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How LIFO Works

Effect of Inflation on Financial Statements & Tax Return

Using LIFO Using FIFO
"Cost of Goods Sold h Tax Liability

Ending Inventory

Ending Inventory
. Pre-tax Income
Tax Liability




Why Use LIFO?

* Tax benefits

» During periods of rising costs, LIFO:
» Lowers federal & state income tax payment & provides more after-tax free cash flow than all non-LIFO methods
» Ensures taxes aren't paid on goods that have yet to be sold & improves ability to replenish/maintain an adequate level of inventory
» Allows companies to grow business, reduce debt & interest expense

» Can be expected to create material long-term tax benefits because inflation occurs more frequently than deflation in most industries &
LIFO creates an additional tax benefit for each inflationary period

 Similar to real GDP adjustment

* Widely accepted economic metrics such as real GDP are adjusted for inflation to prevent growth rate being diluted by price increases

* LIFO works in a very similar manner to the real GDP adjustment by charging/transferring the inflationary component of the ending
inventory value to cost of goods sold and removing artificial profits from income

 GAAP accounting method

e LIFO is an accounting method permissible under GAAP, not just a tax incentive
* During periods of rising costs, income is most clearly reflected by using LIFO because it matches current costs with current revenues
* LIFO is the most conservative measure of income compared to non-LIFO methods during periods of rising costs
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Why Use LIFO?

Five Year LIFO Calculation & Cost-Benefit Summary: Machinery & Equipment Wholesaler

LIFO Calculation Summary

Description 2021 2022 2023

Year End Inventory at FIFO $ 11,500,000 $ 12,000,000 $ 12,500,000 $ 13,000,000 $ 13,500,000
Current Year Inflation Rate 14.4% 14.7% 3.8% 2.6% 6.8%
Cumulative Inflation Rate 14.4% 31.2% 36.2% 39.7% 49.2%
Year End Balance at LIFO $10,088,654 $ 9,141,550 $ 9,217,467 $ 9,390,231 $ 9,155,398
Year End LIFO Reserve $ 1411346 $ 2,858,450 $ 3,282,533 $ 3,609,769 $ 4,344,602
Year End LIFO Expense $ 1,411,346 $ 1,447,104 $ 424,083 $ 327,236 $ 734,833

LIFO Adjusting Journal Entry Summary
GL Account Description 2021 2022 2023 2024 2025
Debit - Cost of Goods Sold $ 1411346 $ 1,447,104 $ 424,083 $ 327,236 $ 734,833
Credit - LIFO Reserve $ 1,411,346 $ 1,447,104 $ 424,083 $ 327,236 $ 734,833

LIFO Benefit & Cost Comparison Summary

Description 2021 2022 2023

Taxable Income Reduction from LIFO

Current Period (LIFO Expense) $1,411,346  $1,447,104 $424,083 $327,236 $734,833
All Periods (LIFO Reserve) $1,411,346 $2,858,450 $3,282,533 $3,609,769 $4,344,602
LIFO Tax Benefit - 30% Combined Federal + State Marginal Rate

Current Period $423,404 $434,131 $127,225 $98,171 $220,450
All Periods $423,404 $857,535 $984,760 $1,082,931 $1,303,381
LIFO Calculation Outsourcing Cost

Current Period $7,000 $2,500 $2,500 $2,500 $2,500
All Periods $7,000 $9,500 $12,000 $14,500 $17,000
LIFO Tax Benefit to Cost Return on Investment (ROI)

Current Period 60.5 173.7 50.9 39.3 88.2
All Periods 60.5 90.3 82.1 74.7 76.7
LIFO Outsourcing Cost Percentage of Tax Benefit

Current Period 1.7% 0.6% 2.0% 2.5% 1.1%
All Periods 1.7% 1.1% 1.2% 1.3% 1.3%

LIFO Tax Benefit Formulas
—/ Current year taxable income reduction from LIFO (LIFO expense): Prior year inventory balance at cost * Current year inflation rate
Current year LIFO tax benefit: Current year LIFO expense * Combined federal & state marginal tax rate 5



LIFO Key Performance Indicators (KPI)

« Key performance indicators or KPIs provide a reasonable means of determining the following:
» The size or amount of the benefit from using a certain approach or method
» The probability or likelihood that using a certain approach or method will provide a benefit
» |f a certain approach or methodology is beneficial or preferable to alternatives based on the size & probability of the benefit
* The most appropriate or beneficial timing for adopting a certain approach or method based on comparing current & past benefits

« The KPIs listed below allow for objective metrics to be used to weigh LIFO’s risks and rewards and costs vs. benefits
and should be considered an integral component of the LIFO election scoping process:

» Historical average annual inflation rate
» Forecast the long-term and average annual tax benefit that LIFO will create in the future (future LIFO tax benefit amount)
* Determine if LIFO is a preferable method

 Historical inflation frequency rate (aka LIFO tax benefit frequency rate)
« Forecast how often LIFO will create a tax benefit each year in the future (future LIFO tax benefit probability)
* Determine if LIFO is a preferable method

* Current year inflation rate
« Estimate the LIFO tax benefit that would be created from electing LIFO this year (current year LIFO tax benefit amount)
* Determine the timing of the LIFO election

« LIFO tax benefit multiplier
« Compare the current period’s inflation rate & LIFO tax benefit to the historical average
* Determine the timing of the LIFO election

« LIFOPro’s complimentary benefit analysis uses the above KPIs to assist in the LIFO election scoping process
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Preferability & LIFO Election Timing

* Preferability

LIFO must be used for financial reporting and electing LIFO represents a material change in accounting principle
Accounting method changes must be justified, and the new method must be established as preferable to the old method
LIFOPro uses a scoring system & the following KPIs to perform preferability testing:

« Historical average annual inflation rate: Must be greater than or equal to 1% for LIFO to be preferable (most predominant users
of LIFO such as auto dealers & supermarkets have around 1% historical average annual inflation rate)

* Historical inflation frequency: Inflation must occur 50% or more of the time for LIFO to be preferable

LIFOPro measures the two above criteria by assigning Bureau of Labor Statistics Consumer/Producer Price Indexes (BLS CPI/PPI) to
product mix on hand at the time of potential LIFO election & performing a 20 year pro forma LIFO calculation

Meeting both of the above criteria is sufficient justification to establish LIFO as a preferable method
Companies meeting both of the above criteria should explore a LIFO election; those that don’t should not since LIFO is not preferable

* Election Timing

Lﬂﬂ » Maximizes the likelihood that material LIFO tax benefit will remain in the event of future potential LIFO recapture

LIFO creates a tax benefit when there's inflation, but creates a tax liability when there’s deflation

LIFO tax benefit amount is dependent on the amount of inflation measured in the year of election (prior or future period inflation can't
be used!)

