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In brief 
Under US generally accepted accounting principles (GAAP), taxpayers that account for inventories may 
utilize shrinkage, lower of cost or market reserves, or revaluation reserves for financial accounting (book) 
inventory.  A taxpayer with these book reserves may be able to take these items into account for tax 
purposes and, if so, should consider changing its method of accounting under Section 471. 

 
In detail 
Inventory shrinkage reserve 
Inventory shrinkage is a discrepancy between the inventory in a taxpayer’s records and actual physical 
inventory on hand.  Inventory shrinkage usually occurs because of theft, breakage, or bookkeeping 
errors.  A taxpayer determines actual shrinkage by taking a periodic physical count of goods on hand, 
which typically is done several months before the end of the year.  Under GAAP, a taxpayer may maintain 
a reserve that estimates inventory shrinkage that occurs between the date of the last physical count and 
the end of the year. 

For tax purposes, a taxpayer that determines actual inventory shrinkage by taking a physical inventory 
may deduct the shortage.  Section 471(b) allows a taxpayer to deduct estimated inventory shrinkage for 
tax purposes when the taxpayer does not take a physical inventory at year end.  For certain retailers, 
Rev. Proc. 98-29 provides a safe harbor method of estimating inventory shrinkage.  Taxpayers may use 
another method of accounting for estimating inventory shrinkage if it is reasonable and clearly reflects 
income.   

A taxpayer may change to the retail safe harbor method or another reasonable method for estimating 
inventory shrinkage using the automatic method change procedures.  A taxpayer changing to a method 
other than the retail safe harbor method must attach a statement to the automatic method change request 
(Form 3115) describing the proposed method in detail.  If the IRS determines that the proposed method 
does not clearly reflect income, it will treat the taxpayer as having changed its method of accounting 
without consent. 

Observation:  Generally, the IRS will accept a taxpayer’s book inventory shrinkage reserve method as a 
reasonable tax method.  Inventory shrinkage may be taken into account under either a first-in, first-out or 
last-in, first-out (LIFO) method because a shrinkage accrual is a measure of a loss of quantity, not a loss 
in value that would be impermissible under LIFO. 
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A taxpayer using an inventory shrinkage reserve under GAAP but not deducting estimated shrinkage for tax purposes 
might consider changing its tax method of accounting to begin using the book inventory shrinkage reserve method as a 
reasonable method for estimating inventory shrinkage.  Generally, this change may be made under the automatic method 
change procedures. 

Lower of cost or market reserve 
For tax purposes, taxpayers maintaining inventories generally value their inventories under Section 471 using either (1) 
cost, or (2) lower of cost or market (LCM).  As the name implies, a taxpayer using the LCM method values its ending 
inventory at ‘market’ when market is lower than cost.   

In general, market value is equal to the replacement cost or reproduction cost of the inventory.  Alternatively, market value 
may be established as the net realizable value when, in the regular course of business, the taxpayer has offered goods for 
sale at prices below cost.  The correctness of the offering price is determined based on the taxpayer’s actual sales of the 
inventory for a reasonable period before and after the end of the tax year. 

A taxpayer valuing inventory at cost or LCM may value subnormal finished goods in ending inventory at the actual offering 
price within 30 days after year end, less direct cost of disposition (i.e., net realizable value), or at scrap value if the goods 
will be scrapped.  Subnormal finished goods are goods that are unsalable at normal prices or unusable in the normal way 
due to damage, imperfections, shop wear, changes of style, odd or broken lots, or other similar causes. 

Under GAAP, taxpayers generally must value inventories at lower of cost or net realizable value.  When a taxpayer 
determines that the net realizable value of inventory is less than the cost of the inventory, the taxpayer will establish a 
book LCM reserve to write down the cost to the net realizable value.  A taxpayer may make this determination on an item 
by item basis or for total aggregate inventory.  An LCM reserve reduces the inventory value on the balance sheet and 
increases cost of goods sold in the income statement.  

