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LIFO INVENTORIES IN THE FOREST PRODUCTS INDUSTRY
THOMAS R. JOHNSON

INTRODUCTION

Choosing the method of inventory valuation is
one of the most complex accounting decisions
facing the financial management of a forest prod-
ucts company. Not only must they select the most
appropriate cost valuation methodlast-in, first-
out (LIFO), first-in, first-out (FIFO), average or spe-
cific identificationbut they must also consider
such matters as allocation of wood costs by grade
or species, use of standard costs, lower of cost or
market, intra/intercompany profit elimination, re-
duction of costs for byproduct income, methods
of determining raw material usage and production
volumes, and frequency of physical inventories.
In addition, once the cost valuation method has
been chosen, management must determine the
appropriate technique for determining costyear-
to-date average costs, prior month-to-date aver-
age costs, three month moving average cost, prior
month production costs, etc.under that method.

This monograph reviews the LIFO method of
inventory valuation and the various LIFO alterna-
tives currently available to a forest products com-
pany through a brief presentation of concepts and
simplified examples. In addition, it discusses busi-
ness and other considerations to provide the
reader with knowledge of the various factors that
must be considered when using the LIFO method.

Section 472(c) of the Internal Revenue Code
requires a taxpayer who uses the LIFO method of

BASIC LIFO CONCEPT
The LIFO method of inventory valuation is

purely a pricing technique through an assumed
flow of costs. It assumes that the goods sold or
raw materials used in production in any period
are the most recently produced or acquired and
that the goods on hand at the end of the period
are the earliest produced or acquired. Assuming
that the quantities on hand at the beginning and
ending of the period are equal, valuing inventories
using the LIFO method results in charging current
operations with current replacement costs, while

inventory valuation to determine taxable income
for income tax purposes to use the same LIFO
method for financial reporting. Since the various
valuation methods permitted by the IRS are in
accordance with generally accepted accounting
principles, this monograph describes valuation
method alternatives permitted by the Internal Rev-
enue Service Regulations (IRS Regs).

As can be expected, the IRS Regs regarding
LIFO computations and alternatives are volumin-
ous, and they are explained in great depth by the
various tax reporting services and related refer-
ence material. Accordingly, this monograph does
not go into great depth regarding the tax ramifica-
tions of various alternatives available. However,
the reader is advised to seek competent tax ad-
vice before electing to change to LIFO from other
inventory valuation methods as well as for proper
LIFO treatment for new products, inventories ob-
tained in acquisitions, use of single versus multiple
pools, etc. Also, the reader should be aware that
IRS Regs §1.162-3 and §1.471-3(c) permit only
those items consumed or physically becoming a
part of the end product to be valued using the LIFO
method. Supplies normally are excluded from
LIFO valued inventories. Additionally, many com-
panies prefer to value intransit inventories using
methods other than LIFO.

the balance sheet valuation of inventories tends to
retain the costs at price levels at the time the LIFO
method was adopted.

Another conceptual approach to LIFO is that
a company must constantly maintain a relatively
stable physical supply of goods as long as it is in
business. A basic supply of goods is regarded as
a "non-depreciable fixed asset" whose reported
value should remain constant except for actual
physical increases or decreases in the volume of
goods on hand. Volume increases are recognized
only on an annual, yearend basis and are valued
at prices current in the year of addition. This view
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generally is compatible with the basic mechanics
of LIFO as detailed in IRS Regs.

The major advantage of the LIFO method of in-
ventory valuation is that it matches current costs
with current revenues and, during periods of ris-
ing costs, it reduces the effect of inflation on peri-
odic income. For countries, such as the United
States, which permit the LIFO method of inventory
valuation for determining taxable income this re-
suits in lower income taxes. For a more detailed
discussion of the advantages and disadvantages of
LIFO inventory valuation method, refer to the
Study in Management and Accounting for the For-
est Products industry Monograph, "The Rush to
LIFO; Is It Always Good for Wood Products
Firms?" issued in December 1974.

IRS §1.472-1(a) state that under the LIFO in-
ventory method, "the taxpayer is permitted to treat
those goods remaining on hand at the close of the
taxable year as being: (1) those included in the
opening inventory of the taxable year, in the order
of acquisition and to the extent thereof, and (2)
those acquired during the taxable year."

To determine which goods included in the end-
ing inventory were included in the beginning in-
ventory or were acquired during the period, quanti-
ties of an item or items in the opening and closing
inventories are compared. If the ending inventory
quantities are greater than the opening inventory
quantities, a quantity increase or "increment" has
occurred. On the other hand, if ending inventory
quantities are less than those in the beginning in-
ventory, a decrease in quantities or a "liquidation"
(sometimes called a decrement) has occurred. In
a LIFO increment, the LIFO value of the ending
inventory is obtained by adding the current year
cost of the quantity increase to the LIFO value of
the opening inventory. A liquidation is recorded by
reducing the most recent layer or layers of incre-
ments in the opening inventory for the decrease in
quantity.

This concept can best be illustrated by the
following example.

