
A Quarterly Update 01 Essential Tax Information 

DEALER 
TAX·WATCH 

Volume 7, Number 2 Publisher: Willard J. De Filipps, C.P.A. September 2000 

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. IT'S BEEN QUIET. As far as dealership tax 
audits and the IRS go, it's been anything but a long, 
hot summer. As the IRS continlJes its massive 
metamorphosis, slicing and dicing itself into more 
responsive service units, dealers and their CPAs have 
enjoyed a comparatively quiet summer. 

True, there have been a few cases and a few IRS 
audits going on. But, realistically, things have been 
very slow and quiet. Notthatthat's bad, mind you. No 
oneisreallycomplaining.ltsimplytakestimeforthelRS 
to reinvent ... oops! make that restructure ... itself. 

In the process, the IRS is taking some new steps 
to encourage input from industry representatives to 
help identify problem areas and to resolve issue on a 
broad scale. This is a very good idea because it puts 
the focus on substantive issues withouttailoring them 
to a specific taxpayer's situation or circumstances 
which often vary greatly and detract from focusing on 
the issues. 

At the moment, there is still nothing new to report 
on the Mountain State Ford Truck Sales case and/or 
thelRSandTreasury'sdilemmaoverwhattodoabout 
the use of replacement cost, instead of actual/histori
cal cost, for valuing parts inventories. 
#2. SERVICE TECHNICIAN TOOL RENTAL & 

REIMBURSEMENT PLANS: YOU CAN PUT A 
FORK IN THEM. This issue has recently become 

one ofthe most written about in the Dealer Tax Watch. 
This will be our 5th major discussion of new 
developments ... and the latest developments are even 
more ominous. 

In June, the IRS issued a finalized Coordinated 
Issue Paper entitled Service Technician Tool Reim
bursements. This CIP addresses only the "account
able plan" aspects of service technician reimburse
ments for tool usage which are intended to qualify for 
favorable treatment under Code Section S2(c). 
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This Coordinated Issue Paper concludes, "Gener
ally, amounts paid to motor vehicle service technicians 
as tool reimbursements will not meet the accountable 
plan requirements." Obviously, there may be excep
tions, and the IRS is careful to so state in this CIP. 

However, dealers should be increasingly skepti
cal over any "assurances" they have received from 
plan providers concerning the tax-qualifications of 
their plans. Unless those plan providers are willing to 
reimburse the dealers for any additional penalties that 
the IRS may impose as a result of using these plans, 
dealers should be amply warned as to their exposure 
to back-taxes and penalties. For more on this, see . 
page 4, and for our PRACTICE GUIDE on tech tool 
plans, see pages 12-13. 

LOOKING FOR ADDITIONAL 
& "VALUE ADDED" SERVICES 

FOR DEALER CLIENTS? 

Look no further ... Just use the Qealer 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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Dealer Tax Watch Out 

#3. IRS FOCUS ON ELECTRONIC 
RECORDKEEPINGREQUIREMENTS & DEALER 
SOFTWARE ISSUES. In our last issue, we 

commented on the increasing emphasis the IRS is 
placing on what constitutes adequate books and 
records and adequate record keeping procedures. 

In July, I attended a Motor Vehicle Technical 
Advisor Automobile Dealership Industry Working Group 
meeting held in Lanham, Maryland. This meeting was 
chaired by Terri Harris, who is now the Motor Vehicle 
Industry Technical Advisor. There were 19 attendees 
at this one-day meeting, including 8 representatives 
from the Internal Revenue Service, Jim Minnis from 
NADA, 6 representatives from the major software 
vendors (Universal Computer Systems, Reynolds & 
Reynolds, EDS and Ensign), 3 dealership representa
tives and myself. 

The agenda forthis meeting included an overview 
ofthe general software issues and the parts inventory 
issues and a discussion of the applicable law includ
ing Rev. Proc. 98-25 and Rev. Rul. 71-20. Following 
this, there were presentations by various IRS CAS 
(Computer Audit Specialists) representatives who 
overviewed their duties and described some of the 
typical scenarios encountered by IRS auditors and the 
CAS specialists. LIFO inventory record retention was 
discussed, followed by a roundtable discussion during 
which all attendees were given an opportunity to 
express their opinions on various related aspects as 
seen from their particular points of view. 

Some of the problems IRS auditors and CAS 
specialists have run into when they are in an auto 
dealership ... as well as in many other types of 
businesses ... include the following: 

1. The taxpayer is not maintaining back-up tapes 
or files for as long as that back-up should be kept. 

2. Even ifthetaxpayer has maintained historical 
data, IRS agents are unable to access data. Some
times this discontinuity exists because the dealer has 
changed software or software vendors or providers. In 
other cases, this information cannot be accessed by 
the IRS because of the proprietary restrictions that 
some software vendors place on their products. 

