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DEALER TAX WATCH OUT

If you had called me personally to ask, “What's
happening lately with IRS audits of dealers and
dealershipsthatlneedtoknow about?” ... Here's what
I'd say:

#1. DEMO VALUATIONS HIT AGAIN, THIS TIME
BY A U.S. DISTRICT COURT LOOKING AT
BMW’s TREATMENT. The District Court re-

cently saidthe IRSwas rightin requiring BMW of North

America to forego the use of the more favorable

valuation tables in valuing the demonstrator vehicle

fringe benefit it provided to some 2,000 employees.

The law’s the law, and BMW did not satisfy all of its

technical requirements to be able to use the Annual

Lease Valuation Table.

This case, with a U.S. District Court’s blessing,
emphasizes the same technicalities the IRS ham-
mered oninitsprevious letter rulings. For discussions
of theprior IRS rulings, see the December, 1997 DTW
for LTR 9801002 and the June, 1998 DTW for LTR
9816007.

The holding by the District Court of New Jersey in
this case cost BMW $1.35 million and it is not
surprising to anyone familiar with the tight wording
limiting the availability of the special use valuation
benefits. Dealers...and advisors...beware.

#2. USED CAR DEALERS “SELLING” NOTES TO
LOANSERVICING COMPANIES ... TWOMORE
IRS RULINGS. InLTR 9840001, the IRSheld that
the transfer of credit-impaired customers’ (sub-prime)
notes by a used cardealertoaloan servicing company
were sales, rather than “financings.” Inthatruling, the
IRS also held thatthe amounts realized fromthe sales
of the customer notes were equal to the sum of (a) the
cash received for the customer note, plus (b) the fair
marketvalue of the dealer’s righttoreceive any future
distribution payments created by the sale.

Recently, the IRS issued two more rulingsinvolv-
ing used car dealers under auditexamination. These
rulings, 199909002 and 199909003, have relatively
similar fact patterns, although each has its own
distinctions.
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These seemingly favorable rulings for used car

dealers haven't clarified the real issues: how to
guantify the fair market value of the future (or back-
end) payments...and how Section 483 should be
applied to these deferred payments.

It would be nice to have a revenue ruling or a
revenue procedure addressing these critical issues.
However, that seems unlikely at the present time.
These letter rulings (—002 and—003) and LTR 9840001
are discussed on page 8.

#3. FACTORY INCENTIVE PAYMENTS. We finally
have some closure on the matter of automotive .
manufacturer incentive payments to dealership sales
personnel. The IRS finally came out and said in writing
that incentive payments to vehicle salespersons are
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not subject to Federal income tax withholding, Sacial
Security, Medicare or Federal unemployment tax.
Hooray!

This concession/guidance appeared on its web
site (www.irs.ustreas.gov) andin Publication 3204...so
that salespeople could “do therightthing”in preparing
their 1998 income tax returns.

For more on this and other Form 1099 reporting
developments, see page 12.

#4. DEALER GETS TAX RELIEF BECAUSE HE
SOLD HIS DEALERSHIP PROPERTY UNDER
THREAT OF CONDEMNATION. The Tax Court

allowed an auto dealer to defer the gain on the sale of

his dealership properties which he had sold under the
threat of condemnation by a California city (Lancaster)

Redevelopment Agencythatwas eyeing hisdealerships

for its auto mall. :

The special relief provisions of Section 1033 were
found to apply to his special fact pattern. But, what's
really interesting about this case is the fraud penalty
assertionby the IRS. For more on Michael H. Johnson
(T.C.Memo. 1998-448), see page 14.

#5. UPDATEONTECHNICIAN’'S TOOL RENTAL

PROGRAMS. Atarecent American Bar Associa-
tion meeting of the “Employment Taxes” committee,
the Director of the IRS Office of Employment Tax
Administration and Compliance mentioned several
developments of concern.

Of most immediate interest to auto dealers was
Tom Burger’'s mention that “someone out there” has
been encouraging automotive repair shops to desig-
nate a portion of their wages as “tool rentals” appar-
ently in an effort to get around the withholding tax
liabilities associated with those wages. Mr. Burger
warned: “We are actively looking at this issue.”
Undoubtedly, we'll hear more on this eventually...and
we'll keep you posted.

#6. DEALERS CAN'T USE REPLACEMENT COST

FOR PARTS INVENTORIES. The Tax Court
recently issued its decision on a dealer's use of
replacement cost for parts inventories on LIFO. The
news wasn'tgood. And, it has troubling implications
for all dealers, notjustforthose using LIFO. The Court
held that:

1. Theuse of replacement costin determining
the current-year cost of the dealer’s LIFO parts pool is
con he LIFO requlations.

2. Theuseofreplacementcost does notclearly
reflectincome.

3. Thedealer wasentitled to no relief because

he dealer failed to maintain “ iled inventor
records.” As a result, the IRS couldn't verify the
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(Continued from page 1)

dealer’s inventory computations and/or their compli-
ance with the regulations.

When the IRS added the entire parts LIFO reserve
back into the dealer’s income, the Tax Court said this
was not the equivalent of the IRS terminating the
dealer's LIFO election.

The Court noted that before electing LIFO, the
dealer had made no attempt to determine whether it
could have modified its perpetual inventory
recordkeeping system so that it could have used
invoice prices in valuing its parts inventory at cost.
Has any dealer everdone this beforeelecting LIFO for
aparts inventory?

Mountain State Ford Truck Sales v. Comm. was
filed March 2, 1999 (112 T.C. No. 7). Until clarified,
interpretations of this case will vary, and no oneknows
how far the IRS will push it as precedent.

Thiscasewas decided based on the record before
the Court. However, itimplicates all dealers—whether
or not they are.on LIFO for parts—because the use of
replacement cost to value parts inventories has al-
ways been accepted industry practice ... until now.
This caseis written up in the March, 1999 issue of the
LIFO Lookoutand you can expect to hear more about
itin the future when the IRS and others really come to
understand its implications.

#7. USED CARLIFO COMPUTATIONS TAKE A

HIT. InLTR 9853003, the IRS held that an auto
dealer could not use a short-cut method for computing
used vehicle LIFO inflation indexes. Instead, the
Service required the dealer to use multiple official
used car guides so that valuation comparisons could
be made for each vehicle on an exact one year term
basis.

To make matters worse...or at least more
complicated...the IRS also said that consideration
should be given to similarity in condition, mileage and
options in order to clearly reflect income. What the
IRS means by clear reflection of income will continue
to cause problems wherever the IRS raises it as an
issue.

Since many CPAs do not make exact one year
matches to the date of acquisition, nor other more
detailed comparisonsin their used vehicle LIFO com-
putations, these positions of the IRS will have to be
reckoned with sooner or later. Letter Ruling 9853003
is discussed in the March, 1999 issue of the LIFO
Lookout.

#8. RE:OURRECENTSUBSCRIBERSURVEY. We

thank those of you who responded for sharing your
thoughts on our publications.

-
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If you were not contacted by the firm we had
conduct this survey because of the random nature of
their selection process, we'd be pleased to send or fax
you a copy of their questionnaire. This will only take
a few minutes of your time to complete.

Several of you told us thatyou feltthere either was
too much overlap between our two publications (the
LIFOLookoutand the Dealer Tax Watch) or that either
one or the other would probably now be sufficient for
your needs.

In the past, there has been some overlapping of
dealer LIFO newsbetween our two publications. This
was simply because we didn't want to deprive those
who subscribed only to the Dealer Tax Watch of
certain autodealer update information on LIFQissues
because they were covered more thoroughly in the
LIFO Lookout.

