
* A Quarterly Update 01 Essential Tax Information 

DEALER 
TAX·WATCH 

Volume 4, Number 4 Publisher: Willard J. De Filipps, C.P.A. March 1998 

DEALER TAX WATCH OUT 
If you had called me personally to ask, "What's 

happening lately with IRS audits of dealers and 
dealerships that I need to know about?" ... Here's what 
I'd say: 

#1. IRS AUDIT UPDATE .•• HOT & EMERGING 
TAX ISSUES. Demonstrator vehicles: In our 

last issue, we discussed IRS Letter Ruling 9801002 
which held that sales and non-sales employees of a 
dealership under audit were not entitled to exclude the 
value of the use of the vehicles from gross income as 
a working condition fringe. It also held that the special 
valuation rules could not be used to report lower 
amounts of income. 

This Letter Ruling seems to be just the beginning. 
In the meantime, several dealer publications have 
printed advice and letters from CPAs suggesting that 
dealers drop their demos altogether. A more reasoned 
point of view suggests that demos are, indeed, hereto 
stay. Also, the dealer in the ruling had bad facts and 
should have been more careful in policing its demo 
agreements. 

We understand that the IRS will soon release 
another Technical Advice Memorandum/Letter Ruling 
with more bad news restricting the special valuation 
rules for demo use. The pointto keep in mind is simply 
that the taxpayers in these rulings were not following 
the general advice provided by NADA and manyCPAs 
totheirdealers regarding the need to take demonstrator 
documentation requirements seriously. 

LIFO conformity fordealershipfinancial state­
ments: Whatwillthe IRSbedoing after May 31 when 
the first round of LIFO conformity penalty payments 
has been received? Audits? .. , Compliance checks? 
... What? Will we get an answer to the most frequently 
asked question in the last few months: "What consti­
tutes a reasonable estimate?" There is a lot riding on 
the answer: Usually it is the viability of the dealer's 
LIFO election. 

Recently, one insurer of CPA firms sent out 
materials to their clients handling auto dealers advis­
ing and suggesting howto handle Revenue Procedure 
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97-44 with existing dealer clients ... and with former 
dealership clients at any time during the 6-year look­
back period. For more on the "reasonable estimate" 
question and the insurer's materials, see page 22. 

For those looking for last minute information, 
advice ... or speculation ... on this subject, one 
opportunity is the SPRING '98 CPA-AUTO DEALER­
SHIP NICHE CONFERENCE on May 20-22 in Las 
Vegas. See #10 re: Upcoming Conference of Interest. 

LOOKING FOR ADDITIONAL 
& "VALUE ADDED" SERVICES 

FOR DEALER CLIENTS? 

Look no further ... Just use the Dealer Tax 
Watch for a head start in golden consulting 
opportunities and activities to help dealer 

clients-and, in the process, to help yourself. 

see DEALER TAX WATCH OUT. page 2 
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#2. OTHER HOT & EMERGING ISSUES: Two sub­
jects previously written about in the Dealer Tax Watch 
have received recent notice. 

First, the application of the Section 475 Mark-to­
Market rules to Buy-Here, Pay-Here dealer receiv­
ables now seems to be taken for granted ... even 
though the IRS doesn't like it. The AICPA recently 
warned thatthe Clinton Administration in its fiscal year 
1999 budget plans to propose terminating the Mark-to­
Market rules on a prospective basis. Apparently, 
more taxpayers-including auto dealers-found them­
selves eligible for year-end receivable writedowns 
than were originally intended. 

Second, several sources have recently reported 
that the National Independent Automobile Dealers 
Association (NIADA) is working with the Internal 
Revenue Service to develop a revenue procedure that 
will allow used car dealers to spread out the reporting 
of their gross profit on installment sales. 

Apparently, the IRS has agreed to proceed with 
the project and further details will be reported when a 
tangible revenue procedure has been released. We 
expect that payment to the I RS of some interest factor 
compensating for the time-value of the use of money 
will be a major component of any compromise reached. 
In themeantime, the NIADAwebsite (http://www.niada­
online.com/accounts.htm) does have some informa­
tion on this. 

#3. TAX COURT ACTION. In connection with a 
summary of the recent, major guidance issued by the 
IRS on accounting method changes, we are also 
covering a related Tax Court Memo decision. This 
case clearly shows how the IRS ... and the Tax Court 
... will penalize a taxpayer who waits (until it istoo late) 
to consider filing a Form 3115 to change a question­
able accounting method. The result was that 3 more 
years were covered by the method the IRS required. 
See page 4. 

#4. A NOTTOO FLATTERING LOOKATTHE IRS ... 
ANDWEDON'TMEANTHECONGRESSIONAL 
HEARINGS. For a real eye opener, read "Unbe­

lievable! The IRS Mess is Worse Than You Think," in 
Fortune, April13, 1998. Justconsider the subtitle: "A 
year-2000 problem? Try 1950. The IRS's computer 
code was old when the Beatles were young. The 
taxman has more troubles than Washington wants 
you to know." 

The "revelations" in this article will come as no 
surprise to any CPA who has ever set foot inside an 
IRS facility for a meeting and, while there, taken a look 
around to see what was going on. The Fortunearticle 
by Jeffery Birnbaum points out that the IRS' most 

(Continued from page 1 ) 

nagging problem is "lame technology" and that even 
the new Commissioner (Rossotti) is awed by what he 
faces: "I have never seen a worse situation in a large 
organization ... The technology isjust remarkable for 
how backward it is." 

To save time, some clerks don't count tax returns 
into the batches, instead they weigh them on a vintage 
scale applyi ng a rule ofthumb that one hundred Forms 
1 040A weigh an average of 3 pounds. Some of the 
1994 mainframes photographed in the article are 
labeled Sperry Univac, but they aren'tthe IRS' oldest: 
that honor belongs to their Hitachi computers built in the 
1970s. And, if you think the clutter on your desk is bad, 
see the picture of the "Tingle Tables" on which tax 
forms are sorted in Philadelphia. 

The article points out that in 1996, the IRS' year 
2000 conversion project had a budget of $20 million 
and a staff of3. Now it's a $900 million project with 600 
workers, and many of them are consultants ... not IRS 
employees. The IRS' latest modernization program 
could take as long as 15 years, which veteran com­
puterconsultants understand to mean "probably never". 

Publicly held companies are now required to 
disclose situations where material Y2K problems are 
expected to be encou ntered. Wouldn't it be interesting 
to see what the IRS would say if Congress were to 
subject it to a similar reporting requirement? 

There's a lot of talk about the IRS attempting to 
change its mindset and culture with a renewed focus 
on taxpayer assistance. Perhaps Congress or the 
IRS should consider another name change, some­
thi ng I ike Taxpayer Service and Compliance Assis­
tance Bureau. The IRS name was last changed in 
1955; before that, it was called the Internal Revenue 
Bureau. 

Right now, Service comes last in its name, and 
often that is what Agency personnel deliver ... last. 
Moving Serviceforward in its name might help empha­
size to employees and to management the change in 
focus and behavior that is intended and that we are 
asked to believe will occur. 

#5. DEALER TRIPS, PRIZES & AWARDS 
REPORTED ON FORMS 1099. Many dealers 

receive Forms 1099 on which the Factory reports the 
value of trips and prizes awarded by the manufacturer 
to the dealer. In some instances, the amounts 
reported are substantial and attributable to taxable 
programs and trips taken outside the USA. Some 
dealers contend that the amount reported by the 
Factory on the Form 1099-MISC is significantly in 
excess of the fair market value of the trip-as mea­
sured by the costs they would have incurred-had they 
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traveled on their own and withoutthe"baggage" of the 
Factory accounting system and personnel being in­
cluded in the amount reported as "non-employee 
compensation." 

Under these circumstances, in their personal 
returns, some dealers report the total amount shown 
on Form 1 009-MISC in Schedule C ... then they claim 
a subtraction from this am au nt on the face of Schedule 
C. This subtraction is described in various terms as 
being attributable to a reduction of the amount re­
ported on Form 1099 in order to arrive at a reasonable 
market value of the award or travel based on compa­
rable travel costs and accommodations. 

Have any readers claimed deductions of this 
nature in a dealer's tax return and later had to justify 
them to the Internal Revenue Service? How did you 
do so and were you successful? Reader comments 
and experiences are invited. 

#6_ CHANGE IN CAPITAL GAINS RATES: 
TAXPAYER RELIEF & RETURN PREPARER 
GRIEF- In looking through the so-called "tax 

breaks" included in the Taxpayer Relief Act of 1997, 
there isn't really much for dealers and their advisors to 
get excited about. Education incentives, Roth IRAs, 
even the so-called "estate tax breaks" for family 
owned compan ies aren't I ikely to sig n ificantly help the 
average auto dealer. 

The change most likely to be beneficial is the 
lowering of the maximum long-term capital gain rate 
from 28% to 20% for qualifying assets. The handling 
of capital gains in the preparation of individual tax 
returns overthe lastfew months required considerably 
more time and patience than in previous years. We've 
included a look at some special 1997 Schedule D 
situations on page 10. 

#7. PORCS: MOREATTRACTIVEAFTERTRA '97. 
One application deserving a renewed look after the 
TRA '97 changes in capital gains rates is PORCs. 
Over the years, the Dealer Tax Watch has covered 
planning activity and IRS audit activity in connection 
with Producer Owned Reinsurance Corporations 
(PORCs) and Vehicle Service Contracts (VSCs), 
... including the 1997 Tax Court cases involving 
Rameau Johnson and William F. McCurley. 

In the context of aftermarket reinsurance compa­
nies, Steve (John S.) Mailho of the Mailho Reinsur­
ance Network recently reported a significant increase 
in new reinsurance formations. He expects this trend 
to continue and increase over the next few years 
because of (1) the repeal of the Alternative Minimum 
Tax for small corporations by the '97 Act, and (2) the 
significant spread now in place between the maximum 

(Continued) 

20% long-term capital gains tax rate and the personal, 
maximum tax rate on ordinary income which runs 
between 39.6% and 42%. 

Steve's newsletter is reprinted on page 16 and 
should be of interest if you are reviewing or consider­
ing the formation of PORCs or other reinsurance 
companies. Note that in his conclusion, he is referring 
to companies domiciled in Nevis which now seems to 
be the "jurisdiction of choice." You can obtain more 
information from Steve Mailho at (800) 262-4546. 

#8. NADA '98 CONVENTION. The 1998 NADA An­
nual Convention in New Orleans earlier this year 
included several workshops which touched on dealer 
and dealership tax planning strategies: (1) "New Fi­
nancial Horizons for Dealers: Public Ownership and 
Real Estate I nvestment Trusts" (James Beers; James 
Hale; Jack Pohanka), (2) "Strategies for Maximizing 
the Value of Your Dealership" (Dave Duryee), (3) 
"Successorship in the Family Auto Business: The 
Good, the Bad, and the Ugly'" (Chris Martens; Jack 
Krenzen) and (4) "Advanced Estate Planning When 
Your Dealership is Your Most Valuable Asset" (Robert 
Seaburg). 

You might want to purchase these tapes for future 
reference. 

Mr. Seaburg's workshop on dealer estate planning 
ties in well with prior Dealer Tax Watch articles on the 
subject. Mr. Seaburg emphasized the importance of 
employing relatively simple techniques, singly at first 
and then-in advanced stages-in combination with 
others. His workshop presentation is summarized on 
page 18. 

#9. EFTPS ELECTRONIC FILING UPDATE. The 
IRS granted another six-month extension ... to Janu­
ary 1, 1999 ... to taxpayers to begin making their 
Federal tax deposits through the Federal Electronic 
Tax Payment System. Penalties will not be imposed 
until after January 1, 1999. 