3. The taxpayers have updated or improved 
their software so their systems have changed, and it 
is not possible to go back and re-create or reconstruct 
prior year information. 

Revenue Procedure 98-25 applies to all taxpayers 
who use electronic media to keep their accounts and 
who prepare their tax returns from electronic media 
records. The Service increasingly complains that 
dealers ... and other taxpayers ... have mistakenly 
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(Continued from page 1) 

believed that all they are required to be able to provide 
is summary totals. 

The IRS points out that taxpayers are required to 
retain alltransactional data, and notjustthe summary 
totals, for review by IRS agents. 

As part of the I RS restructuring and its increased 
awareness that industry representatives can be of 
assistance in identifying and working to resolve prob
lems, the electronic record keeping and dealership 
software issues will continue to receive Working 
Group attention in the future. 

Obviously, the resolution of these software is
sues will have a specific impact on how the current 
industry practice of using replacement cost, instead 
of historical cost, for parts inventories will be ad
dressed. But first, we'll have to see what happens 
when the Tax Court's decision in Mountain State Ford 
is reviewed in Appeals. 

#4. HIDDEN DEDUCTIONS FOR RECENTLY 
CONSTRUCTED OR REMODELED FACILITIES. 

As the dealer's"advisor, you can be a big hero if the 
dealership has recently constructed or renovated its 
facilities. This can almost be guaranteed: If a dealer 
invests in a cost segregation study undertaken by a 
competent engineer, the dealer will end up with a more 
significant accelerated depreciation schedule ... than if 
some CPA without any qualifications came upwith some 
half-baked guesses on the depreciation schedules. 

Revenue Procedure 98-60 (as superceded by 
Revenue Procedure 99-49) has given real estate 
owners ... and that includes car dealers ... one of the 
biggest gifts that the IRS has handed out in several 
years. For more about this, see pages 14-17. 
#5. NEW SERVICES AND RESOURCES FOR 

DEALER CONSULTANTS. We're always on the 
lookout for new services and service providers to 
render specialized help to dealers and their advisors. 
In this regard, the services of Ernst & Morris Consulting 
Group, Inc., Capital Recovery Specialists, fit right in and 
are discussed in Update #4 above and on pages 14-17. 
#6. 15·YEAR LIFE FOR CERTAIN (SERVICE BAY 

AREA) DEPRECIABLE REALTY? In September 
1999 (Dealer Tax Watch, page 4), we discussed an 
item on the IRS Current Tax Issues List which in
volved whether dealers could claim a 15-year depre
ciable life for service bay areas by treating them as 
Section 1250 property associated with ''the marketing 
of petroleum products." 

Last year, Mary Baker explained thatthe Service 
was looking further into this issue and was in the 
process of developing a number of related questions 
and sub-issues so it could address this issue more 
thoroughly. 
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Dealer Tax Watch Out 
In March 2000, the Motor Vehicle Industry Spe

cialist Program issued its proposed Coordinated 
Issue Paper (CIP) entitled Depreciable Life of Build
ings Housing Retail Sales of Merchandise and Auto
motive Service Bay Operations. 

Note that this is not a final Coordinated Issue 
Paper. Rather, it is still in a "proposed" state. The 
Paper concludes that such facilities are "generally 
depreciable as MACRS nonresidential real property, 
and not as 15-year property." As such, dealers can 
only depreciate this property over 39 years. This is 
covered on pages 18-22. 

#7. MORE ON VEHICLE SERVICE CONTRACT 
INSURANCE PREMIUMS. Some dealers just 

won't go quietly into the night. Translated: They just 
won'ttake "No," for an answer. In the June 2000 DTW 
(page 14), we discussed the recent holding of the Tax 
Court in Toyota Town, Inc. In this case, some 
dealerships unsuccessfully tried to argue that they 
should be treated as exceptions to the general rule 
because of their creative accounting for vehicle ser
vice contracts. 

As we pointed out there, the Tax Court simply 
didn'tthink that Toyota Town, et.al. were entitled to be 
self-proclaimed exceptions. They couldn't expect the 
benefits of tax deferral under the SWIM (Service 
Warranty Income Method) while at the same time 
taking accelerated deductions for the write-off of the 
cost of the insurance premiums they were paying to 
protect themselves against losses on the vehicle 
policies sold. 

Recently, the taxpayers filed an appeal to the U.S. 
Court of Appeals for the gth Circuit. There, they will be 
arguing that the IRS was, among other things, arbitrary, 
capricious and without a sound basis in law for disallow
ing their inventive accounting methods. This should be 
interesting ... we'll keep you informed. 

#8. TAX COURT DENIES CAR SALESMAN'S 
UNSUBSTANTIATED BUSINESS EXPENSES. 