Inthe future, there will be no duplication. AllLIFO-
related subjects will be treated only in the LIFO
Lookout; all other dealer-related tax issues will be
covered in the Dealer Tax Watch, with only a brief
summary in the DTW Update portion mentioning the
dealer LIFO-related matters. For example, see Up-
date items #6 and #7 on page 2.

Therefore, allin-depth auto dealer LIFO coverage
willbeincluded only inthe LIFO Lookoutin the future.
Our web site includes the tables of contents for the
current issues of both publications.

Several respondents indicated they would like to
receive the publications on a more timely basis. We
share your desire in this respect and will make a
greater efforttoget the publications into your hands on
a more timely basis in the future.

(Continued)

Some respondents suggested that by expanding
the frequency to six issues per year, the information
might be more timely. For the present, we are not
planning to increase (or decrease) the frequency of
publication, but as indicated above, we will strive to
get each issue into your hands more promptly.

#9. UPCOMING CONFERENCE OF INTEREST. Our
Spring, ‘99 CPA-Auto Dealership Niche Conference
will be held May 10-12, at the Flamingo Hilton in Las
Vegas.

The tax roundtable Tuesday morning brings to-
gether many of the key names associated with tax
developments in the industry: Ms. Mary Burke
Baker, Motor Vehicle Industry Specialist, Mr. Willard
J. De Filipps, CPA, Mr. R.B. Grisham, Executive
Vice President, National Independent Automobile
Dealers, Mr.James C. Minnis, Esq., Director, Regu-
latory Affairs, National Automobile Dealers Associa-
tion, and Mr. Robert Zwiers, Crowe Chizek & Com-
pany.

Conference topics include: Industry outlook,
dealer consolidation in public markets, Factory Project
2000 downsizing, new financial products, dealership
valuations, financial statement analysis and bench-
marks, computer utilization and purchase negotiation
strategies, used vehicle LIFO calculations, a special
session on the Mountain State Ford Truck Sales
decision, related finance companies, and much more.

Foradetailed conferencebrochure, call (847)577-
3977 or fax (847) 577-1073, or visit the Conference
web site at http://www.defilipps.com. X
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DEMO VALUATIONS HIT VERY HARD AGAIN
IN BMW OF NORTH AMERICA, INC.

DEMO
WARNING

Some people believe that bad news messages
come in threes. If true, that could also be said about
IRS “messages” on the use of demonstrators. First
came LTR 9801002 last year when the Service held
thatthe employees of adealership were notentitied to
exclude the value of the use of the vehicles from gross
income as a working condition fringe because the
substantiation requirements of Section 274(d) had not
been satisfied. In this ruling, the dealer also lost the
benefit of the more favorable Annual Lease Valuation
Table.

NextcameLTR9816007. Thisrulinginvolved the
IRSreneging onits own advicegiveninaprior auditon
how the taxpayer could apply the demonstrator valu-
ation rules. The taxpayer in this ruling was a distribu-
tor of vehicles manufactured by an affiliated company
and it, too, lost the benefit of favorable treatment.

Now comes BMW of North America, Inc. vs.
United States, a decision dated December 22, 1998
out of the United States District Court for the District
of New Jersey. Thiscaseisarealwake-upcallforall
taxpayers—dealers or otherwise—who are using the
Annual Lease Valuation Table to reduce the valua-
tions of their precious auto use fringe benefits.

In this decision, the IRS was upheld and BMW of
North America was hit hard. BMW lost the benefit of
lower demonstrator fringe benefit valuations for the
vehicles it had provided to some 2,000 employees.
The reason: It failed to properly apply the valuation
rules in connection with the use of the Annual Lease
Value Table. This case certainly was not on the “fast
track” ...since the yearsinvolved were 1988 and 1989.
However, the dollars are big: An assessment for
additional employment taxes of roughly $1.35 million.

Under BMW's fringe benefit policyin those years,
it assigned a particular series of BMW models to
employees based on the employee’s job title. The
higher up the corporate ladder, the higher the series
model assigned to the employee. “7 Series” autos
went to vice presidents, “5 Series” autos went to
department managers and “3 Series” autos went to
section managers and field empioyees. If a model
was in short supply or over supply, however, the
employee mighthave been assigned amodel different
from the one normally assigned to his/her job title and
classification. BMW employees could notchoose the
color and features of the vehicles that were assigned
to them since the assignment was made by BMW
based on its existing inventory supply. For the 1998
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model year, the Manufacturer's Suggested Retail
Price (MSRP) for the “7 Series” BMWs ranged from
$54,000t0 $69,000, ... for the “5 Series” itranged from
$32,000t0$47,500 ... and for the “3 Series,” itranged
from $25,000 to almost $35,000.

In 1988 and 1989, BMW provided morethan 2,000
vehicles to its employees as fringe benefits ... and it
treated the use of a BMW vehicle by an employee as
afringe benefitforwhichitcalculated a value thatwas
included on each employee’s W-2 wage statement.
BMW paid Federal employment tax with respect to
that income, as well.

Todetermine the taxable value of the auto fringe
benefit, BMW elected to use the Annual Lease Value
Tablefound at Reg. Sec. 1.61-21(d)(2)(iii). Thistable
isone of three “special valuation allowances” provided
in the regulations where vehicles are made available
to employees. The other two special valuation allow-
ancesare (1) the cents-per-mile valuation method and
(2) the commuting valuation method. Generally, the
commuting valuation method is not available where
there is more than minimal personal use other than
commuting or where the employee using the vehicle
owns any stock or is highly paid.

DETERMINING “FAIR MARKET VALUE” WHEN
USING THE ANNUAL LEASE VALUE TABLE

Regulation Section 1.61-21(d)(5) providesthatthe
“fair market value” of the vehicle to be used in
connection with the Table “is the amount that an
individual would have to pay in an arm’'s length
transaction to purchasethe particular automobile in
the jurisdiction in which the vehicle is purchased or
leased. ...Any special relationship that may exist
between the employee and employer must be disre-
garded. ...Also, the employee’s subjective perception
of the value of the automobile is not relevant to the
determination of the automobile’s fair market value.”

Obviously, the determination of “fair market value”
is not an exact science. Reasonable people, acting
reasonably and in the utmost good faith, could reach
different conclusions with respect to the “fair market
value” of the use of an automabile.

Indetermining “fair marketvalue,” BMW used the
employee purchase price for the base model vehicle
assigned to the employee’s job position. The em-
ployee purchase price was the price at which the
vehicle was offered for sale to BMW employees under
an employee car purchase program...and that was

-
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approximately the same as the vehicle's wholesale
price. BMW used the price for the base model in the
relevant series (i.e., the “3 Series” or "5 Series”), and
itusually did not distinguish between models within a
series. Inaddition, BMW used the base model vehicle
for the series assigned to the employee’s job position
even though sometimes an employee would, for the
convenience of BMW, drive a vehicle from a different
series—for example, a “5 Series” vehicle instead of a
“3 Series” vehicle.

BMW said that it used the employee purchase
price of the base model vehicle as the fair market
value of the vehicle in order to reflect certain factors
that would have depressed the sales price of the
assigned vehicle if it had been offered for sale on the
open market. These factors included the restrictions
placed by BMW on the use of the vehicle and the
frequent assignment of slow-moving, unpopular or
end-of-model-year vehicles to employees. The IRS
disagreed and said that the only restrictions placed on
employeesinawrittenpolicy in 1988 and 1989 related
to maintenance and parking requirements. The IRS
alsoclaimed that there was no evidence in the record
that any specific vehicles assigned in 1988 or 1989
were unpopular or end-of-model-yearvehicles.

