THE LIFO COALITION

June 6, 2012

Mr. Jeffrey D. Zeints

Acting Director

Office of Management and Budget
Washington, D.C. 20503

Dear Mr. Zeints:

On January 2%, a bi-partisan group of 22 Members of the HousRefresentatives sent a letter
to President Obama urging that LIFO repeal nonbkided in the Administration’s Fiscal Year
2013 Budget. On April™®, you responded to the letter from the MembersaigZess on behalf
of the Obama Administration.

The LIFO Coalition, a coalition of more than 12Ghess organizations and trade associations,
was provided a copy of both the letter to the Fiexdi and your response on his behalf.

The Coalition has prepared a detailed respondeetpdints you raised in your letter to the
Members of Congress.

Please find enclosed the LIFO Coalition’s respdnsgur letter with a list of the members of
the coalition, a copy of your letter to the Membef€ongress, and a copy of their original letter
to the President.

Sincerely,

%/OA»_ Wast

Jade West, Senior Vice President-Government Rakatio
National Association of Wholesaler-Distributors
Executive Secretariat, The LIFO Coalition

Enclosures:
1. Coalition response and membership list (pety&f)
2. OMB Letter to Members of Congress (page 1)1-12
3. Members of Congress letter to the Presideagi¢s 13-15)

cc: Honorable Timothy F. Geithner
Secretary
U.S. Department of the Treasury
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June 2012

LIFO Coalition Response to the Administration’s Prgposal to Repeal the

Last-in, First-out (LIFO) Inventory Method

Executive Summary

LIFO has been permitted in the tax code since 183&n accepted general
accounting principle, and is used by millions ofnganies in a wide range of industries.
Repeal of LIFO would have a major damaging imparctie U.S. economy and job
creation, particularly among small and mid-sizedimesses, and most of the revenue
that would be generated by LIFO repeal would benftbe “recapture tax” — an
unprecedented retroactive tax increase.

In January, a bi-partisan group of 22 Members aid@tess sent a letter to
President Obama urging the Administration to exelugpeal of LIFO from its Fiscal
Year 2013 Budget. On April'? the Office of Management and Budget (OMB)
responded to the Congressional letter, rejectieg tequest and defending the proposal
to repeal LIFO on three separate grounds.

The LIFO Coalition believes that the three argursenitlined by OMB for the
Administration’s proposal fail to justify repeal tife LIFO method.

OMB: The LIFO inventory method provides unwarranted aafef income taxes for
taxpayers experiencing increasing costs in theremtories.

Coalition response: The LIFO method simply recognizes the reality thfationary
gains should not be taxed until the benefits froose gains are permanently withdrawn
from the business. In order for a business settiegchandise to remain in operation,
that business must consistently reinvest the gt it earns from the sale of
merchandise in order to replenish the merchanteehtas been sold. When costs
increase due to inflation, the business must in@estver increasing amount of capital
simply to maintain the status quo. If the busimasst pay taxes currently on that
inflationary income, it would have to either acguadditional capital in order to maintain
existing inventory levels, or shrink the level gfepations and thereby reduce
employment, so as to be able to afford the addititaxes.



OMB: LIFO repeal would simplify the Internal Revenue Ebg eliminating a complex
and burdensome accounting method that has beesotiree of tax controversies.

Coalition response: Any complexities or burdens under the LIFO methadenh
generally been eliminated. When LIFO was initi@tjopted by Congress over 70 years
ago, there were a number of complexities and uaicekts about the way that the LIFO
method operated. However, approximately 30 yegos the IRS made a concerted effort
to simplify the most complicated aspect of LIFOgesgpermitting taxpayers to use
standardized industry-wide statistics to compugeitifiation in their inventories. The
adoption of this method transformed the LIFO caltioh process into a relatively
formulaic process.

In fact, the Administration’s default method, ftist first-out (FIFO), is the basis for
LIFO calculations. Moreover, FIFO and LIFO serlie same function — most closely
matching the cost of goods sold with the cost pfasement inventory — so eliminating
LIFO would force companies which use it into a digntaged position vis a vis
companies for which FIFO is the more economicatigrapriate method.