#10. UPCOMING CONFERENCE OF INTEREST. 
Spring, '98 CPA-Auto Dealership Niche Conference, 
May 20-22, at Alexis Park Resort in Las Vegas. 

Topics include: Industry outlook, Project 2000 
downsizing, new financial products, auto dealership 
valuations, financial statement analysis and bench­
marks, computers: negotiation and utilization, LIFO 
conformity penalty tax due May 31,1998, demonstra­
tor use and L TR 9801002, other IRS issues and Tax 
Court cases, LIFO, PORCs & VSCs, and CPA firm 
risk & loss minimization. 

For more information, call 847-577-3977 or visit 
the Conference web site at http://www.defilipps.com . 
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CHANGES IN ACCOUNTING METHODS ... YEAR 
OF 

CHANGE 
RECENT CASE SHOWS PENALTY FOR 

WAITING TOO LONG TO FILE FORM 3115 

The IRS is always interested in how dealers are 
accounting for routine transactions and fortheir inven­
tories. In the last year, the IRS revised several old 
revenue procedures and issued considerable new 
guidance on how taxpayers should go about changing 
accounting methods which do not clearly reflect in­
come. Even Form 3115, which is the form required to 
be filed when methods are changed, was revised again 
in November of 1 997 to reflect and coordinate all these 
changes. From all this, one conclusion is obvious: 
The IRS is very interested in accounting methods that 
aren't what they should be. 

The basic rules, terms and conditions for changes 
in accounting methods were previously found in Rev­
enue Procedure 92-20. In 1997, the IRS updated 
these in Revenue Procedure 97-27. Shortly thereaf­
ter, the Service dealt with a broad variety of "auto­
matic" accounting method change requests by bring­
ing them all under the single umbrella of Revenue 
Procedure 97-37. At the same time, the Service 
updated and restated some 5 year old revenue proce­
dures dealing with certain specialized accounting 
methods used by automobile dealers. These recent 
changes are summarized on pages 7-9. 

Buyers Home Warranty Company, recently de­
cided in the U.S. Tax Court, (T.C. Memo 1998-98) 
clearly shows the hazards in playing a "wait and see" 
game with the IRS over questionable accounting 
methods. The IRS determined that the taxpayer's 
method of accounting did not accurately reflect in­
come and proposed to change the method, with a 
corresponding adjustment under Section 481 (a). The 
Tax Court upheld the IRS in determining that the year 
of change for starting the new accounting method was 
the earliest open year (1990), and not three years later 
in 1993 when the IRS started its examination. The 
earlier the year of change, the more expensive it is for 
the taxpayer. 

THE BUSINESS 
The taxpayer in this case sold home warranty 

contracts to buyers and sellers of previously owned 
residential property. These contracts were not sold 
directly to the ultimate homeowners; instead they 
were sold through realtors and escrow companies. 
Under the terms of the basic home warranty contract, 
which was non-cancelable and non-refundable, the 
Company agreed to repair or replace covered systems 
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(such as heating) and appliances (ovens, refrigera­
tors, etc.) that became inoperative during the term of 
the contract. Additional coverage for other systems 
(for example air conditioning systems) and other 
appliances (such as swimming pool equipment) was 
available for additional consideration. The contracts 
only covered claims submitted within the contract 
period. 

The Company did not directly repair or replace any 
failed system. Instead, it contracted with a network of 
technicians and independent contractors to make 
such repairs. Upon notification by a contractholder 
that a covered system or appliance had failed, the 
Company would dispatch a technician ortradesperson 
who would assess the damage and was then required 
to obtain authorization from the Company before 
commencing any work. The contractors and techni­
cians were required upon each visit to collect from the 
contractholder a "trade call fee," which represented 
the contractholder's portion of the repair bill. The 
contractholder or technician would then bill the Com­
pany for any fees in excess of the trade call fee. 

The Company only conducted business in Califor­
nia, and that State regulated the Company as an 
insurance company. Accordingly, it was required to 
pay State premium taxes, file an annual statement 
with the State, and maintain certain statutory reserves 
and minimum net worth. These additional details were 
not incorporated into the Tax Court decision but come 
from the underlying Technical Advice Memorandum 
9416001 dated December 1 0, 1993. 

THE COMPANY'S METHOD 
The Company reported as income 1 112'h of the 

income received for each month a contract was in 
effect during a taxable year. It also employed a half­
month convention for the month in which the contract 
was sold. For example. if a one-year contract was 
sold for $240 in July, the taxpayer would recognize 
$10 as income for July and $20 would be recognized 
as income for each month from August through De­
cember of that first year. Thus, the Company would 
report $11 0 ($20 times 5 plus$1 0 for the half-month). 
The remaining $130 ($240-11 0) would be deferred until 
the second year in which the Company would recog­
nize $20 for each month from January through June 
and $1 0 for July of the second year. This would seem 
like pretty good basic accounting. 
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In addition to the above, the Company deducted 
as an "other deduction" an amount of 20% of the 
premiums it recognized. This deduction was de­
scribed as "provision for reserves." Thus, when the 
Company recognized $110 in its first year, it would 
also take a corresponding deduction of $22 ($110 
times 20%). In the second year, the Company would 
recognize as income the "provision for reserves" 
deduction from the prior year. Thus, to complete the 
illustration, in year one the Company effectively re­
ported $88 ($110 minus $22) and in the second year it 
reported incomeof$152($130plus$22). Over the entire 
12 months of the contract, $240 was reported in full. 

IRS AUDIT & TECHNICAL ADVICE 

In March of 1993, the IRS began an examination 
of the Company's 1990 and 1991 tax returns. The IRS 
later extended its examination to include the year 
1992. Before the start of the IRS examination, the 
taxpayer had not applied for a change in its method of 
accounting. During the audit, one issue was whether 
or not the home warranty contracts constituted insur­
ance contracts for purposes of Section 832. The 
taxpayer and the IRS agreed to obtain technical 
advice on this question from the IRS National Office 
in Washington, DC. In the technical advice proceed­
ings, the taxpayer's position was that the contracts it 
sold were insurance contracts; and the IRS examining 
agent took the position that the contracts sold were 
"something other than insurance contracts," i.e., they 
were in the nature of prepaid service contracts. 

In December of 1993, the I RS National Office held 
in its Technical Advice Memo (L TR 9416001) that the 
home warranty contracts were insurance contracts for 
purposes of Section 832. 

At no time during the IRS examination process 
had the taxpayer submitted a Form3115 requesting a 
change in accounting method. However, while in 
Appeals, the taxpayer requested that it be treated "as 
if it had requested a change in method." 

TAX COURT'S DISCUSSION 

The taxpayer had reported its income and deduc­
tions from the sale of its contracts using a method it 
believed to be acceptable under Generally Accepted 
Accounting Principles (GAAP). However, the method 
of accounting that the taxpayer used for the years 
1988 through 1992was not in accordance with Section 
832 which governed accounting methods for "insur­
ance companies other than life insurance companies." 

The issue for the Tax Court to decide was which 
year, 19900r1993, should betheyearofchange, i.e., 
the first/earliest year for which the new accounting 
method was to be employed. 

(Continued) 

Section 446(b) provides that if the method of 
accounting used does not clearly reflect income, then 
the computation of taxable income shall be made 
under such method as does clearly reflect income. 
Furthermore, when a taxpayer's accounting method is 
changed, Section 481 (a) requires that adjustments 
must be made to the taxpayer's income "to prevent 
amounts from being duplicated or omitted." The 
adjustments made to implement the new accounting 
method are applied in the "year of change" which is 
defined by Reg. Sec. 1.481-1 (a)(1) as "the taxable 
year for which the taxable income of the taxpayer is 
computed under a method of accounting different from 
that used for the preceding taxable year." 

Neither Section 481 nor the regulations thereun­
der explain how the year of change is chosen. If the 
taxpayer had requested a change in accounting 
method, the IRSwould have used Revenue Procedure 
92-20 (1992-1 CB 685) to determine the year of 
change. However, where the taxpayer makes no 
request for permission to change an accounting 
method, "the changes required by (the IRS on) exami­
nation are applied by default to the earliest open year 
for which the limitations period has not expired." In 
this case, 1990. 

Reg. Sec. 1.481-1 (c)(5) provides that "a change in 
the taxpayer's method of accounting required as a 
result of an examination of the taxpayer's income tax 
return will not be considered as initiated by the tax­
payer." Both the regulations and Revenue Procedure 
92-20 differentiate between accounting method 
changes initiated by the taxpayer and changes 
initiated by the IRS Commissioner. Generally, the 
year of change is more favorable to the taxpayer if 
the change in method is initiated by the taxpayer. 

TAXPAYER'S ARGUMENTS 

The taxpayer raised two arguments in trying to 
move the year of change forward to 1993. First, it 
contended that it had participated in a "compromise" 
and that as a result of so doing, "there was no 
requirement that (the taxpayer) change accounting 
methods." The Tax Court found that nothing in the 
record indicated that the taxpayer had initiated any of 
the events related to its change in accounting method 
("despite the spin Petitioner attempts to place on [the] 
events"). Furthermore, the stipulation of facts also 
contradicted that contention. 

The Court held simply that the taxpayer was 
required tosubmittotheaudit, and that itwas required 
by the I RS Notice of Deficiency to change its account­
ing method. Under these circumstances, it fell squarely 
within the portion of the regulation that dealt with 

see CHANGES IN ACCOUNTING METHOD ••. , page 6 
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accounting method changes "required as a result of an 
examination of the taxpayer's income tax return." 

The taxpayer also contended that Revenue Pro­
cedure 92-20 violated its right to "equal protection" 
because there were no cases or other rulings that 
indicated that its original method of accounting was 
erroneous. The taxpayer attempted to strengthen this 
argument by pointing out that the IRS agent who 
proposed that the warranty method be used was 
overruled when the issue was addressed by the IRS 
National Office. The taxpayer argued that the fact that 
the National Office did not agree with the field agent 
meantthatthe taxpayer had no reason to presume that 
its accounting method was incorrect. 

The Tax Court did not accept the taxpayer's 
"equal protection" argument either. The Court stated 
that even if one method advocated by the I RS was not 
adopted, it does not necessarily follow that the 
taxpayer's existing method of accounting was correct. 
It observed that the regulations acknowledge that the 
same method of accounting cannot be used by all 
taxpayers, and that what is required is thatthe method 
of accounting chosen "clearly reflect income." Since 
the taxpayer had agreed that it operated as "an 
insurancecompany," itwas required to use the method 
of accounting prescribed by Section 832 of the Internal 
Revenue Code. 

The Court pointed outthatthe taxpayer was trying 
to inject a subjective element into the Code that does 
not exist. The Court said: "There is nothing in the 
statute or regulations concerning what to do if the 
taxpayer thought, incorrectly, that the method used 
clearly reflected income. The IRS is concerned with 
collecting the correct amount of revenue. Nowhere in 
the applicable provisions of the Code does the tax-

(Continyed from gage 5) 

payer get credit if it thought it correctly calculated 
income. If the taxpayer acts in good faith, but is 
incorrect, it owes the deficiency. If it is willfully or 
negligently incorrect, it may also owe penalties and 
additions to tax. Petitioner here owes only the 
deficiency. " 

The Tax Court observed that the purpose of Rev. 
Proc. 92-20 was to "encourage prompt voluntary 
compliance" by attempting to get taxpayers to request 
permiSSion to make accounting method changes 
before the IRS came in and began audits. The Court 
also noted that the Revenue Procedure (84-74) that 
Rev. Proc. 92-20 had replaced had been used by some 
taxpayers to request a change in a later year and on 
better terms than those contained in the statute. 