The IRS position was that BMW “improperly
applied”the special lease valuation rule that applies if
the Table is going to be used. The IRS said that the
fringe benefitvalues determined by BMW were incor-
rect because the numbers BMW plugged into the
Table for the “fair market value” were too low. The
consequence, according to the IRS, was that BMW
was not entitled to use the special valuation rules,
including the Table. As authority for its position, the
IRS cited Reg. Sec. 1.61-21(c)(5) which isdiscussed
in the next section as the “Poison Pill Penalty.”

The IRS position was that, by default, BMW must
use the general valuation rules of Reg. Sec. 1.61-21
to determinethe taxable value of the vehicle usefringe
benefit. These general rules require that the fair
market value be determined “on the basis of all the
facts and circumstances.” And, in these particular
circumstances, that value equals the amount that an
individual would have to pay in an arm’s-length trans-
action to leasethe same orcomparable vehicle on the
same orcomparable conditionsin the geographic area
in which the vehicle is available for use. An example
of a comparable condition is the amount of time that
the vehicle is available to the employee for use (i.e.,
aone year period). Reg. Sec. 1.61-21(b)(4).

THE POISON PILL PENALTY...PUTTHERE TO
PREVENT AN ABUSE OF THE RULES
Thekey issuewaswhether or not Reg. Sec. 1.61-
21(c)(5) is a penalty provision which prevents taxpay-
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ers from using any special valuation rule if they have
not properly applied any special valuation rule to a
fringe benefit.

The Court held that this regulation is, indeed, a
penalty provision and the IRS may invoke itto prevent
the use of any special valuation rule when it finds that
the taxpayer has improperly applied such a rule.

Initially, the IRS was unsuccessful in arguing that
its interpretation was along-standing and considered
agency view. Afterthatpreliminary sparring, the Court
turned its attention to the wording of the “penalty”
provision.

Reg. Sec. 1.61-21(c)(5) states that “... The valu-
ation formulae contained inthe special valuation rules
are provided only for use in connection with those
rules. Thus, when a special valuation rule is properly
applied to a fringe benefit, the Commissioner will
acceptthevalue calculated pursuanttotherule asthe
fair market value of that fringe benefit. However,
when a special valuation rule is not properly
applied to a fringe benefit (see, for example, para-
graph g(13) of this section), or when a special valua-
tion rule isused to value a fringe benefitby a taxpayer
not entitled to use the rule, the fair market value of
that fringe benefit may not be determined by
reference to ANY value calculated under ANY
special valuation rule. Under the circumstances
described in the preceding sentence, the fair market
value of the fringe benefit must be determined pursu-
ant to the general valuation rules of paragraph (b) of
this section.” (Note: it is this last sentence which
feedsinto Reg. Sec. 1.61-21(b)(4)'s requirementto use
the arm’s-length cost to leasethe vehicle criteria.)

The Court said that it interpreted the third sen-
tencein the regulation to mean that when the special
valuation rule for cars is not “properly applied” in
determining the fringe benefit value of a car, the
taxpayer cannot use any special valuation rule in
calculating the fringe benefit value of the car. Thus,
a taxpayer who wrongfully determines FMV in using
the Annual Lease Valuation Table in paragraph (d)
cannot use either of the other two special valuation
rules, i.e., the special cents-per-mile valuation rule of
paragraph (e), or the commuting valuation rules in
paragraph (f) of the 1.61-21 Regs. Furthermore, the
fourth sentence explainsthat the taxpayer must follow
the generalvaluation rules ifthe taxpayer is precluded
from using the special valuation rules.

The Court observed that the IRS interpretation of
the paragraph (c)(5) ruleis thatit extends a promise in
the second sentence (i.e., the Commissioner prom-
ises to accept the valuation), and then places a limit
on that promise in the third sentence.

see DEMO VALUATIONS HIT VERY HARD AGAIN, page 6
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The Court added that the general principle of
voluntary compliance within our tax system also
supported the IRS' interpretation. The Courtsaid: “In
such a system, itwould make sense to have a penalty
provision such asparagraph (c)(5) toinduce taxpayers
toproperly apply the specialvaluation rules, which are
usually more beneficial to them than the general
valuation rules. Without such a penalty provision,
taxpayers could improperly apply the special valua-
tion rules to their benefit until caught, and then goback
and properly apply the same beneficial rules the
second time, losing nothing. The Court interprets
paragraph (c)(5) toprevent such a situation, and as an
attempt to prevent an abuse of the rules.”

BMW argued thatthe IRS interpretation should be
rejected because the IRS was unable to explain its
standard. However, the Court said that “the IRS’s
failure to articulate an exact standard for the type of
error that will preclude a taxpayer from applying the
special valuation rules does not render the IRS's
interpretation of theregulationinvalid. There could be
a variety of improper applications of the special
valuation rules in determining fringe benefits, all of
which cannot be contemplated by and listed in the
regulation. Such improper applications could range
from a single arithmetic error to a blatant disregard of
therules contained in the special valuation provisions.
The IRS must apply the regulation to the facts set
before it.”

BMW also argued that the IRS interpretation
“undermines the predictability and usefulness of the
special valuation rules because it makes the rules
available or unavailable to the taxpayer on a vehicle-
by-vehiclebasis.” The Courtdismissed this argument
by observing that a taxpayer could avoid uncertainty
by properly applying the special valuation rules.

Thus, the Court held that based on the plain
language of the regulation, tax policy and logical
construction, Reg. Sec. 1.61-21(c)(5) is a penalty
provision that the IRS may invoke to prevent those
taxpayers who have improperly applied a special
valuationrule to a fringe benefitfrom using any special
valuation rule tothen determine the value of thatfringe
benefit. Ataxpayer whoimproperly applies a special
valuation rule must apply the generalvaluation rules.
These generalvaluation rules are found in Reg. Sec.
1.61-21(b)(4) and they arebased upon anarm’s-length
transaction to lease—as distinguished from a transac-
tion to purchase—the vehicle.

Readers desiring more intellectual stimulation
can read the part of the decision in which BMW, the
IRS and the Courtkicked around the meaning/interpre-
tation of the “(g)(13)" reference in paragraph (c)(5).
Warning: That stuff gets really deep.
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(Continued from page 5)
BMW DIDN’'T PROPERLY DETERMINE
FMV OF AUTOS

The IRS contended that BMW violated the regu-
lationin taking into account a “special relationship with
its employees” in valuing the fringe benefit. The IRS
also said that BMW failed to value the “particular
automobiles” that were driven by its employees, and
this also violated Reg. Sec. 1.61-21(d)(5).

This regulation provides that “...For purposes of
determining the Annual Lease Value of an automobile
under the Annual Lease Value Table, the fair market
value of an automobile is the amountthat anindividual
would have to pay in an arm’s-length transaction to
purchasethe particular automobilein the jurisdiction
in which the vehicle is purchased or leased. ... (That
amountincludes sales tax andtitle fees, aswell asthe
purchase price.) ...Any special relationship that may
existbetween the employee and the employer mustbe
disregarded. ...Also, the employee's subjective percep-
tion of the value of the automobile is not relevant to the
determination of the automobile’s fair market value...."