In the course oftraipsing in and out of dealerships over 
the years, CPAs can't help but become magnets for 
"free" tax advice or requests for low-fee or no-fee tax 
return preparation. Here's an interesting case recently 
out of the Tax Court to tuck away in the back of your 
mind. 

A car salesman in Hawaii reported $65,000 as 
compensation and claimed that he incurred 
unreimbursed business expenses of almost 
40% ... $25,603 to be exact, in connection with earning 
that income. When audited, the salesman claimed 
that his records for that year were destroyed a few 
years later in a rainstorm that flooded his apartment. 

(Continued) 

Accord ing to his story, he was only able to find copies 
of his calendar which had been in storage. 

The Court observed that when a taxpayer's records 
are lost or destroyed through circumstances peyond 
his control, the taxpayer is entitled to substantiate 
deductions by reconstructing his expenditures through 
other credible evidence. It turns out that this taxpayer, 
Kevin O'Brien, was not too credible when he went 
before the Tax Court. 

Although the IRS audited his 1993 tax return, Mr. 
O'Brien had not filed his 1991 income tax return 
because he did not receive a Form W-2 from his 
employer. Furthermore, hedid notfileanysubsequent 
returns "because a co-worker allegedly told him he 
could not file any returns until the 1991 return was 
filed." Mr. O'Brien eventually filed his 1993tax return 
on July 3, 1996 ... just 4 months before the fateful 
rainstorm that flooded his apartment. 

The Court said that Mr. O'Brien had not demon
strated that the co-worker giving the advice was 
competent to give such advice. (Was the tax-literate 
co-worker a service tech getting "tax-free" reimburse
ments for his tools?) Anyway, the Court held that the 
co-worker's erroneous advice did not constitute rea
sonable cause to excuse Mr. O'Brien's failure to 
comply with the statutory requirements. 

In addition, the Court disallowed almost all of the 
deductions he claimed. The Court allowed only $926 
in travel, vehicle, meal and entertainment expenses 
and only $1,035 for business gifts. The Court also 
imposed an additional penalty on Mr. O'Brien for 
failing to timely file his 1993 tax return. 

As we said before, it's been a slow summer for 
interesting tax news and this O'Brien case caught our 
eye ... so we thought we'd pass it along. Next time 
you're in a dealership and the subject of preparing a 
1040 for a salesman comes up, you mightwanttogive 
that salesman a copy of this case just to emphasize 
the importance of good recordkeeping and how much 
detail Section 274(d) requires to be kept. 

Mr. O'Brien joins Raymond Strong (see 
Salesman's Diary Strongly Upsets Everybody's Stom
ach, June 1997, Dealer Tax Watch) in our gallery of 
famous car salesmen whose recordkeeping practices 
earned them a trip to the Tax Court. 
#9. IRS RED FLAGS FOR SPOTTING ABUSIVE 

TAX SHELTERS. For more on this, see page 23. 

* 
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SERVICE TECH TOOL REIMBURSEMENT PLANS 
AFTER IRS ISSUES NEGATIVE OPINION ... 

YOU CAN PUT A FORK IN THEM 

By now, most dealers have been approached by 
salesmen trying to sell them on the idea that they 
should splittheir technicians' pay into two parts ... one 
part for wages, and the other part for tool rentals or 
reimbursements. Dealers have been told that by doing 
this, they can reduce their payroll tax expense while 
their technicians take home two paychecks that add 
up to more than the one net paycheck that they used 
to get. Everybody wins, and the IRS loses! The 
catch: the reimbursement payments must be made 
under a qualified or "accountable' plan. 

As attractive as the notion appears, the IRS has 
been looking at these arrangements very closely. It 
has taken the IRS a while to verbalize and formalize 
its opposition to service technician tool reimburse
ment plans. It finally did so in June by issuing a 
Coordinated Issue Paper which addresses only one 
type of plan out of several possibilities. 

Technician tool plan arrangements are usually 
lumped together in one category and generically called 
"tool rental plans." Competent advisors should care
fully distinguish between different plan variations: 

1. Rental arrangements, 

2. Reimbursementarrangements ... underCode 
Section 62(c) accountable plan rules, 

3. Other Allowance arrangements, or 

4. Hybrid plans. Sometimes, payments to 
service techs may start out under one type of 
plan or arrangement and later cross over into 
another type. A hybrid plan is a plan that 
starts out as one of the above and through its 
operation overtime changes to another type 
of plan. 

Several recent developments collectively sug
gest that you can put a fork in these plans ... they're 
done. Although there is nothing as "official" as a 
Revenue Ruling or a Revenue Procedure from the IRS 
or a Tax Court decision right on point, four recent 
developments support this conclusion. 