Because of the two above facts, LIFOPro requires 1 or both of the following election timing KPIs to recommend a current year election:
» Current year LIFO tax benefit multiplier is > 1 (CY inflation rate & tax benefit will be as much or more than the historical norms)
« Current year inflation rate is > 2%
Meeting one of the two above election timing recommendation KPIs ensures the following:
* Maximizes election year LIFO tax benefit
» Ensures election year LIFO tax benefits are greater than first-year implementation costs



2025 Top LIFO Election Candidates

2025 Inflation Rates Historical Average Annual Inflation Rates Tax Benefit Multiplier
20 Year
YTD 8M 12M Inflation
Ended Annualized Ended 3Year 5Year 10Year 20 Year Frequency | YTD 8M Annualized
PPI Description 8/25 8/25 Dec.'24 Average Average Average Average Rate Ended 8/25 8/25
All commodities 3.5% 4.7% 1.6% 1.7% 5.0% 2.6% 2.6% 75% <)
Farm products 2.2% 3.0% 9.1% -1.7% 10.5% 3.1% 3.7% 70% 0.6
Processed foods & feeds 3.6% 4.8% 4.0% 1.8% 5.5% 2.7% 3.0% 80% 1.2
Meats, poultry & fish 10.6% 14.1% 8.9% 2.3% 7.4% 2.6% 3.2% 70% 3.2
Beverages & beverage materials 3.8% 5.0% 4.0% 5.1% 5.0% 3.1% 2.6% 100% 1.4
Finished fabrics 2.5% 3.4% 0.6% 0.7% 5.1% 3.1% 2.6% 75% 1.0
Fuels & related products & power 4.7% 6.2% -21% -8.3% 9.2% 2.7% 1.9% 55% 2.8
Petroleum products, refined 4.9% 6.6% -8.1% -14.8% 11.1% 2.3% 2.0% 55% 3.0
Asphalt & other petroleum & coal products, n.e.c. 16.3% 21.8% -10.7% -18.1% 9.4% 2.2% 6.8% 50%
Agricultural chemicals & chemical products 8.9% 11.9% 0.5% -5.8% 8.1% 2.9% 3.6% 60%
Other chemicals & allied products 3.1% 4.1% 0.9% 2.7% 5.2% 3.1% 2.9% 95%
Metals & metal products 8.9% 11.9% -1.0% 0.3% 9.0% 5.2% 3.8% 60%
Iron & steel 10.9% 14.5% -11.5% -6.7% 9.8% 4.9% 3.6% 65%
Steel mill products 15.3% 20.4% -12.7% -8.7% 11.4% 5.8% 3.6% 60%
Nonferrous metals 14.8% 19.7% 8.0% 6.9% 9.8% 6.2% 4.6% 65%
Nonferrous mill shapes 11.9% 15.9% 8.9% 3.9% 9.8% 5.3% 3.2% 55%
Nonferrous wire & cable 11.2% 15.0% 5.1% 6.1% 11.5% 5.7% 4.7% 55%
Hardware 5.6% 7.5% 0.5% 2.8% 6.0% 3.8% 3.0% 90%
Plumbing fixtures & fittings 8.1% 10.8% 1.6% 2.8% 4.6% 3.4% 3.0% 100%
Heating equipment 7.3% 9.7% 2.3% 5.3% 8.6% 5.6% 4.4% 100%
Fabricated structural metal products 5.4% 7.2% -0.9% 0.9% 9.9% 5.9% 4.0% 80%
Machinery & equipment 3.7% 4.9% 3.0% 3.9% 5.2% 3.1% 21% 85%
Construction machinery & equipment 4.4% 5.9% 0.5% 4.9% 6.1% 3.9% 3.2% 100%
General purpose machinery & equipment 5.0% 6.7% 3.4% 5.2% 7.5% 4.8% 3.9% 100%
Pumps, compressors & equipment 6.6% 8.8% 4.8% 6.7% 8.1% 5.0% 4.1% 100%
Elevators, escalators & other lifts 2.6% 3.4% 2.7% 3.9% 6.3% 4.4% 3.0% 90%
Fluid power equipment 2.5% 3.4% 6.1% 6.6% 7.7% 4.8% 4.0% 100%
Industrial material handling equipment 5.2% 7.0% 4.2% 5.1% 7.4% 4.7% 4.0% 95%
Air conditioning & refrigeration equip 5.6% 7.5% 1.5% 4.3% 9.1% 5.9% 3.9% 95%
Electrical machinery & equipment 3.6% 4.8% 3.2% 2.8% 3.8% 2.2% 1.1% 70%
Furniture & household durables 3.3% 4.4% 1.3% 2.3% 5.0% 3.3% 2.5% 100%
Household appliances 3.5% 4.6% -2.5% 1.2% 4.0% 2.8% 2.0% 70%
Concrete ingredients & related products 4.7% 6.3% 7.0% 7.3% 7.4% 5.5% 4.6% 95%
Transportation equipment 1.3% 1.7% 1.8% 2.1% 2.8% 1.8% 1.7% 100%
Motor vehicles & equipment 1.1% 1.5% 1.2% 1.6% 2.8% 1.7% 1.5% 90%
Motor vehicles parts 21% 2.7% 0.2% 1.5% 2.5% 1.4% 1.2% 80%
Motor homes, built on purchased chassis 1.8% 2.4% 2.2% 2.1% 3.0% 2.4% 1.4% 90%
Travel trailers & campers 2.4% 3.2% 0.5% 1.4% 6.7% 4.6% 3.6% 95%
Aircraft & aircraft equipment 1.6% 2.2% 3.6% 3.3% 3.0% 21% 2.3% 95%
Ships & boats 2.5% 3.4% 1.7% 2.7% 3.6% 2.5% 2.5% 100%
Tobacco products, incl. stemmed & redried 7.8% 10.4% 11.7% 10.6% 9.7% 7.7% 6.2% 95%
Photographic equipment & supplies 3.1% 4.1% -0.6% 6.2% 6.5% 4.2% 3.1% 75%
Medical, surgical & personal aid devices 1.2% 1.6% 2.2% 2.5% 2.3% 1.7% 1.4% 100%