In other words, Revenue Procedure 92-20 deliber­
ately raised the stakes for taxpayers who simply 
waited to see if the IRS might raise an accounting 
method issue on audit. 

The Court noted that if the taxpayer in this case 
were allowed to use 1993 as the year of change, it 
would be allowed to knowingly use an incorrect method 
for three (extra) years. This result is exactly what 
Revenue Procedure 92-20 was implemented to pre­
vent. 

CONCLUSION 

The Buyers Home Warranty Company case gives 
clear, convincing evidence of the risk a taxpayer 
takes in deciding to not voluntarily change what might 
be a questionable accounting method. Although 
Revenue Procedure 92-20 has been superseded by 
Revenue Procedure 97-27, thatwould make no differ­
ence in the holding. The year of change would still be 
the earliest open year. * 
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TIME FOR 
FILING 

FORM 3115 

!IO-DAY 
,WINDOW FOR 

CHANGES ' 

AFI'ERSTART 
, or IRS AUDIT 

NOT 
CHANGED' 

FEWER 
SPECIAL 
RULES 

EFFECTIVE 
DATE 

SPECIAL 
TRANSmON 

RULES 

RELATED 
CHANGES 

• Any time before the end of the year of chattge. 
Old 18()-day ... mid-year ... filing deadline eliminated. 

• ELIMINATED under new rules: The 9Q...d8y window that began with start of IRS audit for making changes 
under more .f!lvorable temis and conditions than those resulting if taxpayer were forced by the IRS to 
change method. ' 

• LIFO taxpayers could be particularly disadvantage4by tbechange. 

• Cut-otT meth~ and audit protection for prior y~ still available for LIFO method changes "voluntarily" 
requested by ~yers »Cfore the start on an IRS audit. 

• Hamilton-type changes reqUire Section 481 (a) adjustments. , 
• Risk oftennination of (entire) LIFO election (due to an eligibility violation) in a year l?rim: to the year in 

which a LIFO su~method i~ bemg changed. , 
, .$25,000 de minImis el~onallows taxpayers to take entire Section 481(a) adjustment into income if less 

, than $25,()()() in the year'of chBJ;lge. " 
• Ability tootTset section: 4~1'(a)poSitive adjustments against net operating losses. 
• Five (5) year ,wait to readOpt LIFO. 

• Elimination· of Category A, Category a, Designated A and Designated Bclassifications and distinctions. 
• Special rules for taxpayers under colltinu()Us IRS audit examinatiOn. 
• Notification procedure replaces the consent requirement for taxpayers before an Appeals Officer or a 

Federal Court. ' , 
• Clarification of the tenn "under examination." 

• May 15,1997 ... Supersedes Revenue Procedure 92-20. 

• Forms 3115 filed and pendihg on May 15, 1997 
May elect application of new Rev. Proc. 97-27 rules by notifying the IRS befote IRS issues letter granting 
or denying pending c~e request(s). 

• Forms 3115 filed after May 15 ,and before Deccmlber 31, 1997: 
May elect to use provisions oeold Rev. PrOc. 92~20 instead ofnewteims. 

• Fortaxpayerswho came Undc;r audit betwcen Feb; 15 and May 15, 1997, and who could still make changes 
under the old 9O-day audit Window ofRcv. Pi'Oc;92-20; 

, ' 

Rev. Proc. 92-20 
Rev. Proc.92-79 -
Rev. Proc. 88-15 
None 
None 
Rev. Proc. 92-97 
Rev. Proc. 92-98 

GenCf8l RUles, for ChangingM~ods 
Altemative LIFO M~thod for Automobile Dealers 
T erinina~on of LIFO ,Elections 
Used VehicleC~ Determination,S 
De~CurrentyearCost Under ~e LIfO Method, 
Treatment for De<l1icting InSUllince Premium Paym~ts on VSCs 
Service Warranty ,InC:ome Method (S\VJM) for Extended 

WarrantyNehicle Service Contracts 

Rev. Proc. 97-27 
Rev. ProC. 97-36 
Rev. Proc. 97-37 
Rev. Proc. 97-37' 
Rev. Proc. 97-37 
Rev. Proc. 97-37 
Rev. Proc. 97-38 
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GENERAL 

EFFECTIVE 
DATE 

USER 
FEE 

TIME 

AND 

PROCEDURE 

,FOR 

FllJNG 

FORM 3115 

FORM 3115 

SPREAD 
PERIOD FOR 

- SECTION 481(a) 
ADJVSTMENTS 

• Very long and c6ni~~ive 4<iC;prnent. 

• ProVi4e$'Sinlplified'!ID(j,i~o~k~ures,tetIJl$andConditions to obtain AUTOMATIC consent to 
>~~e':2S'~~~;iJi:~ot~~. " 

.Beca1l$e})fitslengili;Revi~.97.,.37 ,~l~"VariouS dethlled procedmalrules for LIFO method 
changes iIi Section 10 or an A~x.' 

• Effective fOl' tax years ending on or after August 18, 1997, ... Superseding various revenue procedures. 

• A user fee is!!flt required for applications filedWlder R~v.Proc. 97-37. 
• IRS National Office Will not ackn.owledge receipt ofan application filed Wlder R~v. Proc .. 97-37. 
• Suggestion: It Would seemadvi~ble to'sendlfile the CX>p}' or'the--Form 3115 to the IRS National Office 

by certified mail or with <>lle oCtile ~a~ved, carpers (Fed Ex, UPS, etc.) providing 
docwnentation'of delivery. You shoUld then,~' ~erceeiPt',or"other evidence of delivery provided 
as proof of the date that the copy was filed with the NiltionalOffice . 

. '. 

• Changes in accoWlting method. that involve "automatic" consent changes are not required to be filed 
with the Internal Revenue Service Wltil after the end of the year; 

• Such changes are made along with the filing of the (cOrpoIate) income tax retwn for the year ,of change. 
• AdditiOIUll procedural step: WltentheincotlJe tax return for the year of change is filed with the IRS 

SerViCe 'Ceilter, " copy ofForin 3115' is required' to be filed with the IRS National Office in 
Washlngton,nC~ , ' 

• F0I1ll3115 must be C9mpletedand filed kI,tlllplJctJte. 
The origiIu.J of FPt:m.3115 mUllt bea«ached, to the taxpayer's timely filed (including extensions) 

origiIial Federal. iilCOme tax return fot the year of change. ' , 
A copy ot-the Form 311 5applieatioit must be filed with the Natio~l Office ... no earlier than the 

first day otthe year of change and no later than when the origiIial is filed with the Feder8l income 
. tax return for the year of change. ' 

• Obsen'ation: Taxpayers now have added ''planning t1exibility~' and the opportunity to benefit from a 
defensive strategy after the , year is over byus~_these au~tic consent change procedures. 'The 
risk in delayingqte filing of Form 3115, of coUfse, is that the ~oDgeronewaits to ,file, Form 3115, the 
greater-the possibility 'that during that "waitingPeri~"theIRSmayjust happen to start an aUdit and 
,challenge the method of acCounting ~,~. See atcompanyingarticle discussing consequences 
in Buyers Home Wc!"anty Company (T;C, MeJIlo 1998-98). . 

• It may be desirable to file the copyof.tbe FoilJ.t 3115 With the National Office well in advance of the 
. time when the original Form 3115 will- beinclUde4 as part oftb,e Fedetalincome tax return filed for 
the year. This, hopefully, wiUdemQnstnltethe taxpayer's good faith intention to make the chailgeat 
a time before iiis contacted by the IRS for aUdit. Note that the filing with the National Office cannot 
occur ~ the start of the year of change. 

• Current Form 3115 bears November, 1997 revision date. This revisiOluhould now be used for all changes. 
• Requires attachment of a narrative statement describing and justifYing to the IRS the change being made. 

• Except for changes made employing the cut~fTmethod,taXpayers are granted a four (4) year spread 
period forallaccoWlting method c~e$djustments, whether pOsitive or negative. The 4-year 
spread replaces the old 3 or 6-,.year Spread periods available Wlder Rev. Proc. 92-20. 

~VO~I~.4~.~NO~'~4~~~~~~~~~~~~~~~ .•. *'~~~~~~.~. ~~~~~e~F~ili~PP~S~'D~.E~A~L~E~R~T~AX~.·~W~A~TC~. H 
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INCLUDES 
CllANGESTO 

ALTERNATIVE 
LIFO A SWIM 

METHODS 

TERMINATION 

OF 

LIFO 

ELECTIONS 

(SECTION 10.01 

OF APPENDIX) 

OTIlER 

LIFO 

METHOD 

CHANGES 

• Alternative LIFO Method (Rev. Proc. 97-36) & SWIM Method (Rev. Proc. 97-38). 
• Each method is repeated word for word as it was in the original, with no real modification or clarification 

of the original. 
• All cwnbersome transition rules necessary in the original revenue procedures (92-79 and 92-98) have 

been deleted. 
• If an auto dealer previously elected to make these accowtting method changes wtder the original revenue 

procedures, then no further action is required by the dealer. 

To qualitY for automatic change, taxpayer must ... 
A. Terminate LIFO Method for ALL LIFO Inventories, and change to a "Permitted Method." 
B. If taxpayer does not want to terminate ALL LIFO elections at the same time, then Rev. Proc. 97-27 

applies (to "partial" LIFO termination situations). 
Allows 4-year spread period for recapture of LIFO reserve ... (same as the general Section 481(a) 
spread for positive adjustments wtder Rev. Proc. 97-27). 
Provides specific rules for determining what inventory method must be used by taxpayer based upon 
one of four possible scenarios. 
A. If the taxpayer has inventoriable goods not included in its LIFO inventory computations (non-LIFO 

inventory) and, for all the taxpayer's non-LIFO inventory, the taxpayer uses an inventory method 
that is a permitted method, then the taxpayer must use that same inventory method for its entire 
inventory. 

B. If the LIFO inventory method is used by the taxpayer with respect to all its inventoriable goods, 
then the taxpayer must use the same inventory method it used prior to the adoption of the LIFO 
inventory method, if that prior method is a permitted method. 

C. If the taxpayer has only LIFO inventory and the method used by the taxpayer prior to the adoption 
of the LIFO inventory method is not a permitted method, then the taxpayer must use a permitted 
method. 

D. If the taxpayer did not use an inventory method prior to the adoption of the LIFO inventory method 
and has no inventoriable goods other than its LIFO inventory, then the taxpayer must use a 
permitted method. 

Dermes "Permitted Method" which consists oLan identification method and a valuation method. 
A. ldellliflClltioll method must be either (1) First-In, First-Out (FIFO) or (2) specific identification. 
B. VtJbuJtioll method must be either (1) cost, (2) cost or market, whichever is lower ... (market, farm 

price methods and retail method are provided for other taxpayers). 
C. Specifically prohibits the use of the average cost method ("rolling average method" described in 

Rev. Rul. 71-234). 
• Five (5)-Year Wait: Taxpayer may not re-elect LIFO for at least five years, wtless, based on a showing 

oftmusual and compelling circwnstances, IRS grants consent to change back to LIFO. 
Supersedes Rev. Proc. 88-15 '" which allowed taxpayers a filing deadline as late as 270 days. 

• DETERMINING THE COST OF USED VEmCLES PURCHASED OR TAKEN AS A TRADE-IN 

This does not set forth an official or IRS approved LIFO methodology for used vehicles ... It only 
indicates that taxpayers agreeing to use the (somewhat restrictive) methods for determining cost of 
used vehicles that it describes are permitted to make those changes wtder the autom~tic consent 
provisions ... These changes are permitted to be made using the cut-off method (i.e., no Sec. 481(a) 
adjustment is required). . 