IRS COORDINATED ISSUE PAPER 
In June, the IRS released a Coordinated Issue 

Paper addressing whether amounts paid by a dealer to 
service technicians as reimbursements for the use of 
their tools are paid under an "accountable' plan. 
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The "accountable' is important here, because 
that refers to plans described in Internal Revenue 
Code Section 62(c} which grants favorable results if a 
plan meets all three of the following conditions: 

• Legitimate business connection, 

• Substantiation, and 

• Return of any amounts paid out that are in 
excess of the actual amount of expenses 
incurred. 

After analyzing the applicable law, regulations 
and several cases, the IRS Coordinated Issue Paper 
concluded that, "Generally, amounts paid to motor 
vehicle service technicians as tool reimbursements 
will not meet the accountable plan requirements." 

Amounts that are paid to employees under a 
nonaccountable plan are required to be included in the 
employee's gross income and must be reported on the 
Forms W-2 thatthe dealersh ip issues to its employees 
at the end of the year. These payments are subject to 
income tax withholding and to the payment of all 
related FICA and Federal employment taxes. 

The full text of this Coordinated Issue Paper 
follows. It has been edited only to delete some citation 
references and to add some emphasis that does not 
appear in the original. 

TAX COURT CASE 

A Tax Court decision in May involved several 
individuals who leased their trucks to carriers for a 
rental fee that was equivalent to their vehicle ex
penses. The Court held that these employees were 
not engaged in the separate activity of leasing their 
trucks to the carriers. 

This meant that the "rental" income the owner
operator employees received from the carriers had to be 
treated as taxable wage income. Although these em
ployeeswere allowed to deduct the operating expenses 
they incurred in connection with their trucks, these 
expenses could only be listed in Schedule A as itemized 
deductions, subject to the percent-of-AGI limitations 
that do not allow the expenses to be fully deductible. 

This case was discussed in the June 2000 DTW 
and is Tax Court Memo Decision #2000-176 (Marcos 
dey Paz, et.al. v. Comm.) , May 26, 2000. 
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Service Tool Reimbursement Plans 

IRS LEGAL MEMORANDUM 20006005 
In February, the IRS released a Legal Memo 

which held that a proposed tool rental arrangement did 
not qualify as an accountable plan under Section 
62(c). In this situation, an individual intended to 
construct an automotive repair facility. He also 
intended to hire two automotive technicians as em
ployees of the automotive repair facility. As a condi
tion of their employment, each technician would be 
required to provide his or her own tools to be used in 
performing repairs. 

The technicians to be hired would be compen
sated with two paychecks: One paycheck would be 
for approximately 65% of the total hourly wage and 
that payment would be treated as wages subject to 
Federal Employment Taxes and reported at the end of 
the year on Form W-2 as wages. The second pay
check, for roughly 35% of the technician's total pay, 
would be intended to reimburse the employee for the 
use of the employee's tools. Those payments would 
not be reported at year-end to the employee as wages 
on FormW-2. 

The IRS Memo concluded that the arrangement 
proposed by the taxpayer was one "evidencing a 
pattern of abuse" of the rules of Section 62(c). The 
IRS said, " Theartangementattempts to recharacterize 
compensation as reimbursements made from an ac
countable plan and is nothing more than X's attempt 
to avoid payment of Federal Employment Taxes." 

As a result of holding that the plan had no 
legitimate business connection, the IRS found it 
unnecessary to discuss whether the other account
able plan requirements (involving substantiation and 
the return of excess payments) were satisfied. The 
individual who submitted the request to the IRS for 
ruling withdrew it after hewas advised that the SerVice 
would issue an adverse opinion. That's not too 
surprising, is it? This was IRS Legal Memorandum 
20006005, written up in the March 2000 DTWas part 
of our Tool Plan Update #3 on page 6. 

DISTRICT COURT CASE 
In January 2000, a California District Court held 

against a taxpayer in the courier service business and 
in favor of the IRS on a similar rental pay plan arrange
ment. This case involved a $450,000 assessment of 
back employment taxes, interest and penalties. 

Shotgun Delivery, Inc. was in the business of 
providing courier services for poi nt-to-point deliveries, 
and the drivers it employed generally used their own 
vehicles to make pick-ups and deliveries. These 
drivers would tell their employer when they were 
available to work, and they would then be dispatched 
by radio to pick up and deliver packages on an as-

(Continued) 

needed basis. The employer had anticipated that the 
payments made under the plan as rentals for the use 
of the delivery vehicles would qualify for favorable 
Section 62( c) "accountable" plan treatment. 

The District Court found that Shotgun's plan failed 
to satisfy the first Section 62(c) test which requires 
"legitimate business connection." The Court said that 
Shotgun's reimbursement arrangement "was, in fact, 
reimbursing its drivers in a manner not correlated to 
expenses Shotgun's employees incurred or were 
reasonably expected to incur." 

As a result, the Court held that these expense 
reimbursements were paid pursuant to a 
nonaccountable plan. Accordingly, these payments 
were Form W-2 wages subject to withholding and to 