LIFOPro’s 2025 Top LIFO Election Candidates List & Tax Benefit Calculator



https://lifopro.com/publicdownloads/LIFOPros-2025-Top-LIFO-Election-Candidates-List-Tax-Benefits-Calculator.xlsx

Common LIFO Misconceptions

» Misconception #1: The administrative burden and/or costs outweigh the benefits of LIFO

« Clarifications

* Item quantities and costs remain being tracked in accounting system the same way they did prior to electing LIFO; only accounting system
change is to add a contra inventory account called the LIFO reserve

» LIFO’s administrative burden is VERY LOW when outsourcing the calculation to LIFOPro & the tax benefits are FAR GREATER than the
outsourcing costs!

» Our outsourcing clients’ only recurring LIFO-related requirements are 1. Annually prepare/send a preexisting inventory report to LIFOPro
2. Annually record an adjusting journal entry using the amounts included in your LIFOPro report package

Misconception #2: LIFO tax benefits will be minimal because of high inventory turns or low inflation

» Clarification: Under the dollar-value LIFO method, current and prior year end unit costs are compared to calculate inflation and determine the
LIFO tax benefit. Accordingly, inventory turnover plays no part in the inflation calculation since 12 months inflation is calculated on all items
regardless of sales volume.

Misconception #3: LIFO will compromise bank covenants or complicate employee compensation

« Clarifications

 Financial statements can include disclosures or supplemental schedules showing income & profitability on a FIFO basis for comparability
purposes as long as the face of the income statement presents income on a LIFO basis

» Internal management reports can be presented on a FIFO basis

Misconception #4: Actual internal costs must be used to measure LIFO inflation

» Clarification: Most of LIFOPro’s clients use Bureau of Labor Statistics Consumer/Producer Price Indexes to measure inflation, thereby
minimizing reliance on internal inventory accounting records & simplifying interim estimates

Misconception #5: LIFO only creates a tax benefit when the CY ending inventory balance is higher than PY

» mClarification: LIFO can create a tax benefit when the current year end FIFO balance is lower than the prior year end balance as long as there’s
I 'inflation & the tax benefit created from inflation is greater than the recapture resulting from layer erosions (aka liquidations) 9



Dollar-value LIFO Overview

« Accounting system continues tracking inventory costs the same way before and after LIFO is adopted

» LIFO reserve contra inventory account added to subledger to enable a top-level adjustment to be annually recorded
to account for the difference between accounting system cost (FIFO, average or standard cost) & the LIFO value

* LIFO calculation made outside of accounting system annually following year end close
« Top-side adjusting journal entry recorded to account for the change in the CY vs. PY LIFO reserve

Inflation
Calculation

Base Year &
LIFO Layers
Calculation

LIFO Reserve
& Expense
(Income)
Calculation

If using internal index, current
quantities & current/prior
period item/unit costs double
extended to calculate current
year & cumulative inflation
index

FIFO cost deflated to base
year cost using cumulative
inflation index & base year
layer (increment) or decrement
(erosion or liquidation of prior
layer(s)) calculated

LIFO reserve calculated by
taking the difference between
inventory balance at FIFO &
LIFO; LIFO expense (income)
calculated by taking difference
in current vs. prior year LIFO
reserve

If using external index, BLS
CPI/PPI categories assigned to
all goods & inventory balances

by BLS category used to
calculate current year &
cumulative inflation index

Current period’s base year
layer inflated to LIFO cost
using cumulative inflation
index (or decrement calculated
using prior period cumulative
inflation index(es))

Journal entry recorded to
debit/credit COGS & LIFO
reserve

10



Dollar-value LIFO: LIFO Reserve/Expense (Income) Calculations

* LIFO Reserve
« Equals the difference between inventory at cost (FIFO, average/standard cost) & inventory at LIFO
» Represents the cumulative difference between FIFO and LIFO for all periods

* LIFO Expense (Income)
» Equals the current vs. prior year LIFO reserve change
* Represents the current year difference in cost of goods sold between FIFO & LIFO for the current period only
* LIFO expense = Increase in current vs. prior year LIFO reserve; reduces income & increases COGS
* LIFO income = Decrease in current vs. prior year LIFO reserve; increases income & decreases COGS

* LIFO Reserve Change Components - Consists of one or both of the following:
* Inflation effect LIFO expense (income)

Represents the LIFO reserve change attributable to inflation or deflation
Creates LIFO expense or LIFO reserve increase when there’s inflation (tax benefit) & causes LIFO income or LIFO reserve decrease when there's deflation

This component is always included in the LIFO reserve change computation regardless of if the calculation creates an increment (new layer) or decrement
(liguidation of one or more prior period layer(s); aka layer erosion)

Calculated as follows: Current year inflation rate * prior year FIFO balance

» Layer erosion effect LIFO expense (income)

1=

Represents the LIFO reserve change attributable to liquidation(s) in one or more prior period’s layers (aka layer erosion or decrement)

Only occurs when the current year FIFO balance is less than the product of the prior year’s FIFO balance & the current year inflation index (which causes a
decrement of prior layer(s) as opposed to a new increment being created)

Component is calculated as follows: Current year decrease at base year costs * (Current year cumulative index — the average cumulative index of the layers eroded)
In most cases, the layer erosion effect will create LIFO income, but can create LIFO expense if deflation occurred consecutively in the last two years