OMB: TheLIFO Method is an Impediment to the Adoption dR&-in the U.S.

Coalition response: The presence of LIFO as a proper method of invgntaluation is
not having the slightest effect on the adoptiohF&tS in the U.S. All recent news
reports indicate that the SEC is leaning toward$adorsement” model under which the
U.S. would continue to evaluate what accountinggples would be acceptable for use
in the financial statements of U.S. issuers. Meeep numerous articles in the financial
press have highlighted far more serious differemegween IFRS and U.S. GAAP than
the treatment of the LIFO method. Finally, if artial decision is made by the SEC to
require or permit IFRS to be used by U.S. issuéfsmancial statements, such a decision
will simply be the beginning of a long process wi®r the two sets of accounting rules
will be brought into closer alignment, and that letionary process does not mean that
the LIFO method will necessarily be prohibited fimancial reporting purposes in the
U.S.

Conclusion: The LIFO Coalition believes that the Administratiohas failed to make

an effective case for LIFO repeal, and that the ational federal revenue that repeal
would generate would be more than offset by theremaic harm that repeal would
cause. The negative impact of LIFO repeal wouldfed by companies of all sizes and
in a wide range of industries. The prospective amdroactive tax increases imposed by
LIFO repeal will take valuable resources away frobusiness operations, investment
and job creationand can be expected to result in the decline otfeg of many

currently viable companies. We strongly urge pglimakers to reject efforts to repeal
this long-standing and widely accepted accountingtmod.
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LIFO Coalition Response to the Administration’s Prgosal to Repeal the

Last-in, First-out (LIFO) Inventory Method

Background: On January 27, 2012, a bi-partisan group of 22 Mambf Congress sent a letter
to President Obama urging the Administration tolwde from its Fiscal Year 2013 Budget
Proposal a proposal to repeal the last-in, firdgt@FO) inventory method, which had been
included in prior budget proposals. The Administra ultimately rejected this request and
included in its Fiscal Year 2013 Budget Proposabraposal to repeal the LIFO inventory
method for federal income tax purposes.

On April 2, 2012, Jeffrey Zients, Acting Directddffice of Management and Budget (OMB),
responded to the January 27, 2012, Congressiottal lend explained the Administration’s
decision. In the letter, OMB defended the Admimigtm’s decision to propose the repeal of the
LIFO inventory method on three separate grounds —

1. The LIFO inventory method provides unwarrantededal of income taxes for
taxpayers experiencing increasing costs in theentories;

2. The repeal of the LIFO method would simplify timternal Revenue Code by
eliminating a complex and burdensome accountinghatethat has been the source of
tax controversies in the past; and

3. The repeal of the LIFO method would remove apdadiment to the adoption of
International Financial Reporting Standards (IFRShe United States by the Securities
and Exchange Commission (SEC).

The LIFO Coalition (the Coalition), which represemtade associations and businesses of every
size and industry sector that employ the LIFO metheas organized in April 2006, when LIFO
repeal was first proposed in the Senate as a reveifiset to fund unrelated policies. Since then,
the Coalition has grown to include more than 120mimers including trade associations
representing a wide swath of American industry -<luding manufacturing, wholesale
distribution and retailing — and companies of a@ks. The Coalition’s mission is to preserve the
option of companies to value their inventories parg to the LIFO method for federal income
tax purposes. A list of the Coalition membersttached to this document, and can be found at
http://www.savelifo.org/pdf/LIFOMemberList.pdf




Coalition’s Position: As discussed in more detail belothhe LIFO Coalition believes that the
three arguments outlined by OMB for the Administnals proposal do not justify repeal of the
LIFO method.

1. The LIFO Method as an Unwarranted Deferral of Taxes

OMB’s assertion that the LIFO method results inumwarranted deferral of income
taxes ignores the fact that the LIFO method has be#uded in the Internal Revenue Code (the
Code) as a permissible method of inventory valuafmr federal income tax purposes since
1939. Moreover, the LIFO method has been a pageokrally accepted accounting principles
(GAAP) in the United States for more than 70 years.