Observation:  A taxpayer that has established a book LCM reserve to reduce the cost of inventory to the net realizable 
value could possibly use the book LCM reserve to write down the cost of subnormal goods or normal goods to the net 
realizable value for tax purposes if the goods have been offered for sale below cost within the requisite time frame.  
Accordingly, a taxpayer with a book LCM reserve that is not deducting the LCM reserve for tax purposes might consider 
changing its tax method of accounting to use the book LCM reserve to write down inventory from cost to net realizable 
value. 

Generally, a taxpayer may make an automatic method change to value subnormal finished goods at net realizable value if 
the goods have been offered for sale within 30 days after year end or to value normal goods at net realizable value under 
the LCM method.  A taxpayer changing to the LCM method for normal goods also may take a writedown for items in 
ending inventory with a reproduction cost or replacement cost that is below actual cost, even if the net realizable value is 
above cost and there is no book LCM reserve. 

Note:  A taxpayer using the LIFO inventory method for tax purposes must value LIFO inventory at cost and may not write 
down the value of any goods in LIFO inventory, including subnormal goods.  Therefore, a taxpayer using the LIFO method 
may not use the LCM method to write down LIFO inventory from cost to net realizable value, reproduction cost, or 
replacement cost. 

Revaluation reserve 
Many taxpayers, including most manufacturers, use a standard cost method to allocate direct and indirect costs to 
inventory based on preestablished standard allowances that approximate actual costs for direct materials, direct labor, 
and overhead.  Taxpayers using a standard cost method generally must capitalize variances between standard costs and 
actual costs and update the standard costs at least once a year to capture expected future increases or decreases in 
costs. 

When taxpayers update the standard costs in their inventory accounting system, the new standard costs are applied to all 
existing items in inventory, resulting in a revaluation of the inventory.  Thus, when taxpayers increase or decrease the 
standard costs, the inventory value on the balance sheet increases or decreases accordingly.  However, taxpayers must 
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continue to value the existing items in inventory at the old standard costs plus capitalized variances to reflect the actual 
costs of the goods.   

Therefore, taxpayers establish a book revaluation reserve that offsets the increase or decrease in inventory value 
recorded when standard costs were updated in order to restore the value of the inventory to the amount that was on the 
balance sheet prior to the revaluation of the inventory.  This revaluation reserve would be negative if a taxpayer increased 
the standard costs and would be positive if a taxpayer decreased the standard costs.  Because the purpose of the book 
revaluation reserve is to reverse the artificial write down or write up of inventory based on a change in standard costs, 
taxpayers should take into account the revaluation reserve for tax purposes in order to reflect the inventory at cost. 

Generally, a taxpayer that is not taking into account a book revaluation reserve to value its ending inventory for tax 
purposes may use the automatic method change procedures to change to a Section 471 method that includes the 
revaluation reserve in the value of ending inventory. 

 

The takeaway 
Taxpayers sometimes may apply financial accounting methods to their Section 471 tax methods to achieve savings.  A 
taxpayer using an inventory shrinkage reserve for book purposes but not deducting estimated shrinkage for tax purposes 
may consider changing its tax method of accounting to its book method.  In some cases, a taxpayer with a book LCM 
reserve may be able use the book LCM reserve to write down inventory from cost to net realizable value by changing its 
tax inventory valuation method for subnormal goods or normal goods in ending inventory.  A taxpayer with a book 
revaluation reserve could change its tax method of accounting from excluding to including the revaluation reserve in the 
tax value of ending inventory.
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Let’s talk 

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: 
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Christine Turgeon, New York, NY   
(973) 202-6615  
christine.turgeon@pwc.com 

Brad White, Los Angeles, CA  
(206) 484-6587  
brad.white@pwc.com 

Jim Martin, Washington, DC 
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james.e.martin@pwc.com 
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