Example 1:

Company A values logs using the LIFO method.
Log inventories at December 31, 1977 consisted of:

Layer Quantity Cost LIFO
Year (mbf) per M Value

Base 1/1/59 40,000 $25 $1,000,000
1969 2,000 45 90,000
1976 500 90 45,000

42,500 $1,135,000
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At December 31 ,1978, Company A had 44,000
mbf of logs on hand and 1978 costs were $105 per
M. Thus, they had an increment of 1,500 mbf dur
ing 1978. The LIFO value of the log inventory a
December 31, 1978 would be $1,292,500 computed
as follows:

Layer Quantity Cost LIFO
Year (mbf) per M Value

Base 1/1/59 40,000 $ 25 $1,000,000
1969 2,000 45 90,000
1976 500 90 45,000
1978 1,500 105 157,500

44,000 $1,292,500

Durirg 1979 Company A reduced their log in-
ventory and had 41,000 mbf at yearend. Log costs
for the year were $110 per M. The LIFO value of
the December 31, 1979 inventory would be
$1,045,000 computed as follows:

Layer Quantity Cost LIFO
Year (mbf) per M Value

Base 1/1/59 40,000 $25 $1,000,000
1969 1,000 45 45,000

41,000 $1,045,000

Thus, the 1978, 1976 and a portion of the 1969
layers were liquidated and eliminated from con-
sideration in future LIFO computations.

As a result of the liquidation, current opera-
tions were charged $247,500 ($1,292,500 $1,045,-
000) for 3,000 mbf of logs (44,000 41,000) which
is considerably lower than the $330,000 (mbf x
$110) current cost of logs.

As shown in the preceding example, a sub-
stantial decline in the volume of logs usually pro-
duces significantly higher profits that certain read-
ers of financial statements regard as "artificial".
(Disclosure of the effect of LIFO liquidations on
results of operations is discussed later in this
monograph). Moreover, income taxes probably are
due on such profits. Such additional tax liability
could come at an inopportune time, although the
company realized benefits from improved cash
flow due to such an inventory liquidation.

Also, as illustrated by this example, one of the
major concerns facing a company using LIFO is to
manage inventory levels to prevent liquidation of
low priced layers at any yearend that will be re-
placed after yearend. IRS Regs. §1.472-2(d) stat
that a liquidation in volume is permanent. Restora!



tion to normal volume must be treated as a new
increment and priced at current costs in the year
of replacement for both income tax and financial
reporting purposes.

LIFO INVENTORY POOLS

The inventory group or groups into which items
are classified when making LIFO computations
are referred to as LIFO inventory pools.

IRS Regs §1.472-1(d) for the specific goods
method state that inventory items may be included
in the same pool only if they are of like kind. Sepa-
rate pools must be established for dissimilar raw
materials. One method available for a forest prod-
ucts company to pool dissimilar products using the
specific goods method is to have a common pool
for all wood content or paper content in inventor-
ies using the raw materials content method. Under
this method, the wood content of logs, lumber,
plywood, veneer, chips, etc. or paper content of
roll stock, sheets, containers, tissue products, etc.
is computed as of the end of the year regardless of
the product mix. An example of this follows.
Example 2:

Company X had the following inventory quanti-
ties at yearend:

Logs 2,000 mbf
Plywood 1,120 mbf 3/8" basis
Lumber 1,500 mbf

During the year its sawmill had a 1.25 overrun
and its plywood plant had a 2.80 recovery ratio.
The wood content of its inventory is computed
using the specific goods, raw materials content
pool method:

Logs 2,000 mbf
Plywood 1,120 2.80 = 400 mbf
Lumber 1,500 1.25 = 1,200 mbf

Total wood content 3,600 mbf

As shown in the above example, this method
provides the company with more flexibility in man-
aging inventory quantities than the specific goods
multiple pool method (i.e. the fewer number of
pools, the less chance for a liquidation) but with
less flexibility than the dollar value, single pool
method discussed below. Also, in this situation,
the company may be able to elect to have LIFO
pools for their labor component and overhead
components of their inventory.

The dollar value pool IRS Regs adopted in
1961 permit the concept of a "natural business
nit" in adopting dollar value pools. IRS Regs

§1.472-8(b)(1) state that the natural business unit
ordinarily consists of the entire productive activity
of the enterprise within one product line or within
two or more related product lines. Whether a for-
est products company is comprised of more than
one natural business unit is a matter to be deter-
mined based on the facts of each circumstance.
Considerations in the determination of one or
more natural business units include (1) geographic
location, (2) natural business divisions and units
for internal reporting purposes, (3) the existence
of separate and distinct production facilities and
processes and (4) use of separate profit and loss
records regarding each operation.

A multiproduct, multilocation forest products
company could elect to have all its plywood opera-
tions regardless of location in one pool and its
other operations (such as lumber, particleboard
and pulp and paper) in separate pools. Or it could
elect to have each natural reporting unit in separ-
ate pools. One primary advantage of single prod-
uct pools for a multilocation company is that it
reduces the number of computations required at
yearend.

A company with more than one business unit
can select the units for which LIFO will be used.
However, the IRS has reserved the right to re-
quire a use of LIFO for goods not elected if in-

come would be more clearly reflected. The IRS
normally exercises this right only to prevent the
shifting of income through intracompany transfers
of goods.

The IRS Regs for dollar value LIFO permit the
use of multiple pools in certain circumstances.
These rules are very detailed, and other than for
large multiproduct, multilocation forest products
companies would not have much applicability.

SPECIFIC GOODS AND DOLLAR VALUE
METHODS

The two basic methods of computing LIFO in-
ventory values are the "specific goods" and the
"dollar value" methods. The major difference in
these methods is in how inventory quantities are
measured.