11



Accounting for LIFO: Using Dollar-value Method

Inventory Physical Cost Flow Activity: 2025 Year End

Date Activity

Quantity

Unit Cost

Balance

Account Name

Credit

1/1/2025 Beginning inventory 50,000 100.00 5,000,000
3/1/2025|Sell 40K units @ $125/unit (40,000) 100.00 (4,000,000)|Accounts receivable 5,000,000
10,000 100.00 1,000,000 [Cost of goods sold 4,000,000
Sales 5,000,000
Inventory 4,000,000
6/1/2025|Purchase 25K units @ $105/unit 25,000 105.00 2,625,000 |Inventory 2,625,000
35,000 103.57 3,625,000 [ Accounts payable 2,625,000
7/1/2025|Sell 30K units @ $130/unit (10,000) 100.00 (1,000,000)|Accounts receivable 3,900,000
(20,000) 105.00 (2,100,000)|Cost of goods sold 3,100,000
5,000 105.00 525,000 | Sales 3,900,000
Inventory 3,100,000
9/1/2025|Purchase 40K units @ $108/unit 40,000 108.00 4,320,000 |Inventory 4,320,000
45,000 107.67 4,845,000 | Accounts payable 4,320,000
11/1/2025[Sell 35K units @ $135/unit (5,000) 105.00 (525,000)[Accounts receivable) 4,725,000
(30,000) 108.00 (3,240,000)|Cost of goods sold 3,765,000
10,000 108.00 1,080,000 | Sales 4,725,000
Inventory 3,765,000
12/1/2025|Purchase 75K units @ $115/unit 75,000 115.00 8,625,000 |Inventory 8,625,000
85,000 114.18 9,705,000 [ Accounts payable 8,625,000
12/15/2025|Sell 25K units @ $140/unit (10,000) 108.00 (1,080,000)|Accounts receivable] 3,500,000
(15,000) 115.00 (1,725,000)|Cost of goods sold 2,805,000
60,000 115.00 6,900,000 | Sales 3,500,000
Inventory 2,805,000
12/31/2025 Ending inventory 115.00 6,900,000

When dollar-value LIFO
method is used, accounting
functions such as
purchases and sales are
tracked and recorded in
the accounting system the
same way they were prior
to the LIFO election. Item
costs are NEVER tracked
on a LIFO basis under this
method. Instead, LIFO is
accounted for as a top-side
journal entry at year end.

Year End Inventory Balances: Gross of LIFO

Cost of Goods Sold

Inventory @ FIFO

1/1/2025 1/1/2025
4,000,000 4,000,000
3,100,000 3,100,000
3,765,000 3,765,000
2,805,000 2,805,000

,_'r4'

12/31/2025

12/31/2025 13,670,000



Accounting for LIFO

Year End Inflation Calculation - Item Detail

Year End LIFO Calculation Summary

Item . 12/31/25 12'I31125 12/31/24 Unit CYQOH @ CY QOH @
o e O [ 2560 [ 10000 | 3255.000 | 009090 Current Year End FIFO Value $6,900,000
2[Pump 20,000 150.00 135.00 | 3,000,000 | 2,700,000 z:?:eﬁfire'::‘ﬁﬂzoon\s::: $5’00?’5028
3|Butterfly Valve 15,000 75.00 60.00 1,125,000 900,000 o
4|Regulating Valve 7,000 75.00 75.00 525,000 | 525,000 Current Year End LIFO Value
5|Flange 1,000,000 850,000 Prior Year End LIFO Value $5,000,000
Totals 6,900,000 5,975,000 Current Year End LIFO Reserve $ 774,050
Current year inflation index 1.15481 Prior Year End LIFO Reserve $ -
Current year inflation rate Current Year LIFO Expense

Year End LIFO Adjusting Journal Entry
AccountName | Debit ] _ Credit |

Cost of Goods Sold 774,050
LIFO Reserve 774,050

Year End Inventory Account Balances: Net of LIFO
LIFO Reserve

- 1/1/2025
774,050

Sl 12/31/2025
1172025 -
4,000,000 4,000,000
4,320,000 3,100,000 3,100,000
3,765,000 3,765,000
2,805,000 2,805,000

12/31/2025 @ FIFO

ﬂ Less: LIFO Reserve
H 12/31/2025 @ LIFO

6,125,950

12/31/2025 @ FIFO 13,670,000
Add: LIFO Reserve 774,050
12/31/2025 @ LIFO 14,444 050

13




Key Considerations: LIFO Election Scoping & Timing

» LIFO is applied prospectively beginning in the year of election

» The election year LIFO tax benefit is calculated based on the annual inflation rate measured as of the year end date. For example, a December year
end company electing LIFO for the 12/31/2025 year end will measure the annual inflation rate by comparing CY or 12/31/25 & PY or 12/31/24 costs.

« Tariffs will create a one-time increase to inflation in the first period they're incurred if the same tariff rate is in effect for two consecutive periods

« Companies seeking to capture the tariff component of the tax benefit must elect LIFO in the first period the initial or increased tariff costs are incurred

» Events such as tariffs or high inflation periods represent the best time to elect LIFO because the first year tax benefits will be exponentially higher than

they would be when electing during a normal inflation period

5 Year LIFO Tax Benefit Comparison: Differential Between Electing LIFO in a High vs. Normal Inflation Period

Figure 1. LIFO Calculation Summary: High Inflation Period - 20% Election Year Inflation (2025)

Year

2025
2026
2027
2028
2029

Year(s)
on LIFO
2024 0 (Base)

aOhrwON =

FIFO Value

10,000,000
12,000,000
13,000,000
10,000,000
11,000,000
12,000,000

Annual
Inflation
Rate

0%
20%
2%
-3%
1%
2%

Cumulative
Inflation
Rate

0%
20%
22%
19%
20%
22%

LIFO Value
10,000,000
10,000,000
10,760,000
8,422,613
9,322,613
10,102,613

Cumulative

LIFO LIFO Tax Annual LIFO
LIFO Expense Benefit@ Tax Benefit
Reserve (Income) 30% Rate @ 30% Rate
2,000,000 2,000,000 600,000 600,000
2,240,000 240,000 672,000 72,000
1,577,387 (662,613) 473,216 (198,784)
1,677,387 100,000 503,216 30,000
1,897,387 220,000 569,216 66,000

Figure 2. LIFO Calculation Summary: Normal Inflation Period - 2% Election Year Inflation (2026)