The IRS argued that BMW used the “employee
purchase price” which was typically “dealer cost,” to
which the company then applied the special valuation
tables. Because employees often received models
from different series of BMW vehicles than the “as-
signed” models that BMW had valued, the IRS said
that BMW did notvalue the vehicle that the employee
actually drove, rather BMW valued the vehicle that
was assigned to the employee. In this context, the
IRS admitted that “under its interpretation of the
penalty provision in paragraph (c)(5), the taxpayer’s
ability to use the Annual Lease Value Table must be
made on a car-by-carbasis sothatan errorin valuation
with respect to one vehicle may prevent the taxpayer
fromusing the Annual Lease Value Table with respect
tothatvehicleonly.” (Remember, 2,000 vehicleswere
involved in this case.)

The Court analyzed BMW's use of the employee
purchaseprice(i.e., the price atwhich the vehicle was
offered for sale to BMW employees under an em-
ployee carpurchase programand...approximately the
same as the vehicle’s wholesale price) as the fair
market value for the vehicles. The Court first ob-
served that apparently BMW felt that this price encom-
passed the discounts that would be appropriate to
reflect vehicle use restrictions, slow-selling models
and damage that existed with regard to vehicles
assigned toitsemployees. These factorswould have
had a negative effect on the fair market value of the
employee-assigned vehicles compared to typical BMW
vehicles sold in the market place. Thus, BMW was
arguing that it used the employee purchase price to
determine the fair market value of the vehicles not

_)
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because of its employer-employee relationship with
the vehicle users (as is clearly prohibited by the
regulations), but rather because the employee pur-
chase price happened to be a price that BMW felt
adequately represented the reductions in fair market
value thatwould occur duetofactors mentioned above
if the vehicle were sold in a arm’s-length transaction.

The Court then rejected BMW's argument. The
Court observed that “the fair market value of an
automobile isthe amountthatan individualwould have
topay in an arm’s-length transaction to purchase the
particular automobile in the jurisdiction in which the
vehicle is purchased or leased.” However, BMW had
introduced no evidence that it was BMW's usual
practicetopurchase automobiles with use restrictions
in the open market! Furthermore, the Court said it
could not conceive of a situation where that would be
the case. Although such restrictions might occur
when leasing a vehicle, the regulation applicable in
this case (i.e., (d)(5)) specifically contains the word
“purchase” and the fact that the word “lease” is used
elsewhere (such as in (b)(4)) indicates that such a
distinction was intentionally made. Thus, the Court
held that BMW improperly took into account use
restrictions when calculating the fair market value of
the vehicles.

This regulation also required that “any special
relationship that exists between the employer and the
employee must be disregarded” in calculating the fair
market value of an automobile. The use restrictions
in this case were clearly a product of the employer-
employee relationship. Taking this relationship into
accountindetermining value is specifically prohibited
by the regulation.

COLORANDOPTION LIMITATIONS

BMW had also reduced the fair market values of
some or all of the vehicles because of the restrictions
thatits employees could not always choose the color
orthe options ontheir assigned vehicles. Theposition
ofthe IRS was that BMW's attributing a reduced value
to restrictions on color or option choices violated the
prohibitions against using subjective perceptions of
valueunderboth the general and the special valuation
rules.

The Courtfound thatthe restrictions on option and
color choices cannot be considered in determining fair
market value under the special valuation rules of
paragraph (d)(5). The small amount of good news for
taxpayers arising out of this BMW case is that the
Court did hold that restrictions on color and option
choices could be present in a lease. Accordingly,
such restrictions could be a “comparable condition”
allowing areductioninvalue underthe generalrule for
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valuing fringe benefits (i.e., Reg. Sec. 1.61-21(b)(4))
to which unsuccessful special use valuation “wanna-
bees"mustdefault. In otherwords, the Court held that
BMW was not precluded from taking restrictions on
color and option choices into account in determining
the fair market value of the fringe benefit under the
cost “to lease” criteria in paragraph (b)(4).

THE CONSEQUENCE OF FAILING TO USE FMV

Since the Court found that BMW had not properly
applied the lease valuation rules, it further found that
BMW was precluded from using those rules and the
Annual Lease Valuation Table to determine the value
of the fringe benefits of the vehicles it provided to its
employees. Instead, BMW was required to use the
generalvaluationrulesin Reg.Sec. 1.61-21(b). Spe-
cifically, (b)(4) requires the use of the amount thatan
individual would have to pay in an arm’s-length trans-
action to leasethe same or comparable vehicle onthe
same or comparable conditions in the same geo-
graphicarea.

LESSONS FROM THIS CASE

Therules fordemovaluation areburiedin the vast
provisions of Reg. Sec. 1.61-21. Thekeyrulesare as
easy to remember as the combination to an old gym
lock: ...(d)(5) ...(c)(5) ...(b)(4). If ataxpayer fails to
satisfy the fair market valuation rules at (d)(5), then
(c)(5) throws the taxpayer out of the special rules
completely, and (b)(4) applies by defaultand produces
a much higher taxable value for the fringe benefit.

The Court’s holding in the BMW case makes it
clear thattaxpayers are not eligible to use the Annual
Lease Valuation Table—orany other special valuation
approach—ifthey have madereductionsfor ANYofthe
following factors in determining “fair market” values

~used in the Lease Table:

1. Any special relationship that may exist

between the employee and the employer,
2. The employee’'s subjective perception of

the value of the automabile,

3. The costincurred by the employerin con-
nection with the purchase or lease of the automobile
(except in extremely limited situations), or

4. Anything that is part of the full purchase

price, including all sales taxes and all title fees.
(Watchthose floor mats...and don’twaive those fees!)

It any of these factors have been allowed to create
areductioninthe FMV of the vehicle, youcannotuse the
Lease Valuation Table and you must use higher
valuations based onthe arm’s-length costtolease the
vehicle. So, if you're using the Annual Lease Valuation
Table, the BMWcase makes itimperative to go back for
a second look at how you've valued the vehicles. XX
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IRS GIVES GREEN LIGHT...BUT NO REAL DIRECTION...
TO BUY-HERE, PAY-HERE SALES OF SUB-PRIME NOTES
TO UNRELATED LOAN SERVICING COMPANIES

Used car dealerscontinuetoreceive IRS approval
for saletreatmentwhen they transfer their customers’
sub-prime notes to unrelated loan servicing compa-
nies. RecentLTRs 199909002 and 199909003, both
dated November 9, 1998, involved dealers who were
under IRS auditexamination. These LTRs continueto
reflect the favorable attitude the IRS had expressed
earlierin LTR 9840001.

All three rulings involved used car dealers who
operatedin essentially the sameway and forwhomthe
IRSreachedidentical conclusions after going through
identical analyses. The December, 1998 Dealer Tax
Watchcontains extensive discussion of LTR 9840001,
including the IRS factor-by-factor analysis of the sale
vs. financingissue (pp. 17-19) and the Code, Regula-
tions and case history analysis required to determine
the amount realized on the sale (pp. 20-22). Those
discussions are not repeated here.

Note: Recently the IRS started numbering letter
rulings using all four digits torepresent the year 1999.
Previously, LTR 199909002 would have been desig-
natedas 9909002 and itscompanionruling, as 9909003.
For simplicity, these 1999 letter rulings often will be
abbreviated in this articleas LTR -002 and LTR -003.

Thetwo more recent rulings involve the additional
questions of whether a mark-to-market election
could be made under Section 475 (in LTR -002) and
whether the dealer, operating as a sole proprietor, was
required to use the accrual method (inLTR-003). This
article willcompare and contrastL TR 9840001 with the
two more recent LTRs.