• DETERMINING CURRENT YEAR COST UNDER THE LIFO INVENTORY METHOD 

IRS now allows ciaF~ 1hedt1amirBDulamn}t'B'1XJt to reIIBJe1Rler1helUaI8icanat JIOYisD1s ... 
11rseciaFmepeDIlilb1 toreIIBJeuq1he<Udfndni(i.e.,IJ.}S«.tm481(a)~\Wl re~ 

• INVENTORY PRICE INDEX COMPUTATION WIg METHOD CHANGES 

Certain changes involving the !PIC method are now allowed wtder the automatic consent provisions. 
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CAPITAL GAINS TAXATION ... 
A LOOK AT SOME SPECIAL 

SCHEDULE D SITUATIONS 

FORM 1040 
SCHEDULE D 

28% v. 20% v. 39.6% 

With the "filing season" over for now, except for a 
handful of inevitable extensions, most readers are 
glad to put Form 1040 and the so-called "taxpayer 
relief provisions" out of their minds ... at least for a 
while. 

The April 8 Wall Street Journal commented that 
the "new complexity may encourage more people to 
file for extensions this year. Many frazzled taxpayers 
wrestling with the new capital gains rules and form 
would be well-advised to take advantage of the IRS' 
offer of an automatic four-month extension." The new 
"form" was, of course, Part IV of Schedule D, entitled 
"Tax Computation Using Maximum Capital Gains 
Rates." 

SCHEDULE D ... 
THE CAPITAL GAINS TAX MAZE 

The Taxpayer Relief Act of 1997 (TRA '97) signifi­
cantly changed the taxation of certain long-term capi­
tal gains. The new law reduced the maximum indi­
vidual tax rate on long-term capital gains from 28% to 
20% for assets held more than 18 months and sold 
after July 28, 1997. The "old" 28% maximum rate for 
long-term capital gains continues to apply to assets 
sold with a holding period of more than one year but 
less than 18 months. These assets are referred to as 
"mid-term" assets. 

Assets sold with a holding period of less than one 
yearwould be taxed at the individual's regular highest 
tax rate of up to 39.6% per the rate schedules. This 
nominal rate is effectively a little higher, sometimes 
reaching as high as 42%. 

Now, assets sold afterJuly28, 1997whichqualify 
for the new 20% maximum tax rate on long-term 
capital gains are referred to as "long-term" assets. 
Due to a glitch, for a very short period of time (from 
May 7, 1997 through July 28, 1997), assets held for 
more than one year and less than 18 months were 

Short-Term 
Holding Period 

Date Sold Up to 1 Year 
Jan. 1 - May 6, 1997 39.6% 

May 7 - July 28, 1997 39.6% 
After July 28, 1997 39.6% 

allowed to be taxed at the maximum capital gains rate 
of 20% rate as well. All of this is summarized in the 
table below. 

Some dealers (and other clients) closely review 
their tax returns and take a serious interest in under­
standing everything that is going on in them. Even 
these more critical observers had difficulty grasping 
the correctness of a tax computation involving these 
mixed-mongrel capital gains rates. 

In short: Schedule D, Part IV is not a very pretty 
sight. However, with a little thought and a macro or 
"sideschedule"~ it is easy enough to "see" that thetax 
computation was properly made and all "pieces"were 
properly taxed. 

One deale(s return with a good "mix" of informa­
tion shows how short-term capital gains, mid- and 
long-term capital gains all fit together in the 1997 
jigsaw puzzle that is capital gains taxation. Although 
you wouldn't know it by simply looking at page 1 of 
Schedule D, during 1997, this dealer realized $11,104 
of net long-term capital gains which are taxable at the 
new, lower 20% maximum rate. (Can you find Waldo?) 
This only becomes evident by looking at the informa­
tion in Schedule D, Part II, Line 8, and then subtracting 
the amounts in column (g) from the amounts in column 
(f): ($103,336 - 92,974 = $1 0,362 + 742 = $11,104). 

The table below shows that the Schedule D, 
Column (g) 28% rate could actually have come from 
anyone of three possible transactions: Assets sold 
before May 7, 1997 and held over one year and either 
(1) more than or (2) less than 18 months, or (3) assets 
sold afm!: July 28, 1997 held more than one year, but 
held less than 18 months. 

Both pages of th e dealer's Schedule D appear on 
page 12. Page 13 shows the format for the schedule 
used to walk the dealer through the capital gains 
taxation maze. 

Mid-Term Long-Term 
Over 1 year and less Holding Period 

than 18 months Over 18 months 
28% 28% 
20% 20% 
28% 20% 
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Capital Gains Taxation ... A Look at Some Special Ss:hedule 0 Situations (Continued) 

As a further cause of "Schedule 0" confusion, it 
was estimated thatthe IRS will send one million letters 
to taxpayers who forgot to send in Schedule 0 due to 
another technicality. For 1997, it was not possible to 
omit Schedule 0 where all the taxpayer had to report 
was capital gains distributions. In past years, these 
amount could be entered directly on page 1 of Form 
1040, if no other entries were required on Schedule 0 
... and the need to attach Schedule 0 was bypassed. 
Alas, not so for 1997. 

INCORRECTLY COMPUTED CAPITAL LOSSES 
ON MUNICIPAL BOND REDEMPTIONS 
In addition to the complications caused by the 

new holding periods and tax rate gymnastics, another 
common error to guard against is reporting capital 
losses on the pre-funding or retirement of municipal 
bonds that were previously purchased at a premium. 

Often, transactions related to municipal bonds 
reported in Schedule 0 do not take into account the 
required downward adjustment for the amortization of 
bond premiums paid in prior years. These rules are 
found in Section 171 of the Code. Accordingly, what 
appears on the surface to be a loss on a call or 
redemption of a municipal bond (where a premium had 
been paid years ago on its purchase) should turn out 
to be no loss at all for income tax purposes. 

. -,'" -, ......... ",.-. ,." , ..... . 

··.·······.·.·.·MUNICIPAl.. •.••• SOND 
.......... PAeMIUM~QISe()UNT· 

···AMORTIZATIQNRULES 
1. Bond premiums should be adjusted down­

ward to arrive at a lower adjusted tax basis. This 
amortization of premiums paid is not deductible in 
any way, shape or form. I n reality, the amortization 
of the premiums is simply an offset against the 
stated rate of interest which will be received on the 
bonds, and this amortization adjusts the net yield 
to current market rates. 

2. Bond discounts should not be amortized 
upward (to reach par) to increase the adjusted tax 
basis. 

3. The above rules are to be applied every 
year in determining the proper amount of (taxable) 
interest income from municipal bonds. 

4. Sales (or calls) of bonds purchased at 
either premiums or discounts: 

A. Bonds pu rchased at a discount: When 
the bonds are sold, the basis is the original cost 
(unamortized as indicated in Rule #2 above) if the 
bond is sold at a loss. 

B. If the bond is sold at a gain, there is 
simply that much more gain to be recognized. This 
is a one-way street, working against the taxpayer. 

APPLICATION OF AMORTIZATION RULES TO CERTAIN 1997 TRANSACTIONS. 
Assume that during 1997 a $50,000 State X Student Loan Revenue bond was called on March 3, 1997 

at 102.000. Assume further that this bond had been purchased on October 26,1995 at a premium of $2,730 
for a total cost of $52,730. 

For tax purposes, the difference between the cost of $52,730 and the $51 ,000 (which was the 102.000 
priced-to-call pre-funded amount based on the original issuance at 7.30% due March 1, 1999) should be 
amortized downward (see Rule#1) overthe period of time from date of purchase (October 26,1995) to the pre­
refunded date of March 3,1997. With this amortization occurring, year-by-year, the adjusted tax basis for the 
bond ratably drops from $52,730 down to $51,000 on March 3, 1997. Accordingly, the correct result for tax 
purposes on the call is zero (no) gain or loss ... and not a capital loss of $1 ,730 calculated as the difference 
between the $52,730 paid and the $51 ,000 proceeds received. 

Anothervariation with the same result: Assume $55,000 worth of State X Development Finance Authority 
Pollution Control Revenue bonds were priced to call at June 1 , 1997 at 103 (i .e. $56,650) and were called on 
that date. Assume further these bonds had been purchased on January 22, 1993 at a premium of $4,400 for 
a total of $59,400). Similar to the Student Loan Review Bonds, the difference between the original cost 
(including premium) of $59,400 and the $56,650 (which was the $55,000 x 1 03.00 priced-to-call pre-funded 
amount) would be amortized downward (see Rule #1) overthe period of time from date of purchase (January, 
1993) to the call date of June 1 , 1997. With this amortization, the adjusted tax basis of the bond ratably drops 
from $59,400 down to $56,650 on June 1 , 1997 and the amount realized on surrender of the bonds ($56,650) 
exactly equals this adjusted tax basis (cost minus amortization of premium). For income tax purposes, there 
is no gain or loss recognized on this call transaction either. 

see CAPITAL GAINS TAXATION ... A LOOK AT SOME SPECIAL SCHEDULE D SITUATIONS, page 14 
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Schedule D Capital Gains and Losses OMS No. 1545417. 

(FonnlCMG) 
• Attach 10 Fonn 1114G. • S .. lnstructIons lor Schedule D (Fonn 1040), 1997 
• 11M Schtdule 0.1 lor __ to IIst_.,or 11 ... , and I. 

=r~"t1,~r"~I.S:.il.~: 
3 ToIIIlhorMInn ..... price -. 

Add coIurm (d) of lines 1 and 2. ......... , • I ,~~ t u:" . 

4 

• 

• ~:~":~i~~·.~'.~: 
10 TotaIl ............. pdce_ 

Add column (eI) 0llines8 ond 9 .......... , IV "'" "". 

II Gain frIIm Fonn 4797. Part I; Iong.te:.'6'ar.in frIIm Forms 2119. 2439. and 6252; ond 
long-linn Olin or (loa) from Forms • 6781. and 8824 ........................ "1-1 .., .. "'jl-------I------

12 Net Iong·term gain or (loa) from .,.n-stIiPS. S _alions, _\os. and 
_ts IriIm Sc:IioduIe(s) K·I ............ .. 

13 Capital Olin dislributions ......................•.............................. 

14 ~':!i~ c::.:·U':,.~·~:~lt:~.=~~~ ~.~ ..... . 
15 Combi .. lines 8 ttwough 14 in column (g) •••.. 

• _ RaliGlin or Lou includes .11 Q1ins and _. in Pari II. column (I) frIIm solos. e.d1Inges. or co_ns ~ncluding insb!llrnont 

poymonts racoived) 01- : =-~'1~'': .... " held mono than 1 yew but not mora then 18 monlhs • 

II also includes AD 'coIlectibles gains and losses' (u defined in the instructions). 

1M For "-ric ReductIon Ad_ce. _ Fonn 1114G In_ono. 
fDCADI1Z lCWM117 

Schedule D (Form 1114G) 1997 

Combine lines 7 and 16. II a loss. go to line 18. II. gain. enter the gain on 
Noxt: Complete Form 1040 through line 38. Then. go to Port IV to figure ~ur \ex i~ 

. ............ 11' I ...... ~, :7~". 

• Both lines 16 and 17 are oains, and, 
• Form 1040. line 38. is more than zero. 

18 II line 17 is a loss. enter here·ond as a 005S) on FOI'm 1040. line 13. thesmllorol_los .. s: 
• The IDIS on line 17; or 
• ($3.000) 01'. if married fi~ng __ raIIly. ($1.500) ... 