Year on
LIFO

FIFO Value

Annual
Inflation
Rate

Cumulative
Inflation
Rate

LIFO Value

Cumulative

2025 0 (Base)

2026

2027

2028

ﬂ 2029
H 2030

AORrWOWN =

12,000,000
13,000,000
10,000,000
11,000,000
12,000,000
13,000,000

0%
2%
-3%
1%
2%
3%

0%
2%
-1%
0%
2%
5%

12,000,000
12,760,000
10,107,135
11,007,135
11,787,135
12,427,135

LIFO LIFO Tax Annual LIFO
LIFO Expense Benefit @ Tax Benefit
Reserve (Income) 30% Rate @ 30% Rate
240,000 240,000 72,000 72,000
(107,135) (347,135) (32,141) (104,141)
(7,135) 100,000 (2,141) 30,000
212,865 220,000 63,860 66,000
572,865 360,000 171,860 108,000 14



Key Considerations: Disclaimers & Election Requirements

» Disclaimers: Some or all of LIFO reserve is recaptured into taxable income if the following occurs:
* Portion of LIFO reserve is recaptured into taxable income in periods when either of the following occurs:
* Deflation
« Material inventory liquidations (for example, a 50% decrease in the current vs. prior year’s ending inventory balance)
* 100% of LIFO reserve will be taken back into income when either of the following occurs:
* Cto S Corp conversions

« Business is sold in a taxable transaction such as a sale of assets (LIFO reserve is usually not recaptured if it's a non-taxable transaction or in
the form of a stock purchase)

* Termination of LIFO election: Ratably recaptured over a four year period beginning in termination year

* Election Requirements

* LIFO Conformity Rule: Must value inventory using LIFO on financial statements beginning with the same period LIFO is elected & reported on
the tax return (although financial statements must show inventory & income reported under LIFO, disclosures can be made in notes to financial
statements to present amounts such as ending inventory and income using non-LIFO method for comparative purposes)

* Election scope or the goods to be valued under LIFO for tax purposes can not be greater than inventories valued under LIFO for financial
reporting (can have more goods on LIFO for book than for tax, but not vice versa)

* Must take preexisting NON-LIFO reserves into income over 4-year period beginning with year of election. Examples include:
» Lower of cost or market reserve
« Slow-moving/obsolete reserve
* Arbitrary write-downs other than shrink

* Can terminate LIFO as soon as the year after election

« Must stay on LIFO for five years prior to being allowed to automatically terminate election (must pay $12K users fee & complete change prior to
year end if terminating LIFO election less than five years before original year of adoption)

|-~ .



Key Considerations: Financial Reporting Disclosure Requirements

* LIFO Disclosures
» Face of the annual or year end income statement must present income, profit or loss using the LIFO method beginning no later than the year that
LIFO is adopted for tax purposes

* Once LIFO has been elected for tax purposes, income, profit or loss must be computed using LIFO on the face of all subsequent annual financial
statements (unless LIFO is terminated for tax purposes)

* Non-LIFO Disclosures
» The following non-LIFO disclosures and information are allowed while also maintaining LIFO conformity compliance (see IRS Regs. §1.472-2(e)):
* Supplemental and explanatory information using a non-LIFO method - Includes anything other than the primary presentation of the income
statement, which includes the following:
Notes to the income statement
Appendices & supplements to the income statement
» Other reports included in the financial reports, such as:
* Management's discussion and analysis
« Statement of changes in financial position
» Letters to shareholders, partners or other stakeholders
Summary of key figures
* Inventory asset value disclosures

 Internal Management & Interim Reports

* Internal Management Reports - The use of a non-LIFO method is allowed on all portions of internal management reports as long as the reports
will not be issued or released to parties outside of the organization. Examples include earnings projections, budgets, sales and sales forecasts.

* Interim reports - If issued in accordance with GAAP, same LIFO disclosure rules described above apply. If not issued in accordance with GAAP,
then interim reports are not required to be presented on a LIFO basis (exception is a series of interim reports that can be used to ascertain 12

month or full year income, profit & loss by combining those reports)

|/
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https://www.lifopro.com/financial-report-disclosure-requirements-alternatives/

Key Considerations: Submethods Best Practices

Inflation index computation method

+ Specific goods (“unit LIFO”): LIFO value of inventory is accounted for at the item level. Unit costs & the physical flow of goods are tracked on a LIFO basis within accounting system

+ Dollar-value: Under this method, the LIFO value is accounted for as a top-side adjustment rather than at the item level. Unit costs & the physical flow of goods are tracked at actual cost (FIFO, average
cost or specific ID) or standard cost. Side computation made outside of accounting system to calculate inflation, layers (decrements), inventory @ LIFO, LIFO reserve & LIFO expense (income)

+  Best practice: Use dollar-value LIFO because it avoids many undesirable characteristics of LIFO & offers materially higher long-term tax benefits when compared to unit LIFO

+ Inflation index computation timeframe selection
+ Link-chain: Current quantities are extended against current & prior period item/unit costs to calculate current year inflation index (one year measurement period)
+ Double-extension: Current quantities are extended against current & base period unit costs to calculate current year cumulative index (all years on LIFO measurement period)
«  Best practice: Use Link-chain LIFO because it's absent of the inherent flaws built into double-extension method & link-chain precludes the need to reconstruct base year costs for new items

 Inflation index computation source
+ Internal indexes: Current year inflation index measured using actual costs paid/incurred to acquire/procure the goods
+ External indexes: aka Inventory Price Index Computation or IPIC method. Bureau of Labor Statistics Consumer/Producer Price Indexes assigned to goods to calculate current year inflation index

*  Best practice: Common to use the method that'll provide the most favorable tax position (inflation), but ultimately varies by industry, product mix & many other company-specific considerations

* Current-year cost & layer valuation method
« Latest acquisitions (FIFO), 12-month moving average or rolling-average cost (aka weighted average cost), Earliest acquisitions, specific ID or other method that's clearly reflective of income

«  Best practice: For first-time elections, use the same method employed by accounting system to track item costs prior to electing LIFO to prevent wholesale changes to accounting system or IT burden
associated with establishing a new method or employing multiple methods purely for the purpose of LIFO

