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Inventory valuation is a critical aspect of financial reporting and tax
planning for businesses. When it comes to mergers and acquisitions
(M&A),the choice between the first-in, first-out (FIFO) and last-in, first-out
(LIFO) inventory valuation methods can have a significant impact on the
financial outcome of the transaction. This article explores the key
considerations, advantages, and disadvantages of FIFO and LIFO
inventory valuation, providing guidance for M&A professionals seeking to
optimize tax savings.

FIFO vs. LIFO: An Overview

First-In, First-Out (FIFO)

= Assumes that the first units acquired are sold first.

=  When inventory costs are rising, FIFO results in a higher cost of goods
sold (COGS) and lower ending inventory value.

Last-In, First-Out (LIFO)
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= Assumes that the last units acquired are sold first.

=  When inventory costs are rising, LIFO results in a lower COGS and
higher ending inventory value.

Tax Implications of Inventory Valuation Methods

The choice of inventory valuation method affects the calculation of taxable
income, which has implications for corporate income tax liability.

= FIFO: In periods of rising inventory costs, FIFO leads to higher taxable
income and tax liability.

= LIFO: Conversely, LIFO results in lower taxable income and tax liability
during periods of rising inventory costs.

Tax Savings Considerations

In M&A transactions, the decision of whether to adopt FIFO or LIFO can
influence the tax consequences for both the acquiring and acquired
companies.

Acquiring Company:
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If the acquiring company uses FIFO and the acquired company uses
LIFO, a conversion to FIFO may result in a step-up in the basis of the
acquired inventory, reducing future tax liability.

If the acquired company has substantial LIFO inventory, a conversion
to FIFO may trigger a LIFO recapture tax, increasing the immediate tax
liability.

Acquired Company:

If the acquired company uses FIFO and the acquiring company uses
LIFO, a conversion to LIFO may result in a step-up in the basis of the
acquired inventory, reducing future tax liability.

If the acquiring company has substantial FIFO inventory, a conversion
to LIFO may not provide significant tax benefits and may increase the
future tax liability.

Additional Considerations

Beyond tax implications, other factors to consider when choosing between
FIFO and LIFO include:

Financial Reporting: FIFO is more commonly used for financial
reporting purposes as it provides a more conservative estimate of
inventory value. LIFO can lead to income statement distortions during
periods of inventory price fluctuations.

Inventory Management: FIFO is preferred for companies with high
inventory turnover as it provides a better indication of the current cost
of goods sold. LIFO can be beneficial for companies with long



inventory holding periods as it reduces the impact of inventory price
fluctuations on earnings.

= Industry Practices: Certain industries have established conventions
regarding the use of FIFO or LIFO. For example, the retail industry
typically uses LIFO, while the manufacturing industry often uses FIFO.

Decision-Making Framework

When making a decision between FIFO and LIFO for tax savings in M&A
transactions, professionals should consider the following steps:

1. Analyze Inventory Characteristics: Understand the inventory
composition, holding periods, and projected cost trends.

2. Assess Tax Impact: Determine the potential tax implications of each
inventory valuation method for both the acquiring and acquired
companies.

3. Consider Financial Reporting and Inventory Management:
Evaluate the impact of FIFO and LIFO on financial reporting and
inventory management practices.

4. Consult with Tax Advisor: Seek professional advice from a tax
advisor to tailor a tax-efficient strategy for the specific M&A transaction.

The choice between FIFO and LIFO inventory valuation methods in M&A
transactions requires a thorough analysis of tax implications, financial
reporting considerations, and inventory management practices. By
understanding the advantages and disadvantages of each method, M&A
professionals can make informed decisions that optimize tax savings and



achieve the desired financial outcomes for both the acquiring and acquired

companies.
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