Thedealersin all three rulings sold used vehicles
to purchasers who had substantially impaired credit
ratings in exchange for cash and their customer
purchase notes. The customer's note was always
secured by a lien on the automobile. Onthe sale of a
vehicle, the amount the dealer realized was the cash
received plus the issue price of any customer note,
which (assuming adequate stated interest) was the
face amount of the customer note.

Thedealerswould then sell these customer notes
to anunrelated loan servicing company (Company) for
cash plus the right to receive additional distribution
paymentsin the future. On the sale of the customers’
notes, the amountthedealer realized for tax purposes
was the cash received from the Company (the ad-
vance payment) plus the fair market value of dealer's
rightto receive subsequent distribution payments. At
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the time of sale, the dealer alsorealized a loss on the
sale of customer notes. That loss was equal to the
difference between the dealer’s adjusted tax basis in
the customer’s note and the amount realized.

The dealers in all three rulings had treated the
transfer of customers’ notes as sales. The dealer in
LTR 9840001 had treated only the advance payment
received from the loan servicing company as the
amount it realized from the sale of the customer’s
note. The dealer's adjustedbasisin a customer's note
equaled the outstanding principal balance of that
customer’s note at the time it was sold to the Com-
pany. Accordingly, the dealer calculated the loss from
the sale of a customer’s note as the difference
between the advance paymentreceived from the Com-
pany and its adjusted basis in the customer’s note.

LTRs-002 and -003 do not specify what amounts
those dealers actually treated asthe amount realized.
Instead both rulings (-002 and -003) merely state that
“on the sale of a customer note, Taxpayer's amount
realized was the amount received from the Company
(the advance payment) plus the fair market value of
the Taxpayer's right to receive the distribution pay-
ments. Thus, Taxpayer realized a loss on the sale of
a customer note equal to the excess of taxpayer's
adjusted basis in the customer note over/and
Taxpayer'samountrealized” LTR -002 used the word
overand -003, used the word and. The IRS did notgo
any further in expressing a position on what else the
dealersin-002 and -003 should have done.

The loan servicing companies in two of the three
rulings had encouraged the dealers to report the
transactions as sales for income tax purposes.

HOLDINGS COMMON TO ALL THREE RULINGS

1. Theusedcardealer's(Taxpayer's) transfers of
customer notesto an unrelated loan servicing company
(Company) were sales. Ifthe transactions betweenthe
dealer and the loan servicing company were sales,
then the dealer would be required to recognize any
gain or loss for Federal income tax purposes under
Section 1001 of the Code. Alternatively, if the trans-
actions were secured financings, then the dealer
would be treated as having borrowed the advance
paymentfrom the Company using the customer notes
ascollateral, and the dealer would nothave toinclude
the borrowed amounts in gross income.

see IRS GIVES GREEN LIGHT, page 10
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LOAN SERVICING PROGRAM ARRANGEMENTS

CUSTOMERS DOWN PAYMENT AND CONTRACT NOTE
—»
SUB-PRIME (1 AUTO
BUYERS USED VEHICLE SALE DEALER
<
PN VN
(2)
COMPANY SELLS
4 SERVICING BUYER'S NOTE
LOAN TO COMPANY
‘______._
APPLICATION OF PAYMENTS
BY THE COMPANY
ADVANCE
TO DEALER
(3) L
PAYMENTS COLLECTION COSTS
ON NOTES
) — SERVICING FEES
4)
— RECOVERY OF ADVANCES )
HOLDBACK OR BACK- END
}—> PAYMENTS TO DEALER >
/ PAYMENTS

The dealer sells a used vehicle to a sub-prime customer. The dealer receives a cash down payment and a contract
installment note from the buyer. The buyer’s note is always secured by a lien on the vehicle. The buyer’s notc
represents the balance of the vehicle purchase price, plus related interest and the cost of any additional products
(such as credit, life, accident insurance and/or extended service warranty contracts) sold to the buyer.

The dealer sells the buyer’s contract/note to a loan servicing company and receives a cash advance. This advance,
when combined with the buyer’s down payment, is designed to provide the dealer with an initial positive cash flow.

As the buyer makes payments on the note to the Company, any further payments are remitted to the dealer only after:
... the Company has been reimbursed for any out-of-pocket collection costs,
... the Company has received its loan servicing fee (usually 20%) attributable to such payments, and
... the Company has recovered all of the advance previously made to the dealer.

Customers’ notes are usually sold to loan servicing companies in batches of either a given number of contracts or
aggregate dollars of face amounts.
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IRS Gives Green Light

2. The amounts realized from sales of the
customer notes equaled the sum of (a) the cash
received for the customer note, plus (b) the fair market
value ofthe dealer’sright to receive future distribution
payments created by the sale.

3. Theone-time, non-refundable enrolimentfee
paid by the dealer upon signing up with the loan
servicing company was a Section 263 capital expen-
diture . Assuch, it could be amortized over 15 years
as a Section 197 intangible.

Sale—Rather Than Financing—Treatment In all
three rulings, in concluding that the dealers had sold
their customers’ notes to the loan servicing compa-
nies, the IRS analyzed the following factors:

1. Whether the parties treated the transfers as
sales;

2. Whether the purchasers of the vehicles who
issued the notes were notified of the transfer
of the notes;

3. Whichparty handled collectionsand serviced
the notes;

4. Whether payments to the Company corre-
sponded to collections on the notes;

5. Whether the Company imposed restrictions
on the operations of the dealer that are con-
sistentwith a lender-borrower relationship;

6. Which party had the power of disposition;
7. Which party bore the credit risk; and
8. Which party had the potential for gain.

Determination Of The “Amount Realized” By
The Dealer On The Sale Of Customer Notes. In
determining the amount realized by the dealers, all
three letter rulings repeat identical analyses of Code
Sections 1001, 483, 1275 and 451, and the Supreme
Court's holding in Commissioner v. Hansen. The
National Office in each ruling concluded that the
dealer did not have a fixed right to distribution pay-
ments at the time the dealer sold the customer notes
to the loan servicing company, and that the dealer’s
case was distinguishable from Hansen.

Differentloan servicing companies have different
loanservicing agreements. However, ingeneral,each
dealer’'s customers had poor credit, and the customer
notes were of poor quality. Because of the poor
creditworthiness of the customers, the loan servicing
company's collection costs were uncertain and some-
times significant. The loan servicing company was
obligated to pay distribution payments to the dealer
only if it collected enough from the customers to
recover (1) all its collection costs on the transferred
customer notes; (2) its servicing fee—usually 20%—on
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(Continued from page 8)

the customer notes; and (3) any outstanding ad-
vances on the customer notes.

Thesecircumstancesresultedin reasonable doubt
as towhether any future distribution payments would
be made to the dealer. In light of these facts and
circumstances (which were absent from the Hansen
case), the dealer’s right to distribution payments was
contingent upon future events that were uncertain at
the time the dealer sold the notes to the Company.

At precisely the same points in their identical
analyses, the|IRS concludedinboth LTRs-002and -003
that"...Theamountrealized by Taxpayer fromthe sale
of the customer notes does not necessarily include
the fullamount of future distribution payments. Rather,
the amount realized (from the sale of the customer
notes) is equalto (a) the cashreceived, plus (b) the fair
marketvalue of Taxpayer’srighttoreceive the (future)
distribution payments.”