Under the specific goods method, inventory
quantities are measured in terms of physical units
(mbf, tons, bdu) of individual items. Although
closely similar items may be included in the same
LIFO pool, in practice the specific goods method
results in a separate LIFO pool for each major
product (logs, lumber, plywood, paper, etc.) in the
inventory, It is not uncommon for the quantity of

3



goods in one pool to rise considerably, requiring
valuation at current prices for the increase, while
another pool is correspondingly liquidated. Thus,
the specific goods method with its proliferation of
pools is likely to produce unwanted liquidations
and consequent loss of LIFO benefits in the long
run. Example 1 is an illustration of the specific
goods method.

Under the dollar value method, inventory quan-
titles are measured in terms of equivalent dollars
at a fixed price level. The dollars used for measur-
ing purposes are obtained as a part of the compu-
tational method used and are quantified in units
of base dollars. Thus, a change in mix of the in-
ventory items during the period will not alter the
LIFO value of an inventory if the items, priced at
base costs, were equal in total at the beginning
and ending of a recording period. This is shown in
the following example.

Example 3:
Beginning of Year

Quantity Base Cost LIFO
Item (mbf) (per M) Value

Logs 2,000 $ 90 $180,000
Plywood 500 150 75,000

Lumber 1,000 180 180,000

$435,000

End of Year

Logs 3,000 $ 90 $270,000
Plywood 500 150 75,000

Lumber 500 180 90,000

$435,000

In this example, no change in the LIFO value
of $435,000 occurred even though the volume of
logs increased and the volume of lumber de-
creased during the year.

METHODS FOR COMPUTING
INCREMENTS

Three principal methods are permitted by
§1.472-2(d) of the IRS Regs for computing an-
nual LIFO increments for specific goods pools and
for computing current costs for dollar value LIFO
pools. These methods are LIFO (earliest) cost,
FIFO (latest) cost and average cost. The applica-
tion of each method is illustrated in the following
example.
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Example 4:
Company S has one plywood plant. Produc-

tion and production costs, after elimination of in-
tracompany log transfer price profits for the year,
were:

Month Volume mbf Cost per M

January 13,000 $150
February 12,500 152
March-October 109,100 156
November 13,100 159
December 12,300 160

Total 160,000 $156

Company S's plywood inventory was 12,000
mbf at the beginning of the year and 13,500 mbf
at the end of the year. Under the specific goods
method, the 1,500 mbf LIFO increment is com-
puted for each of the three cost methods as
follows:

Cost Method Units mbf Per M Amount

LIFO 1,500 $150 $225,000
FIFO 1,500 160 240,000
Average 1,500 156 234,000

Under the dollar value pool method, the cur-
rent year's cost for the 13,500 mbf of plywood in
the ending inventory is computed for each of the
three cost methods as follows:

Current
Cost Year Cost

Method Units mbf Per M Amount

LIFO (earliest) 13,000 $150 $1,950,000
500 152 76,000

Total 13,500 $150.07 $2,026,000

FIFO (latest) 12,300 $160 $1,968,000
1,200 159 190,800

Total 13,500 $159.91 $2,158,800

Average 13,500 $156 $2,106,000

This example indicates that in periods of rising
costs the maximum tax benefit can be attained by
choosing the LIFO cost method for determining
annual increments and current costs.

METHODS OF COMPUTING LIFO
VALUES FOR DOLLAR VALUE POOLS

The LIFO values for dollar value pools may be
computed using one of four methods: (1) double
extension method, (2) index method, (3) linil



chain method and (4) retail method. The retail
method has little applicability to forest products
companies and will not be discussed in this mono-
graph. IRS Regs §1.472-8(e)(1) indicate that a tax-
payer may only use the double extension method
for computing the base year and current year cost
of a dollar value inventory pool unless the use of
such method is impractical because of technolog-
ical changes, the extensive variety of items or ex-
treme fluctuation in the variety of items.

Double Extension Method

Under the double extension method, the quan-
tity of each item in the pool at the close of the
year is extended at both base year unit cost and
current year unit cost. IRS Regs §1.472-8(e) pro-
vide that the base year unit cost must be main-
tained permanently, regardless of the method of
computing LIFO values. These IRS Regs also pro-
vide guidelines for computing base year prices for
new products.

After the extensions of the yearend units
times the base year and current year unit costs
have been made, the extensions are totaled. If the
total of the extension of the yearend base year

Item

costs is greater than the beginning of the year
amount, the ratio of current year costs and the
base year costs is computed. The amount of the
current year base increase in cost then is multi-
plied by this ratio to determine the addition to the
LIFO value for the current year increment. The
following example illustrates these computations.

Example 5:
Company F elected to use the dollar value sin-

gle pool method of valuing LIFO inventories ef-
fective January 1, 1972. Their computations are
made using the double extension method. A sum-
mary of the LIFO valuation at December 31, 1977
follows:

Layer Base LIFO
Year Cost Ratio Value

Base 1/1/72 $3,750,000 100.0 $3,750,000
1972 250,000 103.5 258,750
1974 100,000 106.0 106,000
1976 50,000 110.0 55,000

$4,150,000 $4,169,750

December 31, 1978 inventories were as follows:

At Base Year Cost At Current Year Cost

Unit Per Unit Amount Per Unit Amount

Logs 2,000 $ 85
Plywood 500 140
All Others * *

$ 170,000 $102 $ 204,000
70,000 160 80,000

3,970,000 * 4,768,000

$4,210,000

Current year ratio 120.0 ($5,052,000 $4,210,000)
* Details not provided; computed individually in the same manner as logs and plywood.