In fact, the LIFO method is widely used as an ey valuation method for both tax
and financial reporting purposes in a wide rangmafistries. According to two separate recent
studies, one by Georgia Institute of Technology #mel other by the American Institute of
Certified Public Accountants, LIFO is used by beewe86% and 40% of businesses in every
industry sector that maintains inventories.

Accordingly, the LIFO method is not an unintendedphole or, in any sense, a tax
expenditure. The LIFO method is based on sound auan principles and operates on the
economic theory that in order for a business sglhimerchandise to remain in operation, the
business must consistently reinvest the profiearhs from the sale of merchandise to replenish
the merchandise that has been sold and/or the raigri@s that are used in the production
process. As a result, unless the business choosgther reduce the level of its operations or
terminate its business altogether, the profits fthenbusiness must be permanently reinvested in
merchandise offered for sale by the business omnaterials used for production.

When a business operates in this type of environ@ed costs increase due to inflation,
the capital investment in the business is place@nneven more precarious state. Thus, a
business must reinvest the same amount of capitl financed the original quantity of
merchandise necessary to maintain the operatiotisedbusiness andhivest an ever increasing
amount of capital simply to maintain the status.gwtile in some abstract sense one might
view the business as having “realized” additiomaome due to the effect of inflation on the
sales prices of the merchandise, the additionainmecresulting from that increased sales revenue
must remain permanently invested in the capitalthef business to preserve the ongoing
business’ operations. If the business must paystaxerently on that inflationary income, the
business will be unable to preserve its ongoingraimns without either locating additional
capital or shrinking the size of its operations.

As a matter of tax policy, the LIFO method recagsi that inflationary gains should not
be taxed until the benefits from those gains arenpaently withdrawn from the business. Under
the LIFO method, the inflation element in a bussgsofits is taxed only when that profit is
permanently withdrawn from the business throughucddns in inventory levels. The tax law
deals with inflation in a number of different wagepending on the type of property involved. In
the case of machinery and equipment, acceleratptedation methods and shorter recovery
periods than the physical life of the machinery anadipment enables a business to replace the
machinery and equipment that wears out with mostlgonachinery and equipment. In the case
of capital assets, preferential rates for capitahg are designed, in part, to compensate for the
fact that a portion of the gain taxed is due todffects of inflation. Similarly, the LIFO method
addresses the effects of inflation on businessitorees.
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LIFO is a necessary and appropriate inventory atadn method under any economic
circumstances. However, given the present busieessronment and the fragility of the
economic recovery, eliminating the LIFO inventorgthod at this time would be particularly
inadvisable. If adopted, this proposal would regiiusinesses to either acquire additional capital
to maintain their existing inventory levels or sikithe level of operations and reduce
employment to afford the additional taxes that wicaadcrue on inflation-induced profits.

In conclusion, the LIFO method addresses the &ffetinflation on inventory and does
not constitute a tax loophole or subsidy. The m&thas a sound economic underpinning and
should be preserved to enable businesses to reitesprofit in inventory that becomes more
costly due to inflation.

2. The Repeal of LIFO Would Facilitate Simplification of the Tax Law

The Coalition also disagrees with OMB’s argumdiat the LIFO method is complex and
repeal would simplify U.S. tax laws.

When the LIFO method was initially adopted by Casg over 70 years ago, there were
a number of complexities and uncertainties about tihee LIFO method operated. Over the past
seven decades, however, a series of court deciaimhdnternal Revenue Service (IRS) rulings
have addressed these issues.

One of the most complex aspects of the LIFO methad the computation procedure
that a taxpayer must use to compute inflation, ia&taxpayer's method of computing its LIFO
price index. Approximately 30 years ago, IRS isstegllations to simplify this aspect of the
LIFO calculations. These rules, issued in 198lgvaltaxpayers to elect to use standardized,
industry-wide statistics as a basis for computimg inflation. This simplified index method is
referred to as the Inventory Price Index Computa(i®|C) and these regulations were further
refined almost ten years ago. The adoption of théthod transformed the LIFO calculation
process into a relatively formulaic process, areluke of this simplified method is widespread
among taxpayers that use LIFO.

