The required investment in inventory for the manufacturing, retail, wholesale and processing industries
is substantial and the greatest need for business financing for these industries is to finance their
inventory investment. Businesses in these industries typically require substantial investment in three
types of assets which are property, plant and equipment (PPE), accounts receivable and inventory. The
most difficult of these three asset types to finance is inventory. Multiple long-term financing options are
available for PPE including mortgage or other specific collateral loans, leasing and renting. Accounts
receivable is an intangible asset however most receivables are near-cash assets that qualify for factor
financing or bank working capital line financing at relatively high loan-to-value ratios (often up to 80%).
The long term financing options are not available for inventories and since most inventories are not
near-cash assets, working capital line financing is available at substantially lower loan-to-value ratios,
usually 50% or less.

An example of how the use of the LIFO method by businesses to finance inventories is described in this
paragraph. A single full service grocery store (with a pharmacy department) in a metropolitan area
requires an ongoing investment in inventories of approximately $2 million. For the past 20 years, the
average annual CPl inflation rate for a grocery store inventory has been 2%. This means that the cost of
this store’s inventory increases by an average of $40,000 each year which increases the financing needs
regardless of the profitability of the store or the ability for the retailer to pass their higher costs on to
their customers. If this store uses the LIFO inventory method and their inventory quantities do not
decrease from the prior year, their taxable income for the year will be reduced (deferred) by the
$40,000 representing the current year inflation (52 million times 2%) and at a combined federal and
state marginal income tax rate of 40%, $16,000 of income taxes have been deferred which means the
use of the LIFO method has temporarily provided for financing of $16,000 of the $40,000 increase in
financing needs so this store will only need to finance the $24,000 difference instead of the entire
$40,000. There have been at least two years since 2007 in which the rate of inflation for grocery stores
was about 5% and for these years, the financing need for this grocery store owner increased by
$100,000 ($2 million times 5%) in each of these years or $200,000 in total. Because this company used
the LIFO inventory method, they received income tax deferrals in the amount of $80,000 ($200,000
times 40% combined marginal tax rate) so that the net of LIFO benefit necessary for new inventory
financing was reduced from $200,000 to $120,000.

The long term benefit to this company from using LIFO is described below. The example assumes the
company adopted LIFO in 1969 with $1 million in inventory investment at that time and an annual 2%



inflation rate for their inventory purchases and the inventory quantities do not increase, i.e. the
replacement cost of the inventory increases only by the 2% inflation per year. If this company used the
LIFO method for 40 years, the current replacement cost of the inventory in 2008 would have grown to
be about $2.2 million and the LIFO reserve (the cumulative amount of income tax deferral) would be
about $1.2 million or 55% of the current replacement cost. The cumulative tax savings at the end of the
40 years assuming a combined marginal income tax rate of 40% is about $483,000 which is 22% of the
2008 inventory investment.

If LIFO would have been repealed for this company in 2009, they would be negatively affected in two

ways:

1. They would lose the $16,000 current year tax deferral (540,000 LIFO reserve increase assuming 2%
inflation and a 40% combined marginal tax rate).

2. Their taxable income for each of the next 8 years will increase by the 2008 LIFO reserve of $1.2
million divided by 8 years which is $150,000 per year which will increase the annual combined
income tax liability by another $60,000 to $76,000 per year for each of the next 8 years.

This example shows that this company’s cash available would decrease by a total of $76,000 per year for
each of the next 8 years which is a total of $608,000 as a result of their loss of the use of the LIFO
method despite the fact that the company needs to finance their $2 million investment and that this
amount grows by another $40,000 every year. Unless this company is more profitable than normal for
this industry, there is not a cash source available to pay this tax liability. This is because the prior year
tax savings resulting from the use of the LIFO method did not go into the owners’ pockets because it was
required for the increased inventory investment caused by inflation. Unless a company has been
unusually profitable in the past, the loss of the LIFO method would be devastating to a company
because of the significance of the increased tax liability to the size of the company (the cumulative LIFO
tax savings for many small companies exceeds the net worth of the company). For a company with a
large LIFO reserve in relation to their net worth, a forced sale of the company (most likely to a larger
competitor) or liquidation and possibly bankruptcy are distinct possibilities. They could also reduce the
amount of inventory they carry but this would decrease the company’s profitability. A grocery store of
this size will have at least 20 full or part-time employees and some or all of these jobs would be lost
depending on whether the store is sold or liquidated.

Larger companies will not be adversely affected as greatly by the loss of the use of the LIFO method
compared to the effect on small businesses because their access to capital is much greater. Publicly
traded supermarket chains have access to capital through stock and debt offering in addition to bank
financing. The latter is the only capital source available to a small business other than accumulated
wealth of owners which is subject to higher income tax rates starting in 2013.

