
$-Value LIFO
Intermediate Accounting 2

When a company desires to use LIFO and

has many products, it will use a group method. 

In a group method LIFO is applied once only to

an overall group, even if there are 3,000

products.  This saves much time over the

traditional single-product LIFO approach.  The

single-product approach is applied many times,

once to each specific product.  If there are 3,000

products, then LIFO computations are

performed 3,000 times.  As mentioned before,

the primary advantage of a group method is time savings.  Perhaps some precision is sacrificed, but the

benefit is considered to outweigh the cost by far.

The $-Value LIFO has gained wide acceptance because there are only a few simple steps.  They

are:

(1) Compute the total cost of ending inventory using single product FIFO.  This is fairly

easy to do in today’s computerized environment of inventory management software.

(2) Compute an index value of current cost to base year cost by referring to an industry cost

index at the U.S. Department of Labor Bureau of Labor Statistics.  It is absolutely essential

that a company using $-Value LIFO have a historical record of current-to-base index values

from when it adopted $-Value LIFO until the present.

(3) Convert the FIFO cost of ending inventory to base cost dividing it by the year’s current-

to-base index value.

(4) Determine whether there will be a new layer for the current year, or if prior year

layers need to be reduced or eliminated.  Compare this year’s base cost of ending

inventory to the base cost of ending inventory for last year.  If this year’s base cost is

greater than last year’s, then there will be an additional layer.  If not, reduction of prior year

layers takes place, reducing the most recent layers before older layers.

(5) Multiply the layer for each year by that year’s current-to-base index value.

(6) The cost of ending inventory for the balance sheet (and for cost of goods sold

computations) is the sum of the revalued layers from step five.

 A lengthy example will show how the six step process is applied over time.  Let’s say that ABC

Company in XYZ industry adopts $-Value LIFO in 1999.  On January 1, 1999, ABC has an inventory

carried over from 1998 with a total historical cost of $40,000.  This is the base inventory for ABC.  As

years pass by, this will be referred to as the base layer of inventory, and the dollar value associated with

it will always be $40,000.  The cost, or base cost, of this inventory is valued with dollars of January 1,

1999 purchasing value.  During 1999, $375,000 of purchases were added to the inventory account,
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leaving a balance of $415,000 (beginning inventory of $40,000 plus purchases)  before the adjusting

entry for cost of goods sold is written.  Now the six step process starts.

Step one.  A physical count of inventory remaining on December 31, 1999 reveals a certain

number of items for the many products of the company.  After referring to recent invoices, a cost for

this ending inventory is computed as $83,000 using a FIFO cost flow assumption.4  This concludes step

one.

Step two.   ABC Company refers to the XYZ Industry Cost Index, published by the U.S.

Department of Labor Bureau of Labor Statistics.  It finds that inventory on January 1, 1999, is assigned

an index value of 145.5  In addition, it discovers that inventory on December 31, 1999 is assigned an

index value of 152.  ABC takes these values

and normalizes them.  It does this by

dividing them by the January 1, 1999, index

value.6  For ABC, 145 ÷ 145 leaves a

company specific index value of 1.0000. 

1.0000 will always be associated with the

base year inventory of $40,000 on January 1,

1999.  152 ÷ 145 produces a company

specific index value of 1.0482 for any

inventory on December 31, 1999.  This concludes step two.

Step three.  The $83,000 is now converted from December 31,1999, inventory dollars to base

period inventory dollars.  To do this, the $83,000 (FIFO inventory on 12/31/99) is divided by 1.0482

(current to base index). The answer, $79,183, is December 31, 1999 inventory valued at base dollars. 

This concludes step three.

Step four.  The $79,183 of December

31, 1999 inventory is now allocated into

layers based on year of origination.  Under

LIFO, ending inventory is the oldest cost. 

ABC carried over $40,000 of inventory on

January 1, 1999.  On December 31, 1999,

this $40,000, the base layer, is still

Step 2.  Computation of ABC 
current to cost index values.

Date Industry Index Divide by Company index
1/1/99 145 145 1.0000
12/31/99 145 145 1.0482

Steps 4-6.
EI at base cost $79,183
(1) base layer $40,000 * 1.0000 =    40,000
(2) 1999 layer $39,183 * 1.0482 =    41,072

$81,072

4 Recall that under FIFO, ending inventory items will be valued at the most recent costs.

5By referring to the XYZ Industry Cost Index in later years, it will be possible to see how
costs have changed relative to today.  In the future if the index value is less than 145, then costs
for this industry’s inventory items will have dropped.  If the future index value is more than 145,
then costs for this industry’s inventory items will have increased.