NoxI: Complete Form 1040 tIwough line 36. Then. campiete the C8pIW Lou c.nyouo, WorIIsheoI i~ 
• The loss on line 17 e_ the loss on line 18. or 

Enter yow texable income frIIm Form 1114G. line 38. 
ZQ Enter the om ..... 01 line 16 or lint 17 ........ . 

21 II ~ are filing Form 4952. enter the amoL.l'lI frIIm Form 4952, ina 4e ..... 
22 Slbtrac1 line 21 frIIm line ZQ. \I zero or less. enter 
23 Combine lines 7 and 15. II zero or I .... ontar 

24 Enter the smailor 01 line IS or line 23. but not less than zerQ .... 
25 Enter your unreceplu'ed section 1250 gain. il any (see instructions) ....• 
26 Add lin .. 24 and 25 ............................ , ......... . 
27 S..otrect line 26 from line 22. II zero or less. enler '()" .. 
28 Subtract line 27 from line 19. II zero or less. enter 

..· ...... ····· .. ············1:: I ....... '&v". 

21 Enter the _lor 01 line 19 or $41,200 ($24.650 ilsingle; $20.600 if married filing sep ... teIy; 
$33.050 il heed 01 household) .............................................. , .......... .. 

30 Enter the om"_ 01 line 28 or line 29 ............................................... . 
S1 Subtract line 221rom line 19. II zero or less. enter .() ..................................................... 'I~' 1 V~J: V~J. 
32 Enter the 1_ 01 line 30 or Nne 31 ............................. " ................... " . . . . . . . .... . ... . . 32 843 045 • 
33 F'lQUIe the \ex on the amounl on line 32. Use the T •• Table or To. Rate Schedules. whicheYer applies ..... -
34 Enter the amo ... t frIIm line 

35 Enter lhe amount frOl'n line 
36 Subtract line 35 frIIm line 34. II zero or les •• enter 

S1 Multiply 6na 36 by 10% (.10) .......................... . 

38 Enter the smaI10r olline 19 or tina 27 ............... . 
3!1 Enter the arnounlfrom lina 36 ............................. , 
40 Subtract line 39 from line 38. II zero or less. onter 

41 Mulliply line 40 by 20% (.20) ..................................... . 
42 Enter the smlllor 01 line 22 or line 25 ............................. . 

················f-'!I-~I ----= 

43 Add~22I11d32·· ...... ·· .... ··· ........ ···· .. ·· .. ·· .. ···· .... ···· .. ····I ... 1 "",!u~'1 
44 Enter the amount frIIm line 19 .. . . . . . .. . .. . .. . . . . • - A •• • ~ ~ 

45 Subtract line 44 from line 43. II zero or less. enter 
... Subtract line 45 from line 42. II zero or less, enter ·0· ............. . 

47 Multiply line 46 by 25% (.25) ................................. . 
48 Enter the amount frIIm line 19 .............. . 

45 Add lines 32. 36. 40. and 46 
50 Subtract Nne 49 from line 48 ...................... . 

51 Multiply line 50 by 28% 
52 Add lines 33. 37. 41. 47. and 51 ........... . 
13 Figure the \ex on the amount on line 19. Use the Tex Tabla or To. Rate Sd1IduIes. __ applies ...... '1 _ J~~, J • •• 
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MR. & MRS. DEALER XYZ 

FORM 1040: COMPUTATION OF TAX LIABILITY FOR 1997 

TAXABLE INCOME: PAGE I. LINE 38 

Less: Capital Gains in Schedule D, consisting of 

Short-Term Capital Gains 
Long-Term Capital Gains taxed at old max rate of 28% $ 92,974 
Long-Term Capital Gains taxed at new lower rate of 20% 11,104 

Subtotal Long-Term Capital Gains $ 104,078 

Net Capital Gains, Per Schedule D 

Income Taxed at Ordinary Income Rates 
... Wages, Interest & Dividend Income, K -1 Income & Short-Term Capital Gains 

TAX ON INCOME TAXED AT ORDINARY INCOME RATES 
First - $271,050 @ $ 81,647 

Remainder $571.995 @ 39.6% 

Total $843.045 

Tax on Net Long-Term Capital Gains taxed at 28%: 
Tax on Net Long-Term Capital Gains taxed at 20%: 

Tax on Net Long-Term Capital Gains 

TOTAL INCOME TAX FOR 1997 

$ 92,974 x 28% = 
11.104 x 20% = 

$104.078 

Form 1040, Page 2, Line 39 and Schedule D, Part IV, Line 54 

226,510 

$ 308,157 

• Short-Term Capital Gains are Taxed at Regular Ordinary Income Rates 

•• Note: Effective Tax on Long-Term Capital Gains $ 28.254 
$104,078 = 27.15% 

$ 

$ 

9,856 • 

104,078 

113,934 

26,033 
2,221 

$ 28,254 

$ 947,123 

(104,078) 