* Pooling method

* Resellers (retailers & wholesalers/distributors): Line, type or class of goods

*  Manufacturers/producers
« Natural business units (separate pool required for manufactured vs. purchased for resale goods)
e Raw materials content
*  Multiple pools

¢ IPIC LIFO method users
« IPIC Pooling method: pools established for each BLS major group assigned 5% or more of the total inventory balance at cost
*  Any non-IPIC pooling method listed above that matches your industry type ( i.e.,, manufacturers using IPIC method could use natural business unit pooling method)

ﬂBest practice: Utilize the method expected to create/require the least amount of LIFO pools to minimize likelihood of LIFO recapture caused by inventory liquidations
H 17
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https://www.lifopro.com/resources/lifo-methods/

Key Considerations: Inflation Calculation Approaches

* The following inflation calculation approaches are available when using the dollar-value LIFO method:
* Internal index

Inflation measured using actual cost paid to acquire and/or manufacture each good (not the selling price)

Includes all applicable cost components (materials, labor, overhead & tariffs)

» External index (aka IPIC method)

Inflation measured using manufacturer or retail price surveys collected monthly by Bureau of Labor Statistics (BLS; division of Department of Labor)

Producer price indexes (PPI) calculated using selling prices charged by U.S. or domestic producers (not their actual cost to acquire and/or manufacture each good)
Consumer Price Indexes (CPI) calculated using selling prices charged by U.S. retailers

Retailers can use CPI or PPI. Manufacturers/producers/wholesalers must use PPI.

« Many companies use the IPIC method for the following reasons:
» Highest long-term LIFO tax benefit in industries where external index inflation has been historically higher than internal index
* Inflation calculation can be simpler than internal index for manufacturers and companies without comprehensive perpetual accounting system
» Less prone to scrutiny by the IRS than internal index since BLS CPI/PPIs are sourced by a government entity

« Some companies use internal indexes for the following reasons:
« Companies issuing financial statements in accordance with GAAP may be required to use for financial reporting (see AICPA LIFO Issues Paper)
* Calculation is simpler than IPIC method in certain cases since BLS categories must be assigned to all goods when using IPIC method

* The effects of tariffs on inflation & LIFO tax benefits are dependent on inflation measurement source
 Internal index - Tariffs have a direct effect because inflation is measured using each item’s actual cost, which includes tariffs
» External index - Tariffs have an indirect effect because inflation is measured using selling prices & therefore will depend on the following:
* Amount of tariff costs incurred by U.S. producers and retailers (many will likely have material tariff costs; others may have less or none)
» The percentage of tariff costs passed onto customers (some will pass on all tariff costs; others may only pass a portion of it)
L'. Because of this, the effect of tariffs on the 2025 LIFO tax benefit can be materially different when using an internal vs. external inflation index
ﬂ 18



LIFO Election Benefit Analysis

* Free LIFO study providing comprehensive, customized set of pro forma LIFO calculations & recommendations

» Uses LIFOPro's proprietary metrics which to establish preferability, forecast future LIFO tax benefits & determine election timing

* Includes comparative internal & external inflation calculations

* Includes information required to record a preliminary/estimated year end LIFO adjustment & ensure year end financial statements are
presented on a LIFO basis (LIFO conformity rule requires income to be presented on a LIFO basis beginning in year of tax election)

* Also includes a how LIFO works appendix detailing essential information regarding first-time LIFO implementations & best practices

LIFO Election Benefit Analysis Report Excerpt #1 LIFO Election Benefit Analysis Report Excerpt #2
Figure 1. 20 Year Pro Forma LIFO Calculation Summary: External Index (IPIC Method) Figure 2. 2025 Year End LIFO Calculation Estimate
Amounts Preferability Difference:

Description Rates Criteria Criteria Met Indexes (IPIC External vs.
Cumulative Inflation: 2006 - 2025 65% Description Internal
O Y e 100% (20,01 20 250% Yes Current Year End Inventory at Cost $25,000,000  $25,000,000 -

- 0 -

3 Year Average Annual Inflation Rate 3 200 Prior Year End Inventory ?t Cost $20,000,000  $20,000,000 . -
5 Year Average Annual Inflation Rate 5.2% Current Year End Inflation Rate 1.6%
10 Year Average Annual Inflation Rate 3.59% Current Year End Inventory at LIFO $23,696,000 $23,989,958 -$293,958
20 Year Average Annual Inflation Rate 2.5% >19%, Yes Current Year End LIFO Expense/Reserve $1,304,000 $1,010,042 $293,958
Current Year Tax Benefit Multiplier 2.6 Current Year LIFO Tax Benefit Multiplier 0.6
Forecasted 20 Year LIFO Reserve $10,202,642 Combined Federal & State Tax Rate -
Forecasted Average Annual LIFO Expense $510,132 Current Year LIFO Tax Benefit $117,583
Combined Federal & State Marginal Tax Rate 40% Current Year Outsourcing Cost -
Forecasted 20 Year LIFO Tax Benefit $4,081,057 Current Year LIFO ROI 15.7
;‘;f;‘::nsgefn:::lrgﬁ‘:ﬂ;‘;:; Lo Tax Beneflt e Current Year Cost to LIFO Benefit Rate 0.4%
Forecasted Average Annual LIFO ROI 65.8
Forecasted Avg. Annual Cost to LIFO Benefit Rate 1.5%

LIFO Election Benefit Analysis Report Excerpt #3

Figure 3. Preferability Scoring Results & Recommendations

Criteria Type Criteria Description Criteria Requirement Result Criteria Met?
LIFO Preferability Historical Average Annual Inflation Rate Greater than or equal to 1% 2.5% Yes

. Greater than or equal to 50% (10
Historical Inflation Frequency Rate or more of 20 years) 100% (20 of 20) Yes

LIFO Election Criteria Met?| Yes

LIFO Preferability
W ) - CY LIFO Tax Benefit Multiplier = 1
M LIFO Election Current Year Inflation/Tax Benefit Multiplier | 'y | fiation Rate = 2% 26 Yes
All LIFO Preferability Criteria Met?| Yes
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Turnkey Outsourcing Solutions