Thiswordingin LTR -002 and -003 varies slightly
fromthe conclusions expressed by the Servicein LTR
9840001. In LTR 9840001, the Service said: “The
amounts realized from sales of the customer notes
equal (a) the cash received for the customer note, plus
(b) the fair market value of Taxpayer's right to receive
the distribution payments created by the sale.” In
addition to this conclusion, the IRS had said in LTR
9840001 that because there was reasonable doubt
thatany future collection payments would be made to
thedealer (thusdifferentiating the dealer from Hansen),
the “taxpayer should notinclude the amount of future
distribution payments in the amount realized on the
sale of the customer notes.”

InLTRs -002and -003, isthe IRS trying to correct
itself or clarify the conclusionitexpressedin 98400017?
Itwould seem thatthe difference in wordingin LTRs
-002 and -003 is apparently intended to at least
remove some interpretive questions.

Inthe December, 1998 Dealer Tax Watchwe had
indicated that dealers and CPAs might interpret the
wording of 93840001 to mean that the fair market value
of the right to receive subsequent distribution pay-
mentswould (always?) be zero. We had reported that
in October, 1998 atthe AICPA Conference, the IRS
Motor Vehicle Industry Specialist had said that “LTR

40001 wasno ingthatthe fair marketvalueis
zero”.

The determination of the fair market value...i.e.,
the quantification or process of putting adollaramount
on... the back-end payments would depend on the
facts and circumstances and other considerations,
including whether or not the pools were capped.

Here again, it appears that the IRS was unwilling
to express a position on what else the dealersin -00_2)
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IRS Gives Green Ligh

and -003 should have done to quantify the amount
realized or how Section 483 should be applied in these
cases. A few simple examples, including amounts,
would have been most helpful even if they were
included in a footnote to the rulings.

LTR -002 & MARK-TO-MARKET ASPECTS

In addition to the three common issues above,
LTR -002raised twomore: (1) did thedealer make an
unauthorized changein accounting method by making
an election under Section 475 without IRS consent
while under examination, and (2) assuming the dealer
could make the election, how would the customer
notes transferred by the dealer be valued?

In this letter ruling, the dealer had elected to use
the mark-to-market accounting method for an open
year thatended before December 24, 1996 andforall
later years. The dealer had made this election by
timely filing the appropriate statement with anamended
tax return for that year. The election had been made
whilethe dealer was under IRS auditfor that year and
it was made without the consent of the District Direc-
tor. Also, the election had not been made during one
of the window periods described in Rev. Proc. 97-27.
The dealer had filed a Form 3115 in connection with this
change in accounting method, but it had not provided
a copy of the Form 3115 to the examining agent.

The National Office held that the dealer was
eligible to make the mark-to-market election under
Reg.Sec. 1.475(c)-1(b)(4)(i) and thatthe election had
been madein a timely manner.

However, the customer notes could notbe marked
to market once they had been sold by the dealer. In
addition, the IRS held that the dealer’s right to future
distribution payments from the loan servicing com-
pany did not constitute “securities” under the defini-
tions in Section 475(c)(2) and, theretfore, they could
not be marked to market.

This election was made under pre-1998 law.
Unfortunately, the IRS Restructuring and Reform Act
of 1998 amended Section 475 to prohibit subsequent
mark-to-market elections by auto dealers. Generally,
for tax years ending after July 22, 1998, the Act
provides that notes, bonds or debentures which arise
from the sale of non-financial goods or services could
notbe marked to market. Consequently, dealerswho
made such elections for pre-1998 years now have to
change from that mark-to-market method, spreading
the Section 481(a) adjustment over four years.

LTR-003 & THE REQUIREMENT
TO USE THE ACCRUAL METHOD

LTR -003 raised a special issue because the
dealer involved was an individual who used the cash
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receipts and disbursements method of accounting.
This special issue was whether the dealer was re-
quired to use the accrual method to account for the
purchase and sale of used automobiles.

It should come as no surprise that the IRS held
thatthe dealer was required tochange tothe accrual
method.

The IRS analyzed Sections 446 and 471 and the
regulations thereunder. The Service noted that Reg.
Sec. 1.446-1(c)(2)(i) provides thatin any caseinwhich
it is necessary to use an inventory, the accrual
method of accounting must be used with regard to
purchases and sales, unless otherwise authorized
undertheregulations.

Since the dealer transferred used automobiles to
its customers, and the purchase and sale of such
merchandise were income producing factors in the
dealer'sbusiness, thisrequired the dealer to maintain
aninventory and, thus, the dealerwasrequired to use
the accrual method. No authorization to the contrary
could be found in the regulations.

The Service further held that the dealer's change
from the cash basis tothe accrual method of account-
ing would require a Section 481(a) adjustment, all of
which should be takeninto accountinthe earliest year
underexamination. The National Office also observed
that Section 481(b) may limitthe amount of tax arising
from the Section 481(a) adjustment.

GUIDANCES STILL NEEDED

The essence of all three letter rulingsis that once
the fair market value of the back-end distribution
payments is determined, then Section 483 will apply
to recharacterize a portion of these payments into
principal and interestcomponents. Therefore, thereis
more to these rulings than meets the eye.

Several significantquestions remain unanswered
for all dealers. These include

(1) How is the fair market value of the back-end
payments to be quantified?

(2) How should theimputedinterestprovisions of
Section 483 be applied to these deferred
payments to create interestincome?

There is no guidance on these and other signifi-
cant questions at the present time. If the IRS and
dealer representatives are unable to provide further
guidance—preferably in a revenue ruling or revenue
procedure—these questions will result in inconsistent
handling motivated by desired tax results and equally
inconsistent acceptance or challenge when—or if—
audited by IRS examiners. %
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IRS FINALLY ISSUES GUIDANCE ON AUTOMOTIVE
MANUFACTURER INCENTIVE PAYMENTS

TO SALESPERSONS

PUB

3204

| PUBLICATION 3204 |

In a rather quiet way, the IRS provided long-
awaited clarification in Publication 3204 of how auto-
mobile manufacturer’s incentive program payments
should be treated. The IRS said that incentive
payments to vehicle salespersons are not subject to
Federalincometax withholding, Social Security, Medi-
care or Federal unemploymenttax.

Publication 3204 was released “just in time" for
employees receiving these payments to know how to

handle them on their 1998 income tax returns...as

“other income” on Page 1 of Form 1040.

Apparently, this was also timed to act as a
reminder toindividuals thatthey should nottry toclaim
offsetting unreimbursed employee business expenses
in Schedule C against these incentive program pay-
ments. Instead, those expenses really belong in
Schedule A where they may be subject to other
limitations.

The full text of Publication 3204 appears on page
13. Italso appeared in the Spring, 1999 edition of the
Social Security Administration/Internal Revenue Ser-
vice Reporter, a newsletter for employers.

Interestingly, this publication or notice does not
mention the IRS’ position that if manufacturer incen-
tive payments fail to satisfy all of the requirements of
Revenue Ruling 70-337, those payments will be sub-
ject to the full battery of reporting requirements and
income and employment taxes.

DEALERHIT WITH
BACKUP WITHHOLDING
FOR NOT FILING FORMS 1099

InLTR 199906037, the IRS held that a used car
dealer's payments of commissions and fees in ex-
cess of $600 to independent contractors should have
been reported on Forms 1099 by the dealer. The
dealer, operating as a sole proprietor, had deducted
these payments in Schedule C of his individual in-
come tax return.
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During the two years under audit, the dealer had
paid commissionsto auto wholesalers for locating and
transporting cars to his dealership for purchase. The
dealer also had paid auto repair shops, auto body
shops, and autodetail services for work performed on
his dealership’scars. These independent contractors
were paid by checks drawn on the dealership account.