$ 843,045 

$ 308,157 

28,254 

$ 336,411 

~~~~~~~~~~~~~~~ ~~~~~~~~~~~~~~.~.~. 
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Capital Gains Taxation ... A Look at Some Special Schedule D Situations 

TAX RETURN DISCLOSURES 

(Continued from page 11) 

FOR CHARITABLE GIFT ANNUITIES 
Often in working with dealers' estates and focus­

ing on their estate planning, the opportunity exists to 
assist in estate planning for other family members. In 
some instances, if the dealer is already extremely 
wealthy and has estate tax problems, inheriting more 
assets from a parent may not be the best planning 
alternative available. This is where "disclaimers" can 
be useful in passing property to heirs without ever 
owning (or having a right to) the property. In other 
instances, the planning may more directly involve a 
dealer's parent. 

One such situation involved a dealer's mother, 
age 94, who had transferred appreciated stock, with a 
value slightly in excess of $500,000, to a charitable 
organization, in return for which she received a lifetime 
annuity. In this instance, everyone wanted to be sure 
she would not "outlive" a stream of income providing 
her with a comfortable source of income for essential 
nursing home care forthe rest of her life. Accordingly, 
the simple charitable annuity gift approach was se­
lected, instead of using a charitable remainder trust 
arrangement. 

Since the "gift" to the charitable organization, was 
in reality, a part sale-part gift (or bargain sale) trans­
action, several interesting income tax reporting and 
gift tax reporting considerations were involved. Tech­
nically, the transfer resulted in the sale of stock, the 
purchase of an annuity and the making of a charitable 
contribution to the extent of the excess of the fair 
market value of the stock ($520,000) over the present 
value of the annuity the donor would receive during the 
remainder of her lifetime. 

INCOME TAX RETURN REPORTING. Disclo­
sures were made in her individual income tax return, 
Form 1040, to reflect this transaction in several 
different places: Schedule D, Form 8283 (Noncash 
Charitable Contributions), and in a supporting sched­
ule describing the charitable gift annuity transaction 
(see page 15). In addition, copies of certain documen­
tationwere attached tothe return, including schedules 
provided by the charitable organization which summa­
rized the computation of the charitable gift value of 
$342,500, and its donee acknowledgment letter. 

Coordinated disclosures in the Form 1 040, Sched­
ule D, Part II (Long-Term Gains and Losses-Assets 
Held More Than One Year), for this taxpayer also 
included a reference on line 8which said " ... See Form 

8283 relative to disposition of appreciated corporate 
stock to charity in exchange for an annuity." This 
statement in Schedule D notifies the IRS that the 
taxpayer disposed of corporate stock listed in the 
attachment, and that all ofthedetails relating to it were 
included in the statement attached in support of Form 
8283 for noncash charitable contributions. 

As a final note on the income tax side of this 
transaction, the charitable contribution deduction of 
$342,500 resulting from the valuation of this annuity 
transaction created a charitable contribution deduc­
tion for 1997 that was in excess of the applicable 
limitation. Accordingly, it generated a charitable 
contribution carryforward from 1997 to future years 
that requires some monitoring, due to the relatively 
limited carryforward period (5 years) and conditions. 

GIFT TAX RETURN REPORTING. Don'tforget 
the gift tax return. In addition to the reporting of the 
transaction in the income tax return, a U.S. Gift Tax 
Return, Form 709, was required to be filed. The Gift 
Tax Return is required to be filed even though no gift 
tax was payable in connection with the gift to the 
charitable organization. The reporting instructions are 
clear that Form 709 is required tobefiled, even though 
the deduction (on page 2) for gifts to charitable 
organizations eliminates any taxable gift for the year. 

One further technicality related to the question on 
the top of page 2 of Form 709 which asks whether any 
discount has been claimed in connection with the value 
of the gift. One response to that question might be: 
"The value of the Charitable Gift Annuity does not 
reflect a valuation discount, per se, for any of the 
reasons stated in the instructions to Form 709. How­
ever, the valuation of the gift does reflect appropriate 
reductions for actuarial purposes necessary to com­
pute the present value of the stream of future pay­
ments to be received by the donor / annuitant for the 
remainder of her life." 

CONCLUSION. This type of Charitable Gift 
Annuity may not be encountered very often since 
charitable gift annuities seem to be a less common 
form of estate-gift planning. However, this approach 
should not be overlooked as it is relatively less 
complicated than creating trusts which, as separate 
entities, require annual tax return filings and may 
result in the donor receiving a fluctuating-rather than 
a fixed-income stream every year. * 
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MRS. CHARITABLE GIFT ANNUITANT 

INFORMATION RE: CHARITABLE GIFT ANNUITY TRANSACTION 
WITH XYZ CHARITABLE ORGANIZATION IN 1997 

FORM 1040: U.S. INDIVIDUAL INCOME TAX RETURN - 1997 

During 1997, taxpayer transferred shares of stock in various corporations having a total value of $518,210 
in exchange for a Gift Annuity which has a charitable gift value (after appropriate actuarial valuation factors are 
applied to reflect the taxpayer's age and AFR rate) 0($342,518. 

The appreciated corporate stock which was transferred to the XYZ Charitable Organization, City, State, 
was as follows: 

1. 4,426 shs. Big Bank Co., Inc. 
2. 2,043 shs. Power & Light, Inc. 
3. 3,000 shs. MNO Railroad Company 
4. 768 shs. XYZ Co., Inc. 

This transfer constituted both the purchase of an annuity and the making of a charitable contribution in the 
amount of the excess of the fair market value of the stock over the annuity purchased. 

Part of the gain on the transferred shares is allocated to the charitable gift amount and there is no capital 
gains tax on that portion. The remainder of the gain on the transferred shares is allocated to the annuity portion 
and that amount is taxed each year over the projected life expectancy of an annuitant/taxpayer. 

Below are the consequences of the Charitable Gift Annuity Transaction described above: 

Amount Transferred in Exchange for Gift Annuity: 

Present Value of Annuity; based on taxpayer age 94, 12% guaranteed 
payout rate, quarterly, including IRC Section 7520(a) election 
using October AFR rate of 7.6% (IRS Pub. 1457, Table S) 

Charitable Contribution Deduction Claimed in Schedule A, Line 16 (and Fonn 8283) 

Annuity Payment Information 

Annual Payments, 12% Guaranteed Payout Rate 

Amount of Annual Payment That is Tax Free for Life Expectancy of 3.8 Years 

Amount Reportable by Taxpayer/Annuitant as Ordinary Income Each Year 

Payments Received by Taxpayer/ Annuitant During Calendar Year 1997: 

$ 518,210 

( 175,692) 

$ 342 518 

$ 62,185 

46,266) 

$ 15919 

NONE 
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PORCs: MORE ATTRACTIVE AFTER TRA '97 

TAX COMPLICATION ACT OF 1997 

Spread in Tax Rates 
In the early eighties there was avast difference in rates of tax for individuals, corporations and long term capital 
gains. President Reagan changed the law thus reversing the gap between favorable corporate tax rates and high 
individual tax rates; the result made corporate rates higher than individual rates. Most automobile dealerships 
switched the form of their tax operation to subchapter S. At that time the personal maximum tax rate was the same 
as the long-term capital gains rate (28%). Owners of automobile dealerships also began to lose their appetite for 
reinsurance companies. 

Since the mid to late-eighties the personal maximum tax rate has crept up to it's current 391'10 (and in many cases 
in the 42% range) while the long term capital gain rate stayed at 28%. As this spread increased, there was a 
commensurate increase in numbers of reinsurance companies formed. Whoever said tax law doesn't influence 
business decisions lives on another planet. 

The spread will now increase by another 660/0, which is one reason to predict increased reinsurance company 
formations. Another bright light is the change in Alternative Minimum tax. Finally, there is also an increased 
emphasis on the aftermarket because it has become a more vital part of all franchise operations. 

The tax bill signed by Clinton in early August 1997 created enhanced opportunities for owners of dealerships who 
currently own reinsuranCe companies. Also opportunities exist for those not yet having launched a reinsurance 
operation. Two areas of change dramatically affect reinsurance companies: 

Alternative Minimum Tax 
This section of the Act exempts small companies 
(defined as those with annual gross receipts less than 
$5,000,000) from the Alternative Minimum Tax. It 
is understood that this would mostly affect medium 
sized casualty companies that heretofore could elect 
to be treated only on investment income but feared 
the AMT. This would be eliminated making the 
medium sized reinsurance company (>$350,000 but 
less than $1,200,000 in premium) very attractive. 
The effective date is for tax years after 1997. 

ExAMPLE BEFORE AFTER 

TOTAL PROFIT $200,000 $200,000 
UNDERWRITING (160,000) (160,000) 
NET TAXABLE 40,000 40,000 
INITIAL TAX DUE 6,000 6,000 
AoDEDAMTTAX 18,000 -0-

TOTAL TAX DUE $24,000 $6,000 

EFFECTIVE RATE 12% 3% 

Result 
We will see more and more reinsurance company 
owners pushing premium levels up over $350,000 
with addition of other aftermarket products. The 
obvious beneficiaries are credit insurance writers. 

Many reinsurance companies over the past five years 
have concentrated solely upon the Extended Service 
Contract type of risk. Now there should be more 
emphasis on credit insurance products - furthermore 
these products are expected to be reinsured on a 
written/written premium basis. 

Capital Gains Treatment 
The most talked about portion of the Act is lowering 
of long term capital gains rates down to 20%. This 
means that an asset (stock in a reinsurance company) 
that is sold or liquidated after being held for a "long 
term" would net the owner favorable tax treatment in 
the form of lower capital gains rates. 

Of course with all Washingtonian designed products, 
this too is convoluted. 

l. Long Term definition - Previously, long term was 
defined as an asset held twelve (12) months or more. 
Now the period of holding has stretched to eighteen 
(18) months in order to be considered long term. 
Except when an asset was held for 12 months in the 
period from May 7th, 1997 and July 29th, 1997 and 
sold in that time period; they receive capital gains 
treatment at the 20% level. If an asset was held for 
12 months and sold after the July 28th, 1997 
deadline, that unfortunate owner must pay tax at 
28%. If however that asset was sold after July 28th, 

1997 and had been held for more than 18 months, 
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that owner gets to treat the income at the new 20% 
rate. 

2. Corporation owned aSsets - If a corporation owns an 
asset that has a capital gain, they still pay tax at a . 
rate of35%. There were no breaks in the Act for 
corPorate ownership of long term appr~iable assets. 
Curiously the ·definition Qf"long term" for corporate 
assets remains at 12 months .. 

3. Muitiple RateS- The Act prescribes a . long term rate 
of 28% for collectibles (art; :jlDtiq~, gems, metals, 
stamps, coins, bUlli~ri, and. alcoholic beVerages -

time to diink your wine because you are not going to 
get a break selling it!). A 25% tax on real estate that 
has been depreciated to the extent of all <lePr~iation 
taken. Fufurebreak8(holdyoUr breath) start in'ten 
(10) y~ for aSsets bought after 2000 and held more 
than five years - 18% top rate. 

. To simplify what this means to owners of 
reinsurance companies, consider, the following chart 
(we presume that the owners are not on welfare for if 
they are, they get abetter break - what a surprise) 

Comp~y Formed Company. Sold Tax Rate 
Individual owned.AnYtinie Held a minimum 12 months and sold after '20% 

6 th May, 1997 but before 29th July, '1997 

Individual owned Anytime Sold after 28th July, 1997 and held more 28% 
than 12 bot less than eighteen (18) months, 

Individual owned Anytime Sold after 28th July, 1997 and held longer 20% 
than 13 mQnths 

Corporate Owned Anytime Held for 12' months and sold anytime 35% 

Result 
There will be demand from son;te owners to sell their 
companies. Lacking buyers, the reiilsurance company 
management will' request recapture of bUSiness in . the 
coinpany,then fiJea clOsing .return and enjoy the 
,distnbution at long term Capital gains rates. The 
owners may . waitt to immediately form another 
coJllpany but this is not reconunertded. The IRS will go 
back and recia$sify the 4istribution of the collapsed 
corporation as dividend income· at the 39-42% tax 
rates. 

Owners considering such tactics should wait at least 
one and preferably two tax years to avoid 
reclassification. This wiUcause many writers to 
warehouse premiums and enjoy investment inC9me on 
the . reserves. Painting· this realistic ~nario ·to the 
owners will likely make them~siftheirplans to 
liquidate. , 

Other owners of automobile dealerships that heretofore 
have Dot been illclined to reinsure risks· will change 
their mind. Just as the capital gains andllpersonal 
income tax rates merged in the eighties, interest in 
reinsurance cOmpanies waned. With the dramatic 
differential in rat~ causedby the ACt (20re versus 39-
42%), many more entrepteneurswiU form reinsurance 

, companies. This will more than replace those that 
immediately cash-in for current capital gains. 

Conclusion 
The neXt five years will be a very positive boom in 
the aftermarket reinsurance arena. Those that offer 
their pr04ucts, enhanced through the single owned ' 
reinsurance concept will, reap the' benefits of this 
renewed wave of interest· from autolIlobile 
dealership owners. History indeed does repeat 
itself. 

You are positioned in the extraordinary 
jurisdiction of Nevis .. 'We will have no regulatory 
interference to hinder thegrowtb in the number of 
your single. owner reinsurance. companies. Other 
favorite ' reinsurance domiciles have ramped-up 
their reguiatorycontrQls ,and will, soon disappear to 
the ~t, reillSUl'8nce. dom,icile' graveyard in the 
sky joining such places as Arizona, the British 
Virgin Islands, etc. ' 

The Mailho Network is ready to assist in your 
attaining this groWth potential. Thank you for your 
support. 



ESTATE .PLANNING,WMiIaR:ETH,E.oEA'LE,RSHIP 
'ISTHI5NtOS$::V~tOA_'LE:ASSET: " .. '. 

'98 NADA 
v\/ORKSHOP 

In thi~ 1998 NAOA workshop session "Estate . 
Planning wheret~e Dealer~h>ip is the M,ost Valuable 
Asset," Robert Seaburg pointed out that the key 
questions the dealer shquld be ~$kingchJster around: 
Wh~t do yc;>u want to happEm.to yourdealetship? .Are 
you going tosell the dealership? Are yo~ going to hold 
it withih th~ family? HovfareyOu going to ge.tout all 
of the dealershipvalue that your effoi"ts have created? 

Mr. Seaburg challenged attendees ,to consider 
