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In brief
What happened?

Since April 2, the Trump administration has implemented a series of new tariffs. Although the precise
tariff regime at any year-end is difficult to predict, tariff levels — and therefore inventory costs — could
remain elevated for the foreseeable future. As tariffs increase inventory costs, cost of goods sold (COGS)
under the last-in, first-out (LIFO) inventory method generally exceeds COGS under first-in, first-out
(FIFO), which lowers taxable income.

Why is it important?

Periods of rising costs magnify the tax benefits of LIFO by accelerating the recovery of higher current
costs and deferring income associated with lower historical costs, often creating an indefinite deferral so
long as the taxpayer remains on LIFO and maintains or increases the quantity of its ending inventory.
With tariff-driven inflation, taxpayers not using LIFO could miss an opportunity to obtain material tax
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savings. Taxpayers already using LIFO could further increase benefits by evaluating sub-method
elections, such as inflation index methodologies and current-year cost determinations.

Actions to consider

Given the expectation of higher inventory costs due to tariffs, taxpayers not already using the LIFO
method may want to consider adopting the LIFO method. For taxpayers already using the LIFO method,
there may be opportunities to change various LIFO sub-methods to further reduce taxable income.
However, a taxpayer not already using the LIFO method should consult an adviser regarding the
restriction imposed by the LIFO conformity rule discussed below.

In detail
Background

Tariffs are taxes paid by importers as imported goods come into the United States and increase the cost
of these goods for US companies (to the extent that exporters do not decrease prices commensurate with
the tariffs). While many companies may look to source goods from domestic origin or, alternatively, other
countries with lower tariffs, costs still could increase because domestic manufacturers may have higher
labor and overhead costs and alternative sources may be scarce. Based on these factors, and the uneven
application of tariffs across products and regions, across-the-board increases in inventory costs are
expected for many types of businesses.

Generally, the LIFO method reduces taxable income during periods of rising costs for inventory goods.
The LIFO method is an inventory cost flow assumption under which the inventory most recently
purchased or produced is considered to be sold first. In other words, during periods of inflation, newer
(higher) inventory costs are included in COGS before older (lower) inventory costs. As a result, the LIFO
method accelerates the recovery of inflation through COGS compared to the FIFO method, typically
creating an indefinite deferral of taxable income for as long as the company remains on LIFO and
maintains or increases the quantity of ending inventory.

Adopting LIFO method for tax

There are a number of important considerations for taxpayers wishing to use LIFO for federal income tax
purposes. First, taxpayers that use the LIFO method for federal income tax purposes are subject to the
LIFO conformity rule, which provides that a taxpayer may not use the LIFO method for federal income
tax purposes unless it also uses the LIFO method to report income, profit, or loss in its financial
statements. The LIFO conformity rule effectively prevents taxpayers from using the LIFO method to
reduce taxable income while still reporting higher FIFO-based income to investors, shareholders,
creditors, or other parties.

There is an exception to the LIFO conformity rule for domestic subsidiaries of a foreign parent when the
consolidated group has substantial foreign operations. Rev. Rul. 78-246 generally provides that a foreign
parent has substantial foreign operations if at least 30% of the consolidated group’s operating assets are
used in foreign operations.

A company wishing to elect the LIFO method must file Form 970, Application to Use LIFO Inventory
Method, with its timely-filed (including extension) federal income tax return for the year of election. The
Form 970 requires taxpayers to disclose the specific LIFO sub-methods that will be used to compute the
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LIFO value of inventory including, but not limited to, the number of LIFO pools and the methods used to
establish the pools, calculate inflation indexes, and determine current-year cost.

While the election can be made with a timely-filed (including extension) federal income tax return,
financial statement LIFO calculations must be in place months before the taxpayer’s federal income tax
return is filed. Thus, taxpayers planning to use the LIFO method must begin preparing before the end of
the tax year.

Observation: A taxpayer planning to adopt the LIFO method should carefully evaluate the various sub-
methods available, as these choices can significantly impact the tax LIFO benefit. These sub-methods
must be used consistently unless a Form 3115, Application for Change in Accounting Method, is filed to
make a change within the LIFO method.

LIFO sub-methods

One key LIFO sub-method is the method for calculating inflation indexes. For federal income tax
purposes, this is done either through an internal index method (inflation is calculated using the costs
actually incurred by the company to purchase or produce the goods) or the Inventory Price Index
Computation (IPIC) method, which uses either Consumer Prices Indexes (CPI) or Producer Price Indexes
(PPI) published by the Bureau of Labor Statistics to calculate inflation. The CPI (available only for
retailers) measures the average change in prices paid by consumers for certain categories of goods. The
PPI, on the other hand, measures the average change in prices charged by domestic producers for their
goods.