As a result, there are very few remaining compiesiand uncertainties under the LIFO
method. In fact, very few rulings issued by the I&R&l with the LIFO method. Similarly, there
have been very few court decisions in the lastyears involving the operation of the LIFO
method.

The LIFO Coalition submits that, at this point, thB=O method has ceased to be a
particularly complex and/or controversial provisionin fact, the Administration’s default
method, first-in, first-out (FIFO) is the basis folFO calculations. Consequently, eliminating
LIFO would not eliminate any perceived complexitiedloreover, since FIFO and LIFO serve
the same function — most closely matching the obsfoods sold with the cost of replacement
inventory — eliminating LIFO would place current HOD companies at a competitive
disadvantage as compared to companies for whicl l$Rhe more economically appropriate
method. (In this regard, the Coalition continueshive concerns that the Administration’s
approach remains critical of deferrals associatéth whe use of LIFO when corresponding
deferral opportunities are also integral to the@-Haethod.)



3. The LIFO Method is an Impediment to the Adoption ofIFRS in the U.S.

Similarly, the Coalition does not agree with thdnéinistration that the presence of the
LIFO method in the U.S. tax law, together with te#ect of the financial conformity
requirement for LIFO users, is an impediment to #doption of International Financial
Reporting Standards (IFRS) in the United Stateee DMB reasoning is premised on the fact
that the LIFO method is prohibited by IFRS for fic&l reporting purposes. At the same time,
the “conformity requirement” in the Code requiresnpanies that use LIFO for tax purposes to
use LIFO for financial reporting. Specifically, OMB concerned that the Securities and
Exchange Commission (SEC) will be reluctant to adBRS for issuers of financial statements
regulated by the SEC because that will force uselSRS to discontinue the use of LIFO for tax
purposes.

In reality, however, the presence of LIFO as gpranethod of inventory valuation for
tax purposes, together with the LIFO conformityuiegment, is not having any effect on the
adoption of IFRS in the United States. Based onsneports, the SEC is leaning towards an
“endorsement” model for the adoption of IFRS in theited States. Under an “endorsement”
model, the Financial Accounting Standards Board§BA which currently sets the standards for
Generally Accepted Accounting Principles (GAAP) time United States, would retain its
authoritative role in evaluating what accountinghpiples would be acceptable for use in the
financial statements of U.S. issuers. Thus, rathem adopting IFRS on a wholesale basis, FASB
would evaluate each accounting principle adoptedARS to determine its suitability for U.S.
GAAP. If the accounting principle that is part dfRS is deemed suitable for U.S. GAAP
purposes, FASB would endorse that principle an@tcit as part of U.S. GAAP. In contrast, if
FASB determined that a particular accounting pplecthat is part of IFRS was not suitable for
U.S. GAAP, the FASB would decline to endorse thatgiple and the FASB would adopt its
own separate accounting standard for U.S. GAAP.

It is important to note that the LIFO method wa widely used in Europe and, as a
result, the LIFO method was not included in thé diacceptable inventory valuation methods
under IFRS. However, that does not mean that &@&B~would reach the same conclusion for
U.S. GAAP. In light of the long-standing acceptaaoe broad usage of the LIFO method in the
United States, FASB could conclude the LIFO methbduld continue to be acceptable under
U.S. GAAP, notwithstanding IFRS. In any eventsipremature at this point to predict what the
FASB would do on this issue.

Moreover, the presence of the LIFO method and_tR® conformity requirement in the
Code does not prevent the adoption of IFRS for fircancial reporting purposes. As noted in
numerous articles in the financial press, therdarenore serious differences between IFRS and
U.S. GAAP than the treatment of the LIFO methodanfinitial decision is made by the SEC to
require or permit IFRS to be used by U.S. issuéfmancial statements, the decision will be the
beginning of a long process of aligning two setaafounting rules.

4. Repeal of LIFO Would be an Unprecedented Retrodiwe Tax Increase

Finally, the Coalition does not agree with the Awlistration that a ten-year amortization
period for the recovery of the effects of discouniiny the LIFO method in any sense makes the
LIFO repeal proposal acceptable.