* LIFOPro’s mission is to make LIFO as simple as possible
« LIFOPro manages all aspects of the recurring annual LIFO calculation from start to finish

* We also streamline first-time LIFO scoping and implementation by providing the following complimentary resources:
* Preparing LIFO election benefit analysis
* Provide LIFO education, training & best practices feedback
* Preparing year end LIFO calculation & report package containing all amounts required to record journal entries, prepare LIFO-based financials & LIFO-
related tax return entries
* Preparing IRS LIFO election forms
« Companies and their CPA firms can place reliance on the leading LIFO experts for the following:
* Provide comprehensive LIFO scoping for first-time elections
« Simplify weighing LIFO’s risks vs. rewards by providing objective feedback specifically tailored to each company’s unique business model
* Recommendations for selecting the most beneficial methods while minimizing administrative burden & ensuring they comply with authoritative guidance
» Best practices feedback for maximizing tax benefits, minimizing outsourcing costs and eliminating audit risk
« Our outsourcing client’s recurring annual LIFO-related responsibilities are reduced to the following tasks:
* Preparing year end inventory report from accounting system & sharing with LIFOPro
* Record LIFO adjusting journal entry & year end financial statements using amounts included in client’s LIFOPro report package
* Prepare LIFO-related tax return entries using amounts included in client’s LIFOPro report package

» Close to 100% of our outsourcing clients making first-time elections continue to engage LIFOPro annually on a recurring
basis because we make LIFO as simple as possible at costs that are a fraction of the LIFO tax benefits and time savings!
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LIFO Election

Scoping

Onboarding

Final Year End
Calculation &
Deliverables

Reporting and
Implementation

Documents sent to
LIFOPro to obtain
election benefit
analysis &
outsourcing fee
quote

Analysis report/fee
quote reviewed &
actionable items/
onboarding steps

discussed

Required year end
inventory
documentation sent
to LIFOPro

Year end LIFO
journal entry
recorded & financial
statement prepared
using LIFOPro
report amounts

Pro forma LIFO
calculations
performed and
benefit analysis +
fee quote prepared

Engagement letter,
new client
questionnaire &
final year end calc.
document request
prepared

Final year end LIFO
calculation
prepared by
LIFOPro

IRS LIFO election
form package
prepared/delivered

Turnkey Outsourcing Solutions Process Flow: First Year

Election benefit
analysis report/fee
quote sent &
LIFOPro offers to
host call/meeting to
discuss results

Client returns
engagement letter
& new client
questionnaire to
LIFOPro

LIFO Calculation
results reviewed &
LIFO report
package
prepared/delivered

LIFO tax return
entries prepared &
IRS forms attached
to tax return using

LIFOPro
deliverables

- CPA Firm/Company
B LuiFoPro
I shared




Turnkey Outsourcing Solutions Process Flow: Recurring

Interim
(Pre Year

End)

Post
Year End

Up to three interim
estimates provided
upon request to IPIC
method clients (using
prior year product mix;
no documentation
required)

Required year end
inventory
documentation sent to
LIFOPro

All clients can use
projection report
included in last year’s
LIFOPro report package
to perform interim
estimates

LIFO calculation
completed/reviewed,
LIFOPro report package
prepared & emailed to
Client

Client receives annual
calculation service
reminder 30 - 60 days
prior to year end
containing document
request & fee estimate

Year end LIFO journal
entry recorded &
financial report/tax
return prepared using
amounts provided in
LIFOPro report package
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Key JIELGEWENE

LIFO should be considered a preferable method if certain inflation KPIs are met
* LIFO creates material long-term tax benefits for preferable industries
» The benefits of LIFO far exceed the cost and/or burden in most cases when outsourcing to LIFOPro
 The amount of the election year LIFO tax benefit can vary greatly based on the submethods used
« Companies exploring a LIFO election should obtain a complimentary benefit analysis from LIFOPro

* In 2025, material first-year tax benefits will be available for companies adopting LIFO because of the inflation
created from first-time and/or additional tariffs placed on imported goods this year

» High priority should be placed on exploring a 2025 LIFO election because:
* The first-year tax benefits will likely be exponentially higher than normal
« LIFO is applied prospectively (beginning in year of change)
* The additional inflation caused by tariffs in 2025 will likely be transitory and therefore only available this year

|-~ 2



Actionable Items

* Get a complimentary LIFO Election Benefit Analysis
« Comprehensive case study covering all rewards/risks of LIFO that’s customized for your company & includes the following:

e Current year LIFO inventory/reserve balance & estimated tax savings from LIFO - can be used to incorporate estimated
LIFO figure in financial statement to ensure LIFO conformity compliance

« 20 year pro forma calculation showing inflation frequency, historical average annual inflation rates & LIFO reserve
» Election timing & submethods recommendations
* See sample LIFO Election Benefit Analysis report here: Sample LIFO Election Benefit Analysis Report

 How to get started
* Submit LIFO Election Benefit Analysis Request Form online: LIFO Election Benefit Analysis Request Form
* In most cases, information/burden required to obtain benefit analysis is MINIMAL!
 Document request is industry-based & as follows:
* Non auto dealers
e Current period & prior year end item detail reports containing the following fields:
* |tem number & description
e Current period quantity & unit cost
« Classifications and/or groupings (optional, but should be requested in case it’s available)
« Completed LIFO election benefit analysis questionnaire (see link below)
* LIFO Election Benefit Analysis Document Request List & Questionnaire
* Auto dealerships
« Required: Completed Auto Dealer LIFO election benefit analysis questionnaire (see link below)
* Optional: Manufacturer invoices for all vehicles on hand as of current period & prior year end

L" « Auto Dealer LIFO election benefit analysis questionnaire
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https://lifopro.com/publicdownloads/Sample-LIFO-Election-Benefit-Analysis-Report.pdf
https://www.lifopro.com/resources/lifo-election-benefit-analysis/
https://lifopro.com/publicdownloads/LIFO-Election-Benefit-Analysis-Document-Request-Questionnaire.xlsx
https://lifopro.com/publicdownloads/LIFO-Election-Benefit-Analysis-Document-Request-Questionnaire.xlsx
https://lifopro.com/publicdownloads/LIFO-Election-Benefit-Analysis-Questionnaire-Dealers.pdf
https://lifopro.com/publicdownloads/LIFO-Election-Benefit-Analysis-Questionnaire-Dealers.pdf