Thedealer hadfailed to obtain the Social Security/
TIN numbers of the individuals towhom he had made
the payments which he should have reported on
Forms 1099.

That failure rendered the dealer subjectto 31%
backup withholding under Section 3406.

| FORMS 1099 FOR TRIPS |

RecentLetter Ruling 199909046 did notinvolve an
automobile manufacturer or auto dealership employ-
ees. Itinvolved a manufacturer whose products were
sold toindependentdealers and who sponsoredincen-
tiveawardprograms to encourage dealerstopurchase
its product. The incentive awards were trips that
included transportation, accommodations and all other
expenses.

The trips were awarded to top dealers, based on
the wholesalepurchase of products by thedealer. The
amount of retail sales of the products by the dealer
was not a factor in trip award determinations.

The manufacturer provided a dealer who was
awarded the trip with a form on which the dealer could
designate the names of the individuals whowould take
thetrip. After thedealer had made such designations,
allfurther arrangements for transportation, accommo-
dations and payment of other expenseswere made by
the manufacturer.

The IRS concluded that the manufacturer was
required tofileinformation returns under Section 6041
for trips awarded to non-corporate dealers if the fair
market value of the trip awarded was $600 or more in
any taxable year.

The Service also concluded thatthe manufacturer
was not required to file information returns with re-
spect to the individuals designated by the dealers to
take the trips.
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Automotive Manufacturers’
Incentive Program

to Vehicle Salespersons

Did you know that
incentive payments
paid by an automotive
manufacturer whether
directly to individual sales-
persons or through a dealer
are taxable income?

The good news is that these payments,
reported on Form 1099-MISC, Miscellaneous
Income, are not treated as wages. Therefore
these incentive payments from the manu-
facturer are not subject to Federal income
tax withholding, social security, Medicare, or
Federal unemployment tax. Also, these
payments are not considered to be self-
employment income and therefore are not
subject to self-employment tax.

If you are the recipient of a manufac-
turers’ incentive payment, you need to report
the income on a Form 1040, U.S. Individual
Income Tax Return,—page 1, under Income
(line titled “Other income”], when you file
your income tax return. The expenses that
you incur to get the incentive payment may
be deductible on Schedule A, Itemized
Deductions (Form 1040),—under Job
Expenses and Most Other Miscellaneous
Deductions [line titled “Other expenses”)
and are subject to the 2% adjusted gross
income limitation.

NoOTE: This income may not be reported on
Schedule C (Form 1040), Protit and Loss
from Business, because recipients of these
pavments are not engaged in an individual
trade or business and are therefore not seif-
emploved. Similarly, no expenses may be
taken on Schedule C to offset incentive
pavment income.

A Quarterly Update of Essential Tax Information for Dealers and Their CPAs

If your tax return ilie%repared by

someone other than you make sure
that the preparer is aware of the filing
fuidelines described previously for
ncentive payments. For information on
taxable income to include bonuses and
awards, see Publication 525, Taxable and
Nontaxable Income. You may call the IRS
at 1-800-829-3676 (1-800-TAX-FORM)
to order free IRS tax publications and
forms, or you can download and print
publications, forms, and other tax
information materials from the Internet
or the IRS Bulletin Board System - Internal
Revenue Information Services (IRIS).

. World_ Wide Web - www.irs.ustreas.gov
Flie Transfer Protocot - ftp.irs.ustreas.gov
Telnet - iris.irs.ustreas.gov

IRIS - (703) 321-8020

From a fax machine, dial (703) 368-9694
and follow the voice prompts to get an
index of IRS tax forms or to get a specific
form faxed back to you.

Often your tax questions can be answered by reading tax
publications and related forms. But when you need more
information, you may call the IRS at 1-800-829-1040.

Working To Put Service First

wWWww.irs.ustress.gov

m I Luparicrent of tic Treatotiry  Fublaatccn 3204 112.88;
) el Revenue Sarvice  Callog R 274N
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AUTO DEALER ALLOWED TO DEFER GAIN

RELIEF

ON SALE OF DEALERSHIP PROPERTY OR

UNDER THREAT OF CONDEMNATION

FRAUD?

Automobile dealers often getintodisputesinvolv-
ing their property with the cities, towns, municipalities
or other agencies or boards having some dominion
overthem. Sometimesthese disputesrisetothelevel
of condemnation proceedings, orresultin the threat of
condemnation of their property.

A recent Tax Court Memo Decision involves a
California dealer who took advantage of the relief
found in Section 1033 to defer the gain on the sale of
dealership property that he sold under the threat of
condemnation. (Michael H. Johnson, T.C.Memo 1998-
448, filed December 23, 1998).

In this case, the dealer’s Ford and Lincoln/Mer-
cury properties were subject to the Lancaster Rede-
velopment Agency (LRA) which prepared aredevelop-
mentplan—what else?— and was interested in obtain-
ing the dealer’s property. Apparently, the dealer had
someinitial choice overlocating in either the Palmdale
Auto Mall or the Lancaster Auto Mall. During the
period inquestion, the City of Lancaster was engaged
in an auto mall development competition with the City
of Palmdale. The LRA wanted Mr. Johnson's
dealershipstorelocate toits mallas ananchor tenant.
However, Mr. Johnson had signed an agreement
concerning a planned relocationtothe Palmdale Auto
Mall about five months before the LRA made a
proposal to him conveyingitsinterestin his relocation
of his dealership(s) to the Lancaster Mall.

While under contractwith Palmdale, Mr. Johnson
triedto negotiate with Lancastertomovehisdealerships
to the Lancaster Mall. Between April 1990 and
September 1990, he sent several lettersto Lancaster
city officials in an effort to communicate the terms of
his offers. The City Council of Lancaster (LCC),
however, was unwilling to negotiate with Mr. Johnson
during this time. A letter dated June 22, 1990,
specifically mentioned Lancaster’s unwillingness to
negotiate with Mr. Johnson and during this period,
Lancaster rejected Mr. Johnson's proposals.

In early 1990, Mr. Johnson's negotiations con-
cerningtherelocation of hisdealershipstothe Paimdale
Auto Mall began to deteriorate. Thiswasdue, inpart,
to the fact that the developer of the Auto Mall made
representations thatwere notthe position of Paimdale
and to which Palmdale was unwilling to commit.
Eventually Mr. Johnson withdrew from his agreement
to relocate to Palmdale. After terminating discus-
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sionswith Palmdale in mid-October 1990, Mr. Johnson
intended toremain at the 23" Street property or to sell
his dealerships to a third party.

After learning that Mr. Johnson’s negotiations
with Palmdale had terminated and that Mr. Johnson's
withdrawal had upset Palmdale city officials, the
Lancaster City Attorney informed the LRA that it had
the power and the authority tocondemn or to threaten
to condemn Mr. Johnson dealership properties. The
LLC and LRA approved the use of threats of condem-
nation against Mr. Johnson. The LRAdirected its staff
to notify Mr. Johnson thatthe LRA would condemn the
23 Street property.

On numerous occasions, the Lancaster officials
told Mr. Johnson that the City was going to condemn
his 23 Street dealership properties unless he agreed
to sell the property to Lancaster and relocate his
dealerships to the Lancaster Mall.

