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2. Background and hypotheses development

Relative to non-LIFO cost flow assumptions, LIFO net income (cost
of goods sold — COGS) tends to be lower (higher) when inventory
costs rise. Hence, incentives related to correspondingly lower taxes
largely motivate firms' use of LIFO. To enhance comparability be-
tween LIFO and non-LIFO based financial reports, firms using LIFO
must disclose in the notes what ending inventory (and by extension
COGS) would have been if the company had used the first-in,
first-out (FIFO) method. The difference between LIFO inventory
reported on the face of the balance sheet and the “as if” FIFO invento-
ry reported in the note disclosure is described as the “LIFO reserve.”
Since the difference between LIFO and FIFO inventory directly corre-
sponds (inversely) with the difference between LIFO and FIFO COGS,
the LIFO reserve represents the total amount that a firm's net income
has been reduced since its adoption.
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