whether they have spent a$muchtim~ thinking about 
reducing transfer taxes as they have spent thinking 
about reducing income taxes and .incometax matters .. 
These transfer taxes, known as the uriifie<;l'estate and 
gift tax transfer structure, reach as high as 55% of 
one's taxable estate, and high networth Americans 
can expect to lose more to .estate taxe~ than aU they 
have paid out cumulativelydurilJg 'theirlifetimes in 
income tax. The transfer tax ratesstart at 37%­
almost the same top rate . as for individual income 
taxelHind increase up to 55%. Since estate and gift 
taxes are unified, estate planning is not only about 
what is going to happenwhena de.alerdies; i1'also is 
about what is going on in his orher life rightnow and 
avoiding the confiscatprytransfer .taxeswhich are 

. simply intended to redistribute wealth. 

ESTATE TA)('RELlEF.,F()Fl,DEAlERS? 
DON'THOLDYOURBRE;ATH 
Some dealers may.think they are going to be 

greatly helped by the Ta)(payer Relief· Act of 1997. In 
particular, they may think that the. increa,sein the 
unified credit will make a major difference. This 
amount is also known as the $600,000 "freebie" or 
estate exclusion amount. "Before the Change, each 
person ha,d $600,000 'that could be sheltered from 
estate and gift taxes, and together".ahl.jsbapd and 
wife could shelter$1 ,2IT1imon. Those1a,r:ru;umts hav& 
increased from$600,OOO lJP to.$625,QQOJor19.~8;and 
they are scheduled to increase ur'ltil\'tbe y,~ar 2006 
when the amount will be $1,.0.00,0.00 for each person: 
Unfortunately, the bulk of the fLitureincreases-inthe 
exemption come in the years after the year 2.003 .. 

Congress realized thatit had not increased the 
exemption amount 8ince1986., Ttlput things 'In 
perspective,.if one takesthe origil1al.$6Q.o,OOO:in 1 $~6 
and adjusts it for 3% inflatiQnper yea.rf()r:~Oy.ar~ith~ 
compounded resultapproximCitesthe·$J;QQO,QO.otar.·· 
get exemption in th.e year 2006. As . stat8dabQve, 
most of the future phaSed-in increase in theun,ified 
credit amount comes after theyear2003. Coihciden-

FORDECEDENTS UNIFIED EdWVALENT 

DYING IN, OR FOR CREDfT ExEMPTION OR 
G,FTS DURING AM:iI.Nr ExCLUSION 

1997 ... NO CHANGE ' $192,800 $600,000 

1998 202,050 825,000 

1999 211,300 650,000 

2QOO AND 200 1 220,950 675;000 

2002 AND 2003 229,800 700,000 

2DD4 287,300 850,000 
2DDS' 326,300 950,000 

2006 AND BEYCiND 345,800 1,000,000 

tally, that is right after the last year when the Clinton 
Budget Plan is expected to balance the budget.-

Another factorwhich Seaburg calls the "exclusion 
iIIusi.on" reduces future benefits under the 1997 Act. 
To explain, go back again to the year 1986: If 
$60.0,.000 had been put into large company stocks in 
1986;tilat amount over 1 0 years might have grown to 
almo.st$2,500,OOO. Projecting another 10 year-s to the 
year 2006, that amount mightturther accumulate to as 
much as $1 0,000,000.' With Congress raising the 
exemPtionto $1,,000,000 by the year 2006, that leaves 
the $9,000,0.00 difference between the $1,000,000 
exemption andthe $10,()00,OOO worth of projected 
valuel.Jnsneltered from estate tax rates whichcan go . 
as high as 55%. 

Considering the fact that some dealerships have 
. increased. significantly in value over the last several 
years; the exposl.Jre to significantestate taxes be­
'come,sapparent This willbeeven mOre significant if 
the growth in the, value of as~et$ out-paces the 
increases Congress provided for in the unified credit 
amount through the y.ear 2006. 

~n the 1997 Act, Congress created a new "family 
. owned busin¢ss exclusion" starting in 1998. This is an 
extra $675,000 in addition to the $625,000 available 
right now, for a .combined $1 .3 million exemption. 
However,tl)e $1;3 million combined total does not 
increa~ in the future. It remains.fixed orconstant at 
thatceilingamount. What happens in the future is that 

,as the unified credit amounts increase according to 
schedule, the family owned business exemption will 
decrease by the same amount as the unified credit 
increases .. 

--+ 
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Estate planning Where the Dealership is the Most Valuable Asset (Continued) 

Unfortunately, there are several difficult require­
ments to be met in order to qualify for the family owned 
business exclusion. These include: (1) the business 
has to be over 50% of the estate, (2) the deceased 
owner must have materially participated in the busi­
ness in the past, and (3) the heirs who receive the 
business must "materially participate" in the business 
in the future after the death of the business owner. 
Furthermore, if the business is sold outside the family 
group within the period of 10 years, the benefit of this 
special exclusion has to be recaptured or repaid. 

Accordingly, most advisors are telling dealers not 
to anticipate any significant benefits from th~ 1997 
Act changes, including the new "family owned busi­
ness exclusion". If it so happens that some benefits 
do result, that's fine ... however, considering all the 
restrictions involved, these benefits are likely to be 
more cosmetic than real. 

FAMILY SUCCESSION ISSUES: 
"YOU REALLY DON'T KNOW SOMEONE UNTIL." 

In discussing family succession issues, Seaburg 
recalled the old saying: "You really don't know 
someone until you've shared an inheritance with 
them." This goes to the heart of the question of how 
heirs coming into an operating dealership might be 
expected to get along with each other in running and 
managing the business. Problems they are going to 
have to deal with. include maintaining adequate cash 
flow, paying off debt, and retaining in the business 
some good managers who are not family members. 

Mr. Seaburg expects that the growth and the value 
of most dealerships will far exceed the comparatively 
paltry increases available through the increased ex­
emption amounts and the family owned business 
exclusion recently provided in 1997. Therefore, to 
protect the value of most dealerships, other planning 
vehicles need to be considered. In addition, a written 
plan that covers the dealer's "vision" and strategies 
should be prepared, and this should address who is 
going to receive the dealership and what method or 
methods will be applied to transfer the dealership 
assets. Will the successors receive the dealership 
while the dealer is alive or must they wait to receive it 
by inheritance after death? Will active participation in 
the dealership be required as a condition of owner­
ship? Will there be any distinctions in voting rights? 
And, what about issues of "involved" vs. "non-in­
volved" family members? 

Seaburg urges dealers to not necessarily think 
abouttreating family members equal/y. Instead, they 
should think abouttreating family members equitably 
... or fairly. Family members should be treated in 
terms of what is right and fair for them as individuals. 

This does not necessarily equate with their receiving 
equal shares in a dealership business. Dealers should 
look at all the assets and try to pass them on in such 
a way so that there is an equitable-and not necessar­
ily an equal-distribution of assets among family 
members. 

Dealership succession involves dealership agree­
ments, valuation and family buy-sell issues. In terms 
of dealership agreements, can the restrictive condi­
tions on dealership transfer be revised? Restrictions 
on dealership stock distribution need to be dealt with 
upfront and immediately, ratherthan eventually. Valu­
ation becomes a critical issue as well. One should 
expect that the IRS will look at overall industry 
measures for valuing dealerships and compare them 
with any value placed upon adealership in an isolated 
buy-sell or family situation. 

In terms of buy-sell agreements, the easiest way 
to fund a buy-sell agreement is by purchasing life 
insurance on the owner(s). The IRS looks at buy-sell 
agreements involving family members expecting to 
find the same armS-length terms as would be found in 
buy-sell agreements not involving family members. In 
some cases, it may be easier to simply transfer the 
dealership at death and to fund thattransfer/inheritance 
by an irrevocable life insurance trust vehicle for that 
purpose. Seaburg points out that sometimes advanced 
techniques involve relatively simple strategies. 

Dealers can expect that their estate tax returns 
will undergo a thorough IRS examination. Another key 
issue will be the valuation of the dealership. Typically, 
if there is a business valuation formula included in a 
buy-sell agreement, if that formula is reasonable, it will 
prevail unless and until some major changes occur to 
make the formula unsuitable. Judgment calls will 
always be needed todetermine whether new develop­
ments, local factors, or changes in the valuation of the 
underlying real estate at its highest and best use are 
sufficient to warrant a resetting of a price for the 
business in the buy-sell agreement. 

GIFTING IS "TAX-EXCLUSIVE" 

The simple concept of long-term gifting is most 
attractive. Long-term gifting is governed by two 
concepts: (1) the annual $10,000 exclusion, and (2) 
the removal (from the eventual estate) of any further 
appreCiation or income flow related to the property 
gifted. Gifting is important because when property is 
gifted, not only is the current value of this property 
removed from the estate, but whatever future appre­
ciation that property might experience, .ao.Q all of the 
income thatthe property might earn in future years, is 
also removed from the estate . 

see ESTATE PLANNING WHERE THE DEALERSHIP IS THE MOST VALUABLE ASSET, page 20 
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Estate Planning Where the Dealership is the Most Valuable Asset (Continued from page 19) 

The applicable exclusion amount $625,000 is 
available now and can be used immediately. It is not 
necessary to wait until death to use it. For some, 
using all or most their lifetime exemption immediately 
may provide far greater overall estate tax savi ngs than 
staying only within the$1 0,000 (or $20,000 if married) 
annual exclusion amounts. If a gift of $625,000 were 
made fully utilizing the lifetime exemption now, if that 
property earned 8% per year for 20 years, it would 
accumulate or compound to $3 million attheend of 20 
years. This amount would have been transferred to 
heirs without being subject to any estate tax. 

As an alternative, a dealer might consider setting 
up an irrevocable life insurance trust or "sinking fund" 
to accomplish similar, significant results. These are 
achieved bygifting $1 0,000 or$20,000 annuallytoan 
irrevocable life insurance trust under which the trustee 
applies for and owns insurance on the life of the dealer. 
If the dealer is not the owner of the life insurance and 
does not possess any "incidents of ownership," the 
insurance proceeds will not be included in his or her 
estate at death. 

Although the same unified rates apply for gift and 
for estate tax purposes, the gift tax is "tax-exclusive," 
whereas the estate tax is "tax-inclusive." When 
property is passed to an heir through an estate, the 
amount necessary to equal the intended gift to be 
passed to that heir includes the amount of estate tax 
which is paid on that gift. In other words, for the very 
wealthy in the highest brackets, in order to make a gift 
of $1 million, the gift tax paid would be roughly 
$500,000. Instead, if the $1 million gift were deferred 
and not made until death when the property was 
passed through the estate, it would take $2 million 
worth of property val ue to create the resid ual property 
worth $1 million being" gifted" at death to that same 
beneficiary. 

Discounts are another means by which more 
property value can be transferred at a lower transfer 
tax cost. Certain business structures or organizations 
such as S Corporations and limited partnerships are 
more conducive to the transfer of large amounts of 
value at lower transfer costs. These structures 
facilitate gifting pieces or units of the business at 
discounted values. Discounts for gifting a minority 
interest and for lack of marketability, in combination, 
can range up to 40% where limited partnership inter­
ests are involved. In some instances, those dis­
counts may be even greater. With a 30% discount, 
property worth $13,500 could be gifted annually and 
still result in a net gift valuation of less than the 
$10,000 annual exclusion amount. 

Another important planning device is the GRAT or 
Grantor Retained Annuity Trust. If the stock is put into 
a Grantor Retained Annuity Trust, and the term of the 
trust and the terms of the annual pay-out are deter­
mined, at the end of that term of years for the trust, the 
stock will pass to family members. Since the family 
has to wait a number of years to get the stock, andif 
the grantor dies during the term of the trust the 
property is placed back in his estate, a discount may 
be taken against the value of the property when the 
property is placed in the GRAT. 

Assuming a 65 year-Old puts stock in a closely­
held business worth $1 million into a GRAT for a ten 
year period, with the grantor receiving a 6% interest 
from the trust annually while he is alive, the grantor will 
receive a $60,000 annuity every year. Under these 
circumstances, the value of the gift property put into 
the GRAT is not $1 million because the children who 
will ultimately receive the property have to wait ten 
years in order to receive it. In this case, the taxable 
gift is only about $625,000 ... a reduction of 37.5% of 
the total amount originally placed in the GRAT. 

In this case, the donor could apply his entire 
unified credit/lifetime exemption against that net 
amount, and would end up paying only a small amount 
of gift tax on the gift. 

What is important to focus on is what happens 
if the value of the stock placed in the GRAT 
continues to appreciate ... especially if it appreci­
ates significantly ... during the ten-year term of the 
trust. All of that appreciation will ultimately pass to 
the children attheend of the ten year period without 
any transfer tax. The key to the benefit (or in order 
to win the game): 

The donor has to outlive the term of the trust. 
One of the examples Seaburg gave involved the 

combination of a dealership restructuring with GRATs 
where adealership elected S treatment and the dealer 
kept 1 %ofthevoting stock with the remaining $990,000 
was divided into two equal portions. Each half was 
gifted into a GRAT, and the results were as follows: 
$495,000 reduced by a 30% minority interest nets 
down to $346,000. This $346,000 is further dis­
counted when the stock interest is put into a ten-year 
GRAT and the original $495,000/$346,000 now nets 
down to $217,000. Since there were two halves or 
equal portions, putting each portion into a separate 
GRAT resulted in a total gift of $434,000 ($217,000 x 
2). The dealer could then use his lifetime exemption 
of $625,000 to more than offset the gift tax liability on 
$434,000 ... thus combining discounts and GRATsfor 
significant transfer tax minimization. 
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Estate Planning Where the Dealership is the Most Valuable Asset (Con1inued) 

REAL ESTATE REITS & UPREITS 
For possible application to situations where family 

members are not going to be involved in the business, 
it may be desirable to restructure or rearrange the 
business so that the real estate is separate from the 