It is important to note that the impact of LIF(peal is not prospective only. Under the
proposal, taxpayers also would be required to tecapnto taxable income the entire benefit
that a taxpayer received from the use of the LIF@hwod over the taxpayer’s entire lifetime, i.e.,
the LIFO reserve. In fact, most of the revenueegated by this proposal comes from its
retroactive effect.

The LIFO Coalition is not aware of any other sesigevenue raising proposal that has
this type of retroactive effect. For example, nopgmsal for the elimination of accelerated
depreciation or the research credit or the mortgaigeest deduction includes a requirement that
taxpayers pay back the taxes that they saved fnenprior use of these methods. No proposal to
increase tax rates on dividends and/or capitalsgeirer suggests that taxpayers pay back the
benefits of reduced rates on those types of inclimpast years.  The proposal to repeal the
LIFO method is the only serious tax proposal thhé TIFO Coalition is aware of that has a
retroactive effect of the magnitude that is contiertgol. Accordingly, while a ten-year
amortization of the effect of repeal of the LIFOthmd might otherwise seem reasonable, it in
no way compensates for the double-barreled effecemeal of LIFO for the future combined
with repayment of the benefits of LIFO from the fpas

Conclusion

As outlined above, the Coalition believes that Aldeninistration has failed to make an effective
case for LIFO repeal, and that the additional fadesvenue that repeal would generate would be
more than offset by the economic harm that repealldvcause. The negative impact of LIFO
repeal would be felt by companies of all sizes iana wide range of industries. The prospective
and retroactive tax increases imposed by LIFO rfepéhtake valuable resources away from
business operations, investment and job creatidncan be expected to result in the decline or
failure of many currently viable companies. Wesgly urge policy makers to reject efforts to
repeal this long-standing and widely accepted autog method.
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EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET
WASHINGTON, D.C. 20503

April 2,2012

The Honorable
U.S. House of Representatives
Washington, DC 20515

Dear Representative

Thank you for your letter to the President concerning the Fiscal Year 2013 Budget
proposal to repeal the Last In, First Out (LIFO) accounting method. I am responding on his
behalf, The Administration is committed to a balanced approach to deficit reduction, and
proposed in the Budget a number of measures to close special tax provisions such as LIFO
accounting.

In the Administration’s view, the repeal of the LIFO method of accounting would
eliminate a tax deferral opportunity available lo taxpayers that hold inventories with increasing
costs. In addition, LIFO repeal would simplify the Internal Revenue Code by removing a
complex and burdensome accounting method that has been the source of controversy between
taxpayers and the Internal Revenue Service.

International Financial Reporting Standards do not permit the use of the LIFO method,
and their adoption by the Securities and Exchange Commission would cause violations of the
current LIFO book/tax conformity requirement, Repealing LIFO would remove this possible
impediment to the implementation of these standards in the United States.

The Administration’s proposal would repeal the use of the LIFO inventory accounting
method for Federal income tax purposes. Taxpayers that currently use the LIFO method would
be required to write up their beginning LIFO inventory to its First In, First Out value in the first
taxable year beginning after December 31, 2013. However, this one-time increase in gross
income would be taken into account ratably over 10 years, beginning with the first taxable year
beginning after December 31, 2013.

Thank you again for expressing your concerns about the LIFO proposal in the FY 2013
Budget.

Sincerel

()

Jeffrey D. Zients
Acting Director
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Identical Letter Sent to:

The Honorable Geoff Davis

The Honorable John Yarmuth
The Honorable Mike Thompson
The Honorable Pat Tiberi

The Honorable Richard Neal
The Honorable Peter Roskam
The IHonorable Ron Kind

The Honorable Vern Buchanan
The Honorable Bil Pascrell, Jr.
The Honorable Erik Paulsen

The Honorable Aaron Schock
The Honorable Ben Chandler
The Honorable Jim Metheson
The Honorable Mike Mcintyre
The Honorable Michael H. Michaud
The Honorable Jim Costa

The Honorable Dan Boren

The Honorable Cynthia Lummis
The Honorable Randy Neugebauer
The Honorable Colin Peterson
The Honorable Reid Ribble

The Honorable Cedric Richmond
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