The success of the various tax policies enacted by Congress should be measured by these criteria:

1. Achieves the desired result in terms of having a positive effect on the U.S. economy in terms of job
creation and helping to create a competitive advantage for U.S. taxpayers relative to foreign
competitors.

2. Avoids negative unintended consequences.

The LIFO inventory method would rank very high compared to other income tax provisions judged by
the criteria listed above. An example would be the IRS Section 179 write off allowances for business
equipment. Most business people would agree that this is a very effective way to stimulate business
equipment investment however the limits for these write-offs are completely arbitrary and are not



consistent from year to year (adding to the complexity of the tax code). The LIFO inventory reserve
balance changes are directly correlated to the annual inflation applicable to the inventory purchases and
inventory balances.

Retention of the LIFO inventory method is particularly important now because the benefits provided by
the use of this method has a positive effect on the most important of the primary goals of the federal
government in fighting the adverse effects of the weak economy. These goals include the following
which are described below along with the effect the use of the LIFO method has on each:

Stimulus effect — The loss of future and past income tax savings (this would, in effect be a retroactive
tax increase) provided by LIFO would significantly decrease business capital available.

Jobs creation or loss — The loss of the LIFO method would clearly lead to significant job losses and the
only question about this is not whether jobs would be lost but how many millions of jobs would be lost.
Credit availability — This is one of the main problems resulting from the huge losses bank and other
credit providers have suffered and the loss of LIFO wipes out a very important financing source,
especially for small businesses.

Competitive disadvantage for U.S. manufacturers — The loss of the LIFO method which provides a
significant advantage to many U.S. manufacturers hurts their ability to compete with foreign
competitors which all have lower income tax rates imposed on them.

Harmful effect on small businesses — The loss of the LIFO method would be more harmful to small
businesses than to larger companies for the reasons described above.

The following page is information we have provided to our clients on a page on our website that
provides information about LIFO repeal.

Sincerely,

Lee Richardson, President



Frequently asked LIFO questions & answers to them

How many companies use the LIFO method?

There are approximately 20,000 businesses that use the LIFO method based on IRS statistics.
Approximately 400 publicly traded companies use the LIFO method which means that 98% of the
businesses that use the LIFO method are not publicly traded companies. Of these 20,000 businesses, the
approximate breakdown by broad business types is 5,000 manufacturers, 5,000 wholesalers and 10,000
retailers and other industries.

Which type of businesses use LIFO?

Businesses that benefit from using LIFO share three characteristics:
1. Significant investment in inventory
2. The business is profitable
3. Consistent price inflation for the type of goods in inventory

Which industries use LIFO?

LIFO is used by a majority of profitable businesses that carry inventories. Examples of businesses in
which LIFO is heavily used include manufacturing companies of all types, wholesalers of all types, auto
& truck dealers, farm equipment dealers, construction equipment dealers, supermarkets and convenience
stores.

How long has the LIFO method been used?

Income taxes were first imposed in the U.S. on a permanent basis in 1913 and in 1918 Congress passed
tax legislation requiring accounting for inventories as current assets (rather than expensing the purchase
of all goods). Congress enacted legislation in 1938 specifically allowing for the LIFO inventory method.
Using this timeline, the use of the LIFO method has been allowed for 76 years of the 96 years for which
inventory accounting has been required.

Does the use of the LIFO method provide preferential treatment to certain industries?

In a broad sense, yes but almost all income tax provisions treat one class of taxpayers differently than
others. The home mortgage deduction is available only to homeowners and only to those homeowners
within a certain income range and if the amount financed is great enough. Some individual taxpayers pay
tens of thousands of dollars in income taxes while some pay nothing. Taxpayers pay income tax at
greatly different marginal rates depending on income levels. The use of the LIFO inventory method can
help businesses requiring inventory investment defer a portion of their income taxes but only when
inflation increases their cost of purchases which increases that businesses’ need for inventory financing.
Companies that do not require investment in inventories do not have this financing need.

Does the use of the LIFO method provide tax benefits to a company every year?

Not necessarily because when there is deflation, taxable income increases for companies using LIFO. The
taxable income deferral can also be reduced when inventory quantities decrease and all previous income
deferrals are taken into income when the assets of a business are sold.

Is LIFO a tax loophole?

The Merriam-Webster dictionary definition of a loophole is “an ambiguity or omission in the text through
which the intent of a statute, contract or obligation may be evaded”. Congress enacted legislation in 1938
specifically allowing for this method, so by definition, LIFO is not a tax loophole.
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