Resources

* Benefit Analysis Document Requirements
* Non auto dealers
* Current period & prior year end item detail reports containing the following fields:
* [tem number & description
» Current period quantity & unit cost
« Classifications and/or groupings (optional, but should be requested in case it’s available)
« Completed LIFO election benefit analysis questionnaire (see link below)
* LIFO Election Benefit Analysis Document Request List & Questionnaire
» Auto dealerships
« Required: Completed Auto Dealer LIFO election benefit analysis questionnaire (see link below)
« Optional: Manufacturer invoices for all vehicles on hand as of current period & prior year end
* Auto Dealer LIFO election benefit analysis questionnaire
» Other Resources
« LIFOPro’s 2025 LIFO Opportunities & Strategies Guide
« LIFOPro’s 2025 Top LIFO Candidates List & Tax Benefits Calculator
« LIFOPro’s 2025 Tariffs & LIFO Tax Benefits Guide
» Sample LIFO Election Benefit Analysis Report
 Sample LIFOPro Report Package

LIFOPro
Visit our website: https://www.LIFOPro.com

Lﬂﬂ Email us at lifopro@lifopro.com 95

Call us at 402-330-8573 M - F 8am — 5pm CDT



https://lifopro.com/publicdownloads/LIFO-Election-Benefit-Analysis-Document-Request-Questionnaire.xlsx
https://lifopro.com/publicdownloads/LIFO-Election-Benefit-Analysis-Document-Request-Questionnaire.xlsx
https://lifopro.com/publicdownloads/LIFO-Election-Benefit-Analysis-Questionnaire-Dealers.pdf
https://lifopro.com/publicdownloads/LIFO-Election-Benefit-Analysis-Questionnaire-Dealers.pdf
https://www.lifopro.com/publicdownloads/LIFOPros-2025-LIFO-Opportunities-Strategies-Guide.pdf
https://www.lifopro.com/publicdownloads/LIFOPros-2025-LIFO-Opportunities-Strategies-Guide.pdf
https://lifopro.com/publicdownloads/LIFOPros-2025-Top-LIFO-Election-Candidates-List-Tax-Benefits-Calculator.xlsx
https://lifopro.com/publicdownloads/LIFOPros-2025-Top-LIFO-Election-Candidates-List-Tax-Benefits-Calculator.xlsx
https://www.lifopro.com/publicdownloads/LIFOPros-2025-Tariffs+Tax+Benefits-Guide.pdf
https://www.lifopro.com/publicdownloads/LIFOPros-2025-Tariffs+Tax+Benefits-Guide.pdf
https://www.lifopro.com/publicdownloads/Sample-LIFO-Election-Benefit-Analysis-Report.pdf
https://www.lifopro.com/publicdownloads/Sample-LIFO-Election-Benefit-Analysis-Report.pdf
https://lifopro.com/publicdownloads/Sample-LIFOPro-Report.pdf
https://lifopro.com/publicdownloads/Sample-LIFOPro-Report.pdf
https://www.lifopro.com/
mailto:lifopro@lifopro.com

Frequently Asked Questions

* Question #1: What is the cost & time requirement to obtain a LIFO election benefit analysis?

* Answer #1.1: The LIFO election benefit analysis is a complimentary offering provided at no cost or obligation to the CPA firm or their client. We provide a fee quote
along with the benefit analysis report in the event of the client wishing to electing elect LIFO & engaging LIFOPro to manage all aspects of the LIFO calculation &
implementation. The fee quote includes an estimate of the first year costs (which includes first-year only implementation fees such as IRS Form 970 preparation)
but also includes the estimated recurring annual outsourcing costs. The fee quote will also provide breakdowns based on available submethod alternatives.

* Answer #1.2: In most cases, the time spent preparing the documents/information to obtain the benefit analysis is VERY LOW. In most cases, the required
documents already exist or they’re readily available in the client’s accounting information system. Estimated time requirements are as follows:

« Item detail report preparation (for non-auto dealers): 15 minutes - 1 hour
*  Benefit analysis questionnaire preparation: 5 - 15 minutes
e Question #2: What is LIFOPro’s total lead time required from start to finish to complete all aspects of a first-time LIFO implementation?
« Answer #2: LIFOPro’s lead time for the LIFO scoping (benefit analysis), onboarding, year end calculation & implementation is approximately 2 - 4 weeks, but we can
expedite to ensure delivery by or before ALL deadlines. The lead times consist of the following components:

* LIFO election benefit analysis report & fee quote preparation/delivery: 1 week from date of receipt of required documents

* New client onboarding (preparation of engagement letter & year end document request): 2 - 4 business days from date that CPA firm/client requests to
engage LIFOPro

» Final year end LIFO report delivery: 1 week from date of receipt of required documents

* IRS LIFO election form delivery: 1 week from date of receipt of completed IRS forms questionnaire (can be prepared/delivered after LIFO reports have been
delivered upon request if client desires expedited final year end LIFO report delivery)

» Interim LIFO estimates (if applicable): 1 - 3 business days form date of receipt of required documents

* Question #3: Is there a time frame or deadline for beginning the LIFO scoping process?

* Answer #3: Companies that issue year end financial statements should begin the LIFO election scoping process at least a month before the expected issuance date
of year end financial statements. This ensures LIFO conformity rule compliance which requires year end financial statements to present income on a LIFO basis
beginning in the year LIFO is elected for tax purposes. Knowing this, the LIFO election scoping process can begin AFTER the year end has closed.

* Question #4: What are LIFOPro’s outsourcing costs?

« Answer #4: Our fees are based on the client’s size and estimated billable hours (optional annual renewal with three-year fee lock guarantee). In nearly all cases, our
client’s LIFO ROl is exceptionally high, and LIFOPro’s outsourcing fees are a small fraction of the tax benefit. When this is combined with our unmatched service
quality, LIFOPro’s client retention rate is exceptionally high, and our client’s LIFO termination rate is extremely low.

|-~ 2
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