The LIFO value at December 31, 1978 is
$4,241,750 computed as follows:

Layer Base . LIFO
Year Cost Ratio Value

Base 1/1/72 $3,750,000 100.0 $3,750,000
1972 250,000 103.5 258,750
1974 100,000 106.0 106,000
1976 50,000 110.0 55,000
1978 60,000 120.0 72,000

$4,210,000 $4,241,750

$5,052,000

If the extensions of the units in the December
31, 1979 inventory extended at base cost aggre-
gated $4,130,000, the LIFO value at December 31,
1977 would be $4,147,750 computed as follows:

Layer Year Base Cost Ratio LIFO Value

Base 1/1/72 $3,750,000 100.0 $3,750,000
1972 250,000 103.5 258,750
1973 100,000 106.0 106,000
1976 30,000 110.0 33,000

$4,130,000 $4,147,750
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Index Method

As previously stated, an index method might
be permitted if use of the double extension method
is impractical. IRS Regs §1.472-8(e)(1) provide
that an index may be computed either by double
extending a representative portion of the inventory
in a pool or by using other sound and consistent
statistical methods. Due to the small number of
items in the normal forest products inventory, the
indexing method normally is not used by forest
products companies. An index method must be
justified and its acceptability cannot be assured.
Therefore, this method should not be used merely
to reduce clerical effort. If an indexing method is
used, the company should compute base costs of
their inventory by developing a ratio of the base
prices to yearend FIFO prices. The yearend in-
ventories priced at FIFO then are divided by this
ratio and the resulting amount is regarded as
equivalent to the extension of items at base prices.
From this point forward, the computations are the
same as the double extension method as shown in
Example 5.

While the indexing procedure eliminates con-
siderable effort, the obvious disadvantage of this
system of determining base value of an inventory
is that the quality of the computations is depend-
ent upon the validity of the sample. Variations in
the actual mix of products from year to year, com-
bined with a fixed mix of items in the sample,

which must be consistent, can produce erratic
results that could be objectionable for financial
reporting purposes.

Link Chain Method

The link chain method represents the ultimate
short cut for valuing a dollar value LIFO inven-
tory pool. The base value of an inventory is de-
termined by use of a cumulative index. Each year
the ratio of total yearend inventory priced at FIFO
costs to the total yearend inventory priced at prior
yearend FIFO cost is computed. The ratio de-
termined for each year is "chained" to the ratios
determined for prior years by multiplying the latest
ratio by the cumulative ratio determined as of the
close of the preceding year.

The closing inventory at FIFO costs then is
divided by the latest cumulative index to arrive at
a presumed cost of the closing inventory at base
period prices. Thereafter, the normal procedures
for identifying increments and liquidations are fol-
lowed. An example of the use of the link chain
method follows.

Example 6:
Company P elected to value their inventories

using the dollar value LIFO single pool method ef-
fective January 1, 1974. Its computations are made
using the link chain method and FIFO costs are
used for valuing annual increments. A summary
of its inventory information as of December 31,
1976 follows.

Total Yearly
Annual Cumulative Inventory Increment LIFO

Layer Year Ratio Ratio at Base Cost at Base Cost Value

(1) (2) (3) (4) (5)=(2)x(4)
Base 1/1/74 100.0 100.0 $6,000,000 $6,000,000 $6,000,000

1974 102.0 102.0 6,100,000 100,000 102,000
1975 103.0 105.0 6,500,000 400,000 420,000
1976 104.0 109.2 7,000,000 500,000 546,000

$7,000,000 $7,068,000

FIFO inventories were $7,644,000 at December
31, 1976 and $10,890,000 at December 31, 1977.
December 31, 1977 inventories at December 31,
1976 FIFO costs were $9,828,000.

At December 31, 1977:
(1) The annual ratio equals 12-31-77 inventories at

FIFO divided by 12-31-77 inventories at 12-31-76
FIFO costs ($10,890,000 $9,828,000) or 110.8.

(2) The cumulative ratio equals 12-31-76 cumulative
ratio times 12-31-77 annual ratio (109.2 x 110.8) or
121.0.

(3) The total inventory at base cost equals 12-31-77
inventory at FIFO cost divided by the 12-31-77
cumulative ratio ($10,890,000 121.0) or $9,000,-
000.

(4) The yearly increment at base cost equals the
12-31-77 total inventory at base cost minus the
12-31-76 total inventory at base cost ($9,000,000 -
$7,000,000) or $2,000,000.

(5) The LIFO value of the 1977 yearly increment
equals the cumulative ratio times the yearly in-
crement at base cost (121.0 x $2,000,000) or
$2,420,000.