6January 1, 1999 is date it adopted $-Value LIFO.
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considered present.  This leaves an $39,183 increase to have originated during 1999.  Thus, the 1999

layer is $39,183.  This concludes step four.

Step five.  The base dollar cost of each annual layer is now multiplied by the current to base

index for that layer.  So, the base year layer of $40,000 is multiplied by 1.0000, which equals $40,000. 

The 1999 layer of 39,183 is multiplied by 1.0482, which equals $41,072.  This concludes step five.

Step six.  The ending inventory value for the balance sheet is $40,000 + $41,072 = $81,072. 

Cost of goods sold expense is computed as $415,000 (current value of inventory account) less $81,072

= $333,928.  Step six is concluded with an adjusting entry for cost of goods sold expense:

11/1 Cost of goods sold expense $333,928

Inventory $333,928.

Now to continue the example into 2000.  The inventory account carries a beginning balance of

$81,072.  During 2000, $435,610 of purchases were added to the inventory account, leaving a balance

of $516,682 (beginning inventory of $81,072 plus purchases) before the adjusting entry for cost of

goods sold is written.  Now the six step process starts.

Step one.  A physical count of inventory remaining on December 31, 2000 is taken.  After

referring to recent invoices, a cost for this ending inventory is computed as $112,339 using a FIFO cost

flow assumption.7  This concludes step one.

Step two.   ABC Company refers to

the XYZ Industry Cost Index, published by

the U.S. Department of Labor Bureau of

Labor Statistics.  It discovers that inventory

on December 31, 2000 is assigned an index

value of 159.  ABC takes this value,

normalizes it by them by the January 1,

1999, index value of 145.8  For ABC, 159 ÷

145 produces a company specific index value

of 1.0966 for any inventory on December 31, 2000.  This company specific value is added to the

historical record.  This concludes step two.

Step three.  The $112,339 is now converted from December 31,2000, inventory dollars to base

period inventory dollars by dividing $112,339 by 1.0966 (current to base index). The answer, $102,443,

is December 31, 2000 inventory valued at base dollars.  This concludes step three.

Step 2.  Computation of ABC 
current to cost index values.

Date Industry Index Divide by Company index
1/1/99 145 145 1.0000
12/31/99 152 145 1.0482
12/31/00 159 145 1.0966

7 Recall that under FIFO, ending inventory items will be valued at the most recent costs.

8January 1, 1999 is date it adopted $-Value LIFO.
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Step four.  The $102,443 of December 31, 2000 inventory is now allocated into layers based on

year of origination.  Under LIFO, ending inventory is the oldest cost.  ABC carried over $40,000 of

inventory on January 1, 1999.  On December 31, 2000, this $40,000, the base layer, is still considered

present.  This leaves $62,443, which is more than enough for the 1999 layer of $39,183.  The $23,260

left over (the increase of ending inventory from1999 to 2000), is as the 2000 layer.  This concludes step

four.

Step five.  The base dollar cost of each

annual layer is now multiplied by the current

to base index for that layer.  In addition to the

work performed earlier, the 2000 layer of

$23,260 is multiplied by 1.0966, which equals

$25,507.  This concludes step five.

Step six.  The ending inventory value

for the balance sheet is $40,000 + $41,072 + 25,507 = $106,579.  Cost of goods sold expense is

computed as $516,682 (current value of inventory account) less $106,579 = $410,103.  Step six is

concluded with an adjusting entry for cost of goods sold expense:

11/1 Cost of goods sold expense $410,103

Inventory $410,103

In any year where ending inventory at base is less than the year before, there will be no new layer

for that year.  Instead, layers of prior years (starting with the most recent layer) must be reduced to

account for the reduction.  Once a layer is reduced, it will never be replenished in any future year.

Please see your intermediate accounting textbook for more explanation.

Steps 4-6.
EI at base cost $102,443
(1) base layer   $40,000 * 1.0000 =    40,000
(2) 1999 layer   $39,183 * 1.0482 =   41,072
(3) 2000 layer   $23,260 * 1.0966 =    25,507

$106,579
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