Generally, a retailer that sources its goods entirely from overseas may benefit from an internal index as
opposed to using the IPIC method with PPI because the PPI would not reflect tariffs paid by the retailer.
However, prices charged by domestic producers may reflect tariffs on raw materials or components that
were purchased overseas, so some tariff-related inflation could be reflected in the PPI. Furthermore, if
domestic producers are incentivized to move more production to the United States, increased cost of
labor and overhead also may impact the PPI. Alternatively, if retailers pass the increase in tariffs on to
customers, the resulting inflation should be reflected in the CPI.

Observation: A taxpayer that utilizes the IPIC method with either the CPI or the PPI may have other
options available for calculating inflation indexes each year. Therefore, the taxpayer should prepare
multiple alternative calculations and compare the results to determine which approach captures more
inflation and, in turn, increases the federal income tax LIFO benefit.

Observation: Additionally, taxpayers using an internal index method should evaluate how to
determine beginning-of-year costs for new inventory items, as this can impact the calculation of the
inflation indexes. If beginning-of-year costs are not reconstructed, then new items often are treated as
having no inflation, which can understate the overall inflation index and reduce the potential federal
income tax LIFO benefit.

Another LIFO sub-method is the method of determining the “current-year cost” of ending inventory,
which identifies which costs during the year are used to value inventory quantity increases (the current-
year LIFO “increment” or “layer”). Typically, the cost of quantity decreases is determined using costs
from prior years. However, if quantities increase over the prior year, then the IRS allows several methods
to determine the cost of the LIFO increment, including using actual costs at the end of the year (typically
higher in an inflationary year), actual costs at the beginning of the year (typically lower in an inflationary
year), average cost, and other methods. The current-year cost method is especially relevant during a year
with significant increases in quantities and inflation.
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All options available in the context of a LIFO calculation could give rise to significantly different results.
The potential for significant inflation due to tariffs may widen these differences. Modeling these options
becomes essential to take advantage of the federal income tax savings derived from the LIFO method.

Observation: Taxpayers already using the LIFO method should compare the results of using different
combinations of LIFO sub-methods and consider filing a Form 3115 to change one or more LIFO sub-
methods if doing so would increase tax savings. Most, but not all, LIFO sub-methods can be made using
the automatic consent procedures. Unlike many other accounting method changes, most automatic and
non-automatic changes involving an existing LIFO sub-method generally are made on a cut-off basis (i.e.,
without a Section 481(a) adjustment). Making a change on a cut-off basis allows taxpayers to account for
the new method prospectively without having to recalculate the cumulative LIFO value as of the
beginning of the year under the new method. In addition, taxpayers that file a Form 3115 to change LIFO
sub-methods generally receive audit protection, providing another valuable benefit for taxpayers
currently using any improper LIFO methods.

Potential risks and challenges

While the LIFO method can provide beneficial federal and state income tax savings, taxpayers should be
aware of the potential challenges and risks that come with it. As mentioned above, the LIFO conformity
rule presents a significant challenge to electing the LIFO method for federal income tax purposes. The
requirement to use LIFO for financial reporting can reduce reported earnings and inventory values on
the balance sheet, as the LIFO method usually results in higher COGS during inflationary periods.
Moreover, changing to the LIFO method in US GAAP financial statements generally requires the
taxpayer’s audit firm to agree that the accounting change is preferable, which could be difficult.

Additionally, in times of volatility, LIFO results can be challenging to estimate. Changes in ending
inventory quantities could impact LIFO results, and inflation is difficult to predict, especially earlier in
the year, which could give rise to significant differences between LIFO estimates and final LIFO
calculations.

Observation: Use of the LIFO method can be complex, requiring extensive record-keeping and detailed
calculations, which can be intimidating and labor-intensive. However, the federal income tax benefit
provided by the LIFO method — effectively an indefinite deferral of taxable income that increases over
time, especially during a period of increasing tariffs — could be worth the extra effort.
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Let’s talk

PwC has developed tools and processes designed to help streamline LIFO calculations and filing
requirements, easing both the administrative and compliance challenges. For a deeper discussion of how
this issue might affect your business, please contact one of the PwC professionals listed below, or your

local Accounting Method Services contact:

STS - Federal Tax Services

Jim Martin Topher Call
(540) 455-8416 (949) 910-1518
james.e.martin @pwe.com topher.call@pwec.com

STS - Accounting Method Services

Tom Sehman Rose Chatterjee
(651) 245-1809 (248) 797-1635
thomas.r.sehman@pwec.com rose.chatterjee@pwc.com

Scott Rabinowitz
(301) 801-7056
scott.rabinowitz@pwe.com
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