Thus, the 1977 layer year line in the above table would be:

Total Yearly
Annual Cumulative Inventory Increment LIFO

Layer Year Ratio Ratio at Base Cost at Base Cost Value

(1) (2) (3) (4) (5)=(2)x(4)
1977 110.8 121.0 $9,000,000 $2,000,000 $2,420,000

Prior year totals from above 7,000,000 7,068,000

Total at December 31, 1977 $9,000,000 $9,488,000

To price an increment under the link chain
method using other than FIFO costs for valuing
increments, an additional annual index must be
computed to measure the price change to the
level of LIFO (earliest) cost or average cost for the
computation year. This measurement usually is
based on price movement from the beginning of
the year. The index for the increment is then
chained to the same cumulative index as illus-
trated above.

When using the link chain method, it is impor-
tant to realize that the yearend inventory must be
priced at both current yearend and prior yearend
costs to develop the cumulative ratio necessary
to convert the inventory to base dollars rather than
pricing the current yearend inventory at the base
dollar price. The major advantage of the link chain
method is that base costs do not have to be calcu-
lated when new products are developed. Although
technically this method can be used for valuing
any inventory where justified, the IRS currently
interprets justification to be instances where in-
ventory consists of many thousands of items fre-
quently changing such that double pricing back to
the base price is impractical.

The link chain method simplifies the calcula-
tion for LIFO inventory calculations for labor and
overhead components of inventory where com-
panies have selected to have a common pool for
all wood content in their inventories.

A shortcoming a company should be aware of
before electing the link chain method is that be-
cause of mix changes, even when full double ex-
tension is used, the method may not produce a

wholly accurate reflection of price changes from
the base. Obviously, if sampling techniques are
used to determine the ratio, the same disadvan-
tages previously discussed under the index
method apply equally to the link chain method.

LIFO AND SECTION 631(a)

The current interpretation of the IRS Regs that
requires taxpayers using the LIFO method for in-
ventory valuation to compute LIFO inventory costs
on the same basis for both tax and financial re-
porting does not require taxpayers to consider
Section 631(a) timber values when valuing inven-
tories for financial purposes. However, taxpayers
electing Section 631(a) must substitute Section
631(a) timber values for timber cost amounts when
computing their inventories for tax purposes, re-
gardless of the inventory valuation method the
taxpayer selects. Accordingly, forest products
companies using the LIFO method must make a
supplemental calculation for determining the
amount of the Section 631(a) gain to be considered
for the wood content in their inventories.

This concept can be illustrated more simply by
expanding Example 1 as follows.

Example 7:

Company A has elected to value its log inven-
tories using the specific goods, LIFO method. In
addition, they have elected the alternative method
of computing taxes as provided in Section 631(a).
Log inventories at December 31, 1977 consisted of
42,500 mbf valued as follows:

Cost Plus LIFO
Quantity Cost Per LIFO 631(a) Gain Value

Layer Year (mbf) M Value Per M for Taxes

Base 1/1/59 40,000 $25 $1,000,000 $30 $1,200,000
1969 2,000 45 90,000 55 110,000
1976 500 90 45,000 170 85,000

42,500 $1,135,000 $1,395,000
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During 1978, Company A harvested 100,000
mbf of timber having a book cost of $23.75 that
was eligible for Section 631(a) treatment. The Sec-
tion 631(a) fair market value for this timber was
$225 per M. Timber harvested and logs purchased
during 1978 totaled 175,000 mbf with a total cost
of $18,375,000. Company A uses the average cost
method for computing annual LIFO increments
and assumes that the mix of qualifying and non-
qualifying timber harvested and logs purchased
during the year was the same as the mix in the
ending log inventory of 44,000 mbf.

Thus, for financial purposes, the 1978 incre-
ment of 1,500 mbf (44,000 - 42,500) would be
valued at $105 per M ($18,375,000 175,000). Cost

plus 631(a) gain per M would be computed as
follows:

Total log costs for the year $18,375,000

Lesscost of timber eligible
for Section 631(a) gains-
100,000 mbf at $23.75 (2,375,000)

Add FMV of timber eligible
for Section 631(a) gains-
100,000 mbf @ 225 per M 22,500,000

$38,500,000

Divided by total timber
harvested and logs purchased 175,000 mbf

Cost plus 631(a) gain per M $220

Therefore, the December 31, 1978 log inventories would be valued as follows:

Layer Year
Quantity

(mbf)
Cost

Per M
LIFO
Value

Cost Plus
631(a) Gain

Per M

LIFO
Value

for Taxes

Base 1/1/59 40,000 $25 $1,000,000 $30 $1,200,000
1969 2,000 45 90,000 55 110,000
1976 500 90 45,000 170 85,000
1978 1,500 105 157,500 220 330,000

44,000 $1,292,500 $1,725,000

As a result, log inventories for tax purposes
would be $432,500 ($1 ,725,000-$1 ,292,500) greater
than financial inventories and taxable income for
1978 would be $172,500 ($432,500 - ($1,395,000-
$1,135,000)) higher than financial income as a re-
sult of the 631(a) gains in log inventories. This
results in a timing difference that must be appro-
priately considered in accordance with APB Opin-
ion No. 11 when computing Company A's tax
provision for 1978.

Forest products companies also must con-
sider the relationship between the company's or-
dinary income and Section 631 gains when de-
termining whether or not to use the LIFO method
of inventory valuation. A company anticipating
that future capital gains will approximate or ex-
ceed total taxable income generally should not
change to the LIFO method unless other tax plan-
ning alternatives which will increase taxable in-
come are available. In most cases, the alternative
capital gains tax computation would not change
the amount of tax and the use of LIFO would re-
duce ordinary income without providing any tax
reduction.

