~ Inventory Method Choice
and Product Market Competition




* Book-tax conformity requires use of LIFO for financial
reporting purposes.
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Despite considerable research, still no satisfactory
answer to why a lot of firms did not adopt LIFO.




e Our study provides a new theory about how LIFO can
affect cash flows



curve with demand parameter d and“‘price elasticity of
demand &.

).

e Firms compete in quantities (Cournot) to maximize firm
profits.
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* Firm profits under FIFO
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But firms also produce less under FIFO because
arginal revenue = marginal cost and FIFO raises




Intuition is similar to Katz ), a tax on
factor inputs can increase firm profits if demand is




Why would firms choose an inventory method to
maximize industry profits instead of firm profits?
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Every firm should continue to choose FIFO if ¢ <1 and
the industry is sufficiently concentrated.

be in a concentrated industry that faces an inelastic
demand curve.
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For 1976, our sample consists of 4,492 firms in 407

industries.




- Definition of an industry based on Comp
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e We use elasticity of substitution as a proxy for the prlce
elasticity of demand.
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Mumber of firms

Nen-
[ndustry Name 5IC  Concentration Total ILIFO LIFO  Elasticity
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-0.733%*

0.216%**

0.405%**
0.029

-1.585%**

| eudo R2 0.135

1977
-1.475%++

-0 836**

0.339

0.273% %

0.402%**
0.029

-1.717%**

1978
-1.575 >

-0 704**

0.340

0. 272***

0.432%**
0.029

-1.845%**

2,098 %%

0.319
0.002

0.005

-0 876***

0.345

0 322%%*

0.414%**
0.029

-1.823%**

0487
S1.748 %%+

0.303

-0.001
0.004

-1.302%**

0.260%**
0.393***

-1.966%**

1981
17767

-0 738* * .

0.421%***
0.027

-1.510%**

1982
- 1.844%**

- 0.617%*

0.305

0.232"**

0.430%***
0.027

- 1.314%**




. Industry concentration is negatlvely associated with
usmg LIFO, as predlcted
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Desplte tax advantages of LIFO, an equilibrium ex1sts
in which it is optimal for all firms in an industry to
choose FIFO if the industry faces an inelastic demand
curve and the industry is concentrated.

For the perwd 1976 1982 LIFO use is negatlvely
related to mdustry concentratlon and posmvely related