business. After the reorganization of the business 
portion of the assets into an S Corp., the GRAT 
arrangement might be employed. The real estate 
portion of the business might be traded in for operating 
real estate partnership interests. In other words, for 
the real estate, an UPREIT or Umbrella Partnership 
Real Estate Investment Trust might be considered. 

When a dealer considers an U PREIT or Umbrella 
Partnership Real Estate Investment Trust, he is ex­
changing or trading in his real estate for operating 
partnership units. A REIT has several levels to it. 
First, it is an operating partnership and that is the 
entity to which the dealer transfers the real estate. In 
return, the dealer receives operating units in the 
partnership so that he owns pieces of every other 
dealers' real estate who is participating in the REIT. 

The partnership then creates a REIT which the 
general partner takes public. The cash from going 
public is what is available to be distributed or trans­
ferred back to the original dealers if they choose to 
take cash back. If the dealer takes cash back, he has 
to pay a capital gains tax. However, if he instead 
takes back units in the REIT, that is a non-taxable 
event(Le., a tax-deferred exchange). Thedealermay 
then decide to gift the units of the UPREIT to the 
children who are the non-involved family members, and 
these gifts also can be made subject to discounts 
because these are operating partnership units. 

THE FOREVER DEALER 

What about adealerwhosimply and flat-out does 
notwantto give up control of the dealership during his 
lifetime? In this case, there definitely should be a buy­
sell agreement because of the likelihood that the 
business will have to be sold upon the dealer's death. 
Hopefully, if a buy-sell agreement is not in place, the 
eventual purchase of the dealership stock is being 
funded through an irrevocable life insurance trust in 
order to gain at least some leverage for the eventual 
purchase procedure or process. Typically, this is 
necessary because an outside source of funds will 
have to be accessible in order to pay the estate tax on 
the value of the dealership interest when the dealer 
dies. Otherwise, it will be necessary to drain operating 
cash out of the business in order to pay the estate tax. 

If a dealer believes his marriage is stable, he 
might consider gifting the dealership stock to his 
spouse ... assuming the Factory will concur with the 
transfer. During lifetime or at death, any amount can 

be gifted to a spouse without the payment of any 
estate or gift tax. The plan here would be that the 
spouse would turn around and gift the business inter­
est to the children. This again brings into play the fact 
that the estate tax is "tax-inclusive," whereas the gift 
tax is "tax-exclusive." Consequently, by having the 
spouse gift the value over the remainder of her 
lifetime, a lessertransfer tax should result. However, 
the spouse should be aware that gifting is a vital 
element in the overall plan ... and hopefully the spouse 
will live long enough to make significant effective gift 
transfers. Note that if the Factory will not agree to the 
gifting of stock in the dealership, these techniques 
can still be applied to other entities for which Factory 
permission prior to gifting is not required. 

Seaburg added that it is often important to con­
sider gifting as part of the overall transfer strategy 
even though gifting does not result in a step-up in 
basis for the property in the hands of the donee. His 
point is that the maximum capital gains rate on 
commercial real estate depreciated in a business is 
25%, and this income tax rate should be contrasted 
with the estate tax maximum rate of 55% if that 
commercial real estate were to be included in the 
dealer's estate subject to tax. Ah yes, it is a compli­
cated chess game involving gift, estate and income 
tax interrelationships. 

Even if the dealership has sold off the operating 
assets, there still ought to be some external source of 
funds available to pay the estate tax. One alternative 
under these circumstances might be a Charitable 
Remainder Trust (CRT) that is set up to receive 
property which itwill hold during the life of one or more 
persons. During their lifetimes, these persons will 
receive income from the CRT based on a rate of return 
forthe assets in the Trust. After the death of the donor/ 
annuitants (Le., the people who have contributed the 
property and/or who received the annuities during their 
lifetimes), the property in the Trust will be turned over 
to the named charities. 

Alternatively, a dealer may wish to set up a 
Family Charitable Foundation in order to become 
more actively involved with charitable dispositions 
and beneficiaries. 

Seaburg concluded with three observations: (1) 
the longer a dealer waits to plan, the fewer options 
there are available; (2) a dealer can't get something for 
nothing-control has to be given up or alternative 
arrangements have to be made; and (3) a dealer 
planning with family members, should not make it a 
zero-sum game. Instead, a dealer should strive for 
equable treatment of all family members ... and that 
does not necessarily mean equal treatment of all 
family members. * 
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AUTO DEALER CONFORMITY UPDATE 
COUNTDOWN TO COLLISION 

MAY 31 
1998 

Coming this summer: Another disaster movie 
with an unsuspecting and unbelieving populous ulti­
mately delivered from harm by the breathtaking feats 
of the stalwart heroes. Something about a meteor (or 
do you say "meteorite"?) approaching planet Earth 
and results that not even the word "disastrous" 
adequately describes. Far more immediate, and not 
quite so potentially devastating-but certain to be 
unpleasant financially, at a minimum-is a smaller 
catastrophe ... scheduled to impact a more limited 
target: Auto dealers on planet Earth ... in the United 
States ... who have used the LIFO (Last-In, First-Out) 
Inventory Method ... and who had LIFO conformity 
violations on their dealer Factory financial state­
ments ... during anyone of the six years 1991-1996. 

Yes ... that day is coming ... soon. And it's too late 
to repent. And the proverbial spot between a "rock 
and a hard place" will be no fun to be in. 

May 31, 1998 is the date on which the first install­
ment of the SettlementAmountpayment for dealers not 
under audit on October 14, 1997 is due to compensate 
the IRS for a prior conformity violation. The first 
payment due date for dealerships that were under 
examination on October 14, 1997 has already receded 
into the dim past: that day was December 1, 1997. 

The September & December 1997 LIFO Look­
outs generously responded to the lament of prior 
issues: "What Ever Became of LIFO Conformity?" 
We all found out ... on September 25, 1997 ... with a 
subtle vengeance! 

Unfortunately, there is not much newto be said 
about these prior questions arising under the Rev­
enue Ruling and Revenue Procedure. Not surpris­
ingly, answers have not been forthcoming. 

Selecting just one of those questions, and ampli­
fying it with the underlying fact pattern gives you an 
idea of how little guidance there really has been in 
"clarifying" the conformity "problem." The question 
we've selected relates to the use of reasonable 
estimates and the statement in Revenue Ruling 97-
42 that if a reasonable estimate were used on the 
year-end financial income statement, the actual 
change in LIFO reserve did not have to be (eventu­
ally) reflected in the income statement. 

WHAT'S A REASONABLE ESTIMATE? 
How does one arrive at a sense of comfort 

relative to estimates that were placed on (or thrown 
at) income statements in an effort to satisfy the 
conformity requirement? "Among other interpreta-

tions of this suggestive questiC?n, the following is full 
of teaching:" Prior to year-end, the (CPA's?) esti­
mate of the change in the LIFO reserve was that it 
would jncreaseincome{i.e., the LIFO Reserve would 
go down) by $20,000. Accordingly, net income was 
increased by that amount on the preliminary December 
31 Factory statement. Afterward, when the LIFO 
computations for the year were actually made, they 
showed thatthe LIFO reserve increased by $130,000. 

What we have here is a "swing" of $150,000 in 
(taxable) income. Is this ffIIISonable? Will the 
estimate of an increase in income of $20,000 be 
regarded by the IRS as reasonable in satisfying 
Rev. Ru!. 97-42 and avoiding Rev. Proc. 97-44? 

What would you do if you had almost $100,000 of 
LIFO penalty tax riding on the answer? 

INSURANCE CONSIDERATIONS 

Recently, one major CPA firm insurer released a 
special report on "Auto Dealer Clients' LIFO Confor­
mity" consisting of a cover letter/memo; a more 
detailed technical memorandum discussing LIFO 
conformity, Revenue Ruling 97-42 and Revenue 
Procedure 97-44; and two sample letters to be sent 
to auto dealer clients (one sample letter for current 
clients and the other sample letter for former auto 
dealer clients). 

This package was provided by the Loss Preven­
tion Department of CAMICO, 255 Shoreline Drive, 
Redwood City, California. Their cover memo is 
reproduced in the March, 1998 LIFO Lookout. In it 
CAMICO stresses the importance tor immediate 
action to be taken with both current and former auto 
dealer clients before April 1, 1998. It indicates that 
because CPAs are almost never involved in prepar­
ing their clients' Factory statements, it is unlikely that 
a CPA firm has any responsibility for any incorrectly 
prepared statements. This letter, realizes, however, 
that some clients may assert that a CPA firm has 
such responsibility, and it suggests that its policy­
holders should review their files as far back as 1991, 
and determine former, as well as current, auto dealer 
clients. It recommends that the appropriate sample 
letter be sent as soon as possible, but not later than 
April 1, 1998, and it recommends meeting with se­
lected current clients to discuss the issues in the 
letter before sending the letter, if that might be 
appropriate. It also advises that after meeting with 
dealers to discuss the issues, the CPA firm should 
send a letter to confirm that discussion in writing. 
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Confgrmity: Countdown 

CAMICO suggests that the following steps be 
considered if in the following course of discussions 
with auto dealer clients an assertion is made that the 
CPA firm is responsible for the Factory statement 
LIFO non-conformity. 

1. Document whether or notthe Factory financial 
statement was prepared by the client with or without 
assistance from the CPA firm. 

2. Emphasize that the immediate focus should 
be on determining what actions, if any, the client 
should take to correct the LIFO non-conformity and 
whether the client will utilize the relief provided by 
Revenue Procedure 97-44 if it pays the penalty tax. 

3. State that after the decisions referred to above 
have been made, then a clear assessment can be 
made of all the facts and circumstances around the 
involvement of the CPA firm in its past engagements 
relative to the question of whether any responsibility 
exists on the part of the CPA firm relative to the LIFO 
non-conformity. 

CAMICO stresses to its policyholders that their 
Firms should avoid assuming any improper legal 
duties or responsibilities in connection with these 
matters, and that if the client-or another party­
asserts Firm responsibility for either the Factory 
statement LIFO non-conformity and/or the Revenue 
Procedure 97-44 fee, the Claims Department should 
be notified immediately. 

The technical memorandum issued by CAMICO 
stresses the IRS' assertion that the LIFO conformity 
issues are not subject to the usual 3 year statute of 
limitations which, in turn, underscores the impor­
tance of addressing the matter of LIFO conformity 
(or non-conformity) in the 6 year look-back period. 
The technical memorandum indicates that a self-· 
check should be conducted by each auto dealer-or 
its representative-to determine whether or not LIFO 
conformity violations exist. If a dealer does not have 
a LIFO conformity violation during the look-back 
period, the dealer should retain the self-check docu­
mentation. Obviously, this documentation should be 
retained permanently. If the self-check reveals a 
LIFO conformity violation during anyone of the six 
most recent taxable years ending on or before 
October 14, 1997 (Le., for the calendar years 1991-
1996), then the alternatives or options narrow 
down to only three: 

1. Pay the settlement fee and file a 
memorandum statement by May 31, 1998, 

2. Play "IRS audit roulette," or 

3. Run away: i.e. terminate the LIFO election. 

(Continued) 

All are very unpleasant prospects standing alone 
or in comparison with the others. 

LETIER FOR CURRENT DEALER CLIENTS. 
The sample letter provided for (CPAs to send to their) 
current auto dealer clients states, in the first para­
graph, that "it would be best to call our office as soon 
as possible to discuss the relief provisions and their 
application to your business." This letter is four 
pages long and provides a comprehensive discus­
sion of the LIFO conformity problem and what the 
IRS has said in Rev. Rul. 97-42 and Rev. Proc. 97-
44. It also clearly sets forth the three alternatives 
which a dealer will have to consider if, in fact, a LIFO 
conformity violation has occurred during anyone of 
the years 1991-1996. The letter concludes by re­
questing that the dealer contact the sending CPA as 
soon as possible so that they may discuss the 
alternatives available to the dealership if it has LIFO 
conformity violations. 

LETIER FOR FORMER DEALER CLIENTS. 
The sample letter to the former or prior auto dealer 
client is only two pages. It begins by indicating that, 
although the CPA Firm does not currently render 
services to the dealership, it would like to take the 
opportunity to notify it of an important tax issue. The 
"important tax issue" is the increased IRS enforce­
mentoftheLiFOconformity regulations. Theformer­
client letter then overviews the recent developments, 
and closes by telling the dealer that because each 
business is unique, it would be best to consult with 
your current CPA regarding (1) whether your busi­
ness might have any LIFO conformity violations and 
(2) the IRS relief provisions specifically as they apply 
to your dealership. 

With respect to both letters-the current-client 
dealer letter and the former-client dealer letter­
CAMICO emphasizes the importance of dating the 
letter to document the date of the correspondence. 
The senders might also wish to send those letters by 
certified mail in certain instances. 

In its technical memorandum to policyholders, 
CAMICO points out that if a dealer was under IRS 
audit on October 14, 1997, the first payment of its 
Settlement Amount or "penalty tax" was due Decem­
ber 31, 1997. Note: this is a technical error because 
the first payment was actually due December 1, 
1997, (Revenue Procedure 97-44, Sections 5.03(2)). 
That is not the point. It goes on to state that if the 
dealer under examination on October 14, 1997 did 
not make a timely payment of this first installment on 
its accelerated, early payment date, then it is "likely 
the IRS will assert that the dealer has lost its ability 
to cure its past LIFO conformity violations." 
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