LIFO AND FINANCIAL REPORTING

Internal Operating Statements

Most forest products companies that have
elected the LIFO method of inventory valuation
prepare departmental, product or plant operating
statements using the average, FIFO or standard
cost methods of inventory valuation for internal re-
porting purposes. They make appropriate adjust-
ments to reflect LIFO costs for external reporting
purposes. In a recent IRS proposed regulation
(discussed in more detail in a later section), the
IRS has stated that internal management reports
need not conform to the LIFO method.

Interim Reporting

The use of the LIFO inventory valuation method
as compared to other methods of valuing inven-
tories in the forest products industry, has two ad-
ditional unknowns that may affect interim report-
ing: (1) the rate of change in unit cost for the year
and (2) the quantity level of inventories at yearend



If costs increase significantly during the year,
there normally is a more negative impact on oper-
ating income than if costs remain relatively con-
stant. Increases in the quantities of inventory
normally will result in a larger variance between
LIFO costs and costs used in the operating state-
ments than if inventory levels remain relatively
constant.

Therefore, to avoid yearend surprises, financial
management of forest products companies using
the LIFO method must make periodic LIFO calcu-
lations to determine the impact that the difference
between average costs and LIFO costs has made
on the operating profits for the year. Companies
making quarterly reports to shareholders and
other interested third parties should compute the
difference between LIFO and average costs on a
quarterly basis. Since the LIFO calculation is
based on annual determinations, interim calcula-
tions must be made using a great deal of judg-
ment. Several methods are used to make interim
LIFO calculations, but the most common are the
annual method and the quarterly method.

Under the annual method, an estimate of the
total LIFO effect for the year is spread or appor-
tioned among the quarters based on a ratio of the
actual sales volume to date or dollar amount of
cost of sales to the corresponding estimated
amounts for the year. This method tends to result
in an allocation of inventory costs to periods when
the inventory is sold. Obviously, the method re-
quires numerous judgmental decisions in the an-
nual estimate and the interim charge to operation
must be calculated on the best known information
regarding cost levels, inventory quantities, future
availability of raw materials and sales volume at
the end of each reporting period.

Under the quarterly method, the LIFO inven-
tory is calculated at the end of each quarter as if
that quarter was the end of the fiscal year. This
method may apportion the LIFO effect to periods
other than when the product is sold. Since forest
products inventories, especially logs, can fluctuate
greatly from quarter to quarter, it is appropriate to
provide replacement reserves as required by APB
Opinion No. 28 for interim LIFO liquidations that
are expected to be replaced by yearend.

LIFO Liquidations

Because of shortages in goods or changes in
market conditions, some companies using the

inventory method may be forced to liquidate
a portion of their inventory base. A yearend re-
placement reserve for temporary liquidations of

LIFO inventories is not permitted by the IRS or
generally accepted accounting principles.

Material gains from liquidations of the LIFO
inventory base should be clearly disclosed in the
financial statements. The disclosure that is cur-
rently permitted by the IRS can include an explan-
atory statement describing the inventory methods
utilized, the type(s) of raw materials or commodi-
ties purchased and/or an explanation of the eco-
nomic conditions that resulted in the liquidation
of LIFO inventory layers. Disclosure in a footnote
to the financial statements similar to the following
is acceptable to the IRS (Rev. Proc. 77-33).

During 19X1 the inventory quantities were reduced.
This reduction resulted in a liquidation of LIFO in-
ventory quantities carried at lower costs prevailing
in prior years as compared with the cost of 19X1
purchases, the effect of which decreased cost of
goods sold by approximately $XXX and increased
net income by approximately $XXX or $X per share.

In permitting this disclosure, the IRS has indi-
cated that the computations made to determine
the income effect of a penetration of a LIFO layer
must be made on the same basis employed by the
taxpayer in actually valuing its LIFO increments.
For example, if the taxpayer values inventory in-
crements using the average cost method, he also
must use this method to determine the effect on
income as a result of the penetration for purposes
of the financial statement footnote.

Other Financial Statement Disclosures

Securities and Exchange Commission Regula-
tions S-X 5-02(3)(c) requires registrants using the
LIFO method of inventory valuation to disclose,
where material, the excess of replacement cost or
current cost over stated LIFO value. Since this in-
formation permits the readers of financial state-
ments to calculate the effect of LIFO on operating
income, most companies, including many non-
SEC registrants, include this information in the
footnotes to their financial statements for the be-
ginning and ending inventories for each year of
income presented. An example of such footnote
disclosure is as follows:

If the company had used the lower of first-in, first-
out (FIFO) or market method of inventory valuation,
inventories would have been $X, $Y and $Z higher
than reported at December 31, 19X1, 19X2 and
1 9X3, respectively.