Mr. Johnson sought advice regarding Lancaster's
threats from the attorney he had retained in connec-
tion with the Palmdale Auto Mall negotiations. Mr.
Johnson specifically asked this attorney: “Can they do
that?” He was advised that (1) Lancaster had the
authority to condemn the 23% Street property, (2)
whether or not Lancaster and the LRA had the ability
to condemn was not an issue, and (3) the only issue
would be the fair market value of the property. The
attorney madeitcleartoMr. Johnson thathewould not
be able to win a condemnation fight.

The negotiations between the LRA and Mr.
Johnsonwhile the City was informing him that it would
condemn the 23" Street property were hostile, strained,
tense and difficult. Lancaster repeatedly told Mr.
Johnson that it would condemn the property. Over
time, these meetings became progressively more
contentious.

In September of 1991, Mr. Johnson entered into
an agreement with Lancaster and the escrow docu-
ments expressly stated that the transaction was “in
lieu of an action in eminent domain.”

In 1992, Mr. Johnson acquired property in the
Lancaster Auto Mall that was “property similar or
related in service or use to” his 23 Street dealership
property. Mr. Johnsonrelocated his dealershipstothe
Lancaster Auto Mall immediately upon vacating the
239 Street property.

_)
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Auto Dealer Allowed to Defer Gain...

RELIEF UNDER SECTION 1033

As a general rule, gain realized from the sale or
other disposition of property must be recognized for
tax purposes. However, Section 1033 provides that if
property, as a result of condemnation or threat or
imminence thereof, is compulsorily or involuntarily
converted into money, no gain shall be recognized if

(1) the taxpayer elects nonrecognition treatment,

(2) thetaxpayerpurchases property similar orrelated
in service or use to the property converted within
the statutory time period, and

(3) the cost of the replacement property equals or
exceeds the amount realized on the conversion.

Section 1033 is a relief provision enacted by
Congresstoallow taxpayerstoreplace property invol-
untarily converted withoutrecognizing any gain result-
ing from that conversion. Mr. Johnson satisfied all of
these requirements and easily succeeded in meeting
all three tests for non-recognition treatment.

IRS ASSERTS FRAUD

Whatisinteresting about thiscaseis not so much
the specifics of the contentious negotiations between
Mr. Johnson and the City of Lancaster. Rather, itis
the hard line position the IRS took in arguing that the
dealer didn'tqualify for relief treatment under Section
1033 because he wasn’t under a real threat of con-
demnation.

In fact, the IRS assessed the dealer a $690,000
fraud penalty under Section 6663(a) on top of the
$920,000income tax deficiency. (That'sa 75% fraud
penalty.)

The only issue was related to whether the LRA had
made a threat of condemnation. Wasita realthreat...or
were its “threats” remote, and thus not the basis for
deferring the gain on the sale under Section 1033?

The IRS made much of the fact that Mr. Johnson
appearedtobeinvolvedin a structured transaction.
The IRS argued that factors motivating him to negoti-
ate a deal with Lancaster were different than they
appeared to be on the surface. The IRS ignored the
testimony of “the multitude of witnesses who stated
that numerous Lancaster city officials threatened Mr.
Johnsonwithcondemnation of the 23" Streetproperty.”

The IRS emphasized the facts that (1) the dealer
reminded Lancaster city officials tobe sure to include
in written documents the fact that Lancaster was
acquiring his property under threat of condemnation
and (2) thatMr. Johnsonwas concerned about the tax
implications of a move to the Lancaster Auto Mall.
WHO'S THE REAL BAD GUY HERE?

The Courtinterpreted the IRS position as follows:
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“(TheIRS) believesthe dealingsbetween Lancaster
and Mr. Johnson were a structured transaction. This
belief is based, in part, on a letter Mr. Johnson wrote
to...the former city manager of Lancaster, dated June
22,1990, in which Mr. Johnson explained the factors
motivating him to negotiate a deal with Lancaster.
Among the many factors listed in the letter were (1)
Lancaster's ability to perform a friendly condemna-
tion, and (2) Section 1031 (i.e., Section 1033) treat-
ment for the exchange of the 23" Street property. In
the letter, Mr. Johnson stated that this ‘virtually
eliminates’ his potential tax liability.

“...(TheIRS) casts Lancaster as powerless, com-
pliant to Mr. Johnson's demands, and fearful of not
accedingtohiswill; (the IRS) portrays Mr. Johnson as
forcing Lancaster into feigning threats of condemna-
tion so his dealerships could be accorded Section
1033 treatment. (The IRS) contends that when Mr.
Johnsonrejected the Palmdaledeal, ‘he had Lancaster
exactly where he wanted.’

“Itis fromthis viewpoint that (the IRS) argues that
Mr. Johnson could not believe the threats of condem-
nationwerelikely tobe carried outbecause (he) forced
Lancaster to pretend to threaten him...”

In disagreeing with the IRS, the Court said,
“Lancaster and Mr. Johnson were involved in bitter,
antagonistic, contentious and hostile negotiations.
There was a sense of mutual mistrust between Mr.
Johnson and Lancaster officials.” The Court cited
“credible” testimony by Lancaster city officials to this
effect, such as, “Every time Mr. Johnson tried to
renegotiate the deal, we (the LCC) justratcheteddown
harder and harder on the terms of the deal,” or*...Mr.
Johnson was ‘a hard negotiator’ and ‘a predator’.”

ULTIMATELY...RELIEF & NO PENALTIES

The Court stated that the fact that Mr. Johnson
may have had tax concerns regarding the sale of his
dealership properties to Lancaster while under the
threat of condemnation did not lead it (the Court) to
conclude that the deal struck between Lancaster and
Mr. Johnson was structured or collusive. The Court
had found as facts that several Lancaster city officials
made very clearthreats of condemnation toMr. Johnson.

The Court concluded that Mr. Johnson had rea-
sonable grounds to believe, and did believe, that
Lancaster authorized the threats of condemnation and
was likely to carry them out unless a sale or exchange
took place. Therefore, the Court held that a “threat of
condemnation” existed and the dealer sold his prop-
erty because of repeated threats of condemnation
from a number of city officials.

Accordingly, relief, no fraud... no penalties.
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ANNUAL LEASE VALUE TABLE ... REG. SEC. 1.61-21(d)(2)(iii)

Automobile Annual Lease Automobile Annual Leas
Fair Market Value Value Fair Market Value Value

9,000 to 9,999 2,850 28,000 to 29,999 7,750
10,000 to 10,999 3,100 30,000 to 31,999 8,250
11,000 to 11,999 3,350 32,000 to 33,999 8,750
12,000 to 12,999 3,600 34,000 to 35,999 9,250
13,000 to 13,999 3,850 36,000 to 37,999 9,750
14,000 to 14,999 4,100 38,000 to 39,999 10,250
15,000 to 15,999 4,350 40,000 to 41,999 10,750
16,000 to 16,999 4,600 42,000 to 43,999 11,250
17,000 to 17,999 4,850 44,000 to 45,999 11,750
18,000 to 18,999 5,100 46,000 to 47,999 12,250
19,000 to 19,999 5,350 48,000 to 49,999 12,750
20,000 to 20,999 5,600 50,000 to 51,999 13,250
21,000 to 21,999 5,850 52,000 to 53,999 13,750
22,000 to 22,999 6,100 54,000 to 55,999 14,250
23,000 to 23,999 6,350 56,000 to 57,999 14,750
24,000 to 24,999 6,600 58,000 to 59,999 15,250
25,000 to 25,999 6,850
26,000 to 27,999 7,250 In excess of $59,999: (.25 x the FMYV) + $500
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