Obviously, when making the above calcula-
tion, intercompany profits must be eliminated and
yearend market/cost relationships considered.
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The IRS (Rev. Proc. 72-29) requires companies
that have LIFO inventories acquired in a business
combination, recorded as a statutory merger for
federal income tax purposes and a purchase for
financial accounting purposes and where the ap-
plication of the principles of APB Opinion No. 16
results in a difference for any taxable years be-
tween the taxable income for federal income tax
purposes and net income for financial accounting
purposes due to the use of the LIFO inventory
method by the acquiring company, to disclose this
difference in its financial statements and in its
federal income tax return. This disclosure also is
required in any taxable year in which compliance
with APB Opinion No. 16 results in a difference be-
tween the LIFO inventories reflected in the bal-
ance sheet for federal income tax purposes and
financial accounting purposes. The disclosure in
the financial statements and in the federal income
tax returns may be in the form of a footnote or a
separate schedule, but must explain the amount
of and the reason for the variance in the LIFO in-
ventories. These disclosure requirements apply to
all taxable years in which the above differences
occur, regardless of the year of acquisition, and
regardless of the materiality of such differences
for financial statement purposes.

In addition, generally accepted accounting
principles require disclosure of the cost method
used for stating inventories.

IRS Position Regarding LIFO Disclosures

In July 1979, the IRS (Proposed Regs, Fed.
Reg. Vol. 44, No. 141 p. 42717) proposed to amend
its regulations applicable to the financial state-
ment conformity requirements of taxpayers who
have elected to use the LIFO inventory method.
Prior to this proposal, taxpayers who elected the
LIFO method for tax purposes could not use any
other inventory method for reporting income, profit
or loss in credit statements or financial reports to
shareholders, partners, other proprietors or bene-
ficiaries. The proposed amendments, however,
would permit the disclosure of profit or loss using
another method if made as a supplement to or
explanation of the taxpayer's "primary presenta-
tion in financial statements of income. . .".

The permitted supplemental disclosure can
be made in footnotes, schedules and other ap-
pendices to the basic financial statements, but
cannot be made parenthetically or otherwise on
the face of the income statement. The supplemen-
tal disclosures also can be made in news releases,
letters to shareholders, letters to creditors or other
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reports, but only if it is clearly identified as supple-
mental to the company's primary presentation of
income and if the information (e.g., cost of goods
sold, net income or earnings per share) also i

reported using the LIFO method in the news re-
lease, letter or other report.

For financial statement inventory valuation
purposes under LIFO, the proposed amendments
would permit the use of market value in lieu of
cost where market is less than the LIFO cost of
inventory items. This is a change from existing
regulations under which a taxpayer is deemed to
have violated the LIFO conformity requirements if
he provides certain reserves against the LIFO
costs to reduce the carrying value of excess in-
ventories, even if only for financial reporting pur-
poses. In many situations, however, it may be
difficult to conclude that market is below LIFO
cost.

Some questions regarding the acceptability of
certain supplemental disclosures remain unan-
swered. The Chief Accountant of the SEC has indi-
cated that it may not be appropriate for a public
company that uses LIFO to supplementally dis-
close earnings per share that would have resulted
if the FIFO method had been used.

Final regulations, if adopted, will apply to all
taxable years beginning after December 31, 1953,
except that the proposed regulations regarding
supplemental disclosure apply only to reports is-
sued after July 17, 1979. Furthermore, the IRS has
indicated that a taxpayer may rely on the proposed
amendments in making disclosures in financial
statements or other reports pending the adoption
of final rules. If final regulations are more restric-
tive than those proposed, they will be effective
only after they are adopted.

Prior to the issuance of the proposal described
above, the IRS issued a series of rulings that out-
lined the allowable financial statement disclosures.
These rulings generally were more restrictive than
the current proposal.

TAX CONSIDERATIONS
WHEN CHANGING TO LIFO

Unlike FIFO, which typically is used in combi-
nation with the lower of cost or market conven-
tion, the LIFO method of inventory valuation is
solely a cost method for tax purposes (IRS Regs.
§1.472-2(b)). To properly initiate a beginning in-
ventory on the LIFO (cost) method, it is necessary
to restore any writedowns made to the closing
inventory of the preceeding year. Because an in-



creased tax basis for writedowns restored to in-
ventory is effected, the IRS requires that income
ax be paid on the increase. This payment be-

!iomes due in a lump sum. In some cases this re-
quirement may significantly offset the benefits
anticipated from LIFO.

Generally accepted accounting principles re-
quire inventories to be priced at cost or market,
whichever is lower (ARB 43 Chap. 4). This sub-
ject is discussed further in the next section of this
monograph. In Rev. Rul. 77-50 the IRS concluded
that a taxpayer is not required to restore certain
lower of cost or market writedowns made to the
initial LIFO inventory for financial reporting pur-
poses, and may continue to value its LIFO inven-
tory at the lower of cost or market for financial
reporting purposes.

Due to the technical nature of the LIFO IRS
Regs and the various other matters that must be
considered when making LIFO electionssuch as
prior reserves, number and types of pools and in-
crement costing methodscompetent tax advice
should be obtained prior to filing the election.

NET REAUZABLE VALUE AND LIFO
Under generally accepted accounting pririci-

les, inventories on a LIFO basis must be reduced
to the lower of cost or market, as contrasted to the
LIFO costs definition for tax purposes. After the
initial year of using LIFO, this normally ceases to
be a problem as the spread widens between the
low LIFO base cost and the net realizable value.
However, in the first few years after LIFO adop-
tion, the relationships of yearend LIFO costs and
market must be evaluated closely.

The application of the lower of cost or market
accounting principle is no different for inventories
valued at LIFO than for inventories valued using
other cost methods. Forest products companies
usually compute market value by pricing their
inventories on an item-by-item basis at the current
market prices by grade and species and reducing
the sum of such extensions by sales discounts,
shipping costs and selling costs and, in the case
of unfinished products, the current production
costs to bring the unfinished product to a finished
state. This "net realizable value" (NRV) then is
compared with the LIFO cost to determine if a
market writedown is required. Such comparisons
are relatively easy if the specific goods or single
product dollar value methods are used since such

ethods provide the total LIFO costs by product
or comparison with the products net realizable

value. The comparison of costs and net realizable
value should be made on a product-by-product
basis rather than comparing net realizable value
for all items in the inventory with the total LIFO
cost as shown in the following example.

Example 8:
Company L uses a specific goods LIFO inven-

tory valuation method for each of its products. A
summary of LIFO costs and NRV for each of its
product pools at December 31, 19X1 is as follows:

Specific Goods LIFO
LIFO Pool Cost NRV

Logs $2,200,000 $3,100,000
Lumber 1,300,000 1,100,000
Veneer 400,000 450,000
Plywood 850,000 1,050,000

Total inventories $4,750,000 $5,700,000

In this example, a $200,000 market reserve is
required for lumber since the net realizable value
of that product is less than its LIFO cost, even
though the tota' LIFO cost for all inventories is less
than the total net realizable value.

The application of the lower of cost or market
principle is no different in this example than if
FIFO costs were used; the comparison of cost and
market should be made at the lowest point where
the cost and NRV methodology produce compar-
able results. For instance, if a company prices
finished lumber using separate FIFO costs for
each specie, the NRV comparison should be made
by specie. However, if a similar company prices
finished lumber using an average cost for all lum-
ber regardless of grade or specie, the cost/NRV
comparison should be made by comparing total
finished lumber costs with total finished lumber
NRV.

Companies using multiple product dollar pools
are not able to make these comparisons without
making certain assumptions since the LIFO cost
for each product loses its identity in such LIFO
pools. As illustrated by Example 5, it is impossible
to assign LIFO costs at December 31, 1978 to
logs, plywood or the other products without mak-
ing certain assumptions. There are several theo-
ries as to the methodology of making the dollar
value LIFO costs/NRV comparison. The more
common methods are:

A. The "problem" inventory should be the first to be
liquidated; therefore, it is in the highest priced
LIFO layer or layers.
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B. Since the inventory items included in a dollar value
multiple product pool lose their cost per unit
identity, cost should be determined by the rela-
tionship of total base cost and total LIFO value.

C. The only comparison that should be made is to
compare total LIFO costs with total NRV value of
all items in the inventory.

D. Determine the reason for any inventory buildup
and, if considered temporary, test its LIFO cost/
NRV value relationship at the highest LIFO cost
increment or increments. After this comparison
has been made, the base cost and LIFO value for
the items included in the inventory buildup should
be deducted from the total LIFO computation and
the balance of the items tested using methods A
or B above.

The valuation reserves to reduce LIFO inven-
tories to NRV discussed in this section are for
financial purposes only. Even though these re-
serves are computed based on current interpreta-
tions of the IRS Regs for taxpayers using inven-
tory valuation method other than LIFO, for tax pur-
poses, LIFO is a cost method as opposed to a
lower of cost or market method. Accordingly, such
reserves are not an allowable deduction in de-
termining taxable income or loss. Such valuation
reserves are permitted by the IRS for financial re-
porting purposes according to the July 1979 pro-
posal discussed in a previous section; however,
prior to the issuance of that proposal some uncer-
tainty existed as to whether or not such valuation
reserves would jeopardize a taxpayer's LIFO
election.

There is no authoritative generally accepted
accounting principle to answer the question of
whether financial reporting valuation reserves to
reduce LIFO inventories to NRV (1) can be re-
versed to income in subsequent years if no longer
required, or (2) become the LIFO cost which
would be carried forward until the applicable
LIFO layer is eroded. Advocates of the second
position cite footnote (2) to ARB 43, Chapter 4,
Statement 3, which states "In the case of goods

which have been written down below cost at the
close of a fiscal period, such reduced amount is
to be considered the cost for subsequent account-
ing periods", and the related objection of a mem
ber of the AICPA Committee that issued ARB 43,
Chapter 4, as support for their position. Support-
ers of the first position believe that the reserve
should flow into income during the same period as
the related product in order to properly match
cost and revenue.

CONCLUSION

The LIFO inventory valuation method can be
used for most items in the inventories of a forest
products company. LIFO's principal benefit is that
it reduces the effect of inflation during periods of
rising costs and, therefore, results in lower in-
come taxes. However, it also results in lower re-
ported earnings.

The dollar value, single pool method generally
provides the most flexibility for avoiding an unde-
sired liquidation of a LIFO layer due to a tempo-
rary reduction in inventory levels as the more LIFO
pools a company has, the greater the chance is
for a liquidation. LIFO computations generally are
more complex and voluminous than computation
using other inventory valuation methods. There
fore, they may require additional records and
clerical efforts. However, the annual costs and
time requirements for maintaining the LIFO rec-
ords should not be the major consideration in
deciding whether or not to adopt LIFO, because if
LIFO is properly studied and implemented, the
significant costs occur when LIFO is first adopted.
Since the use of the LIFO method is related to
complex income tax regulations, competent tax
advice should be obtained before adopting LIFO
and when changes occur in the nature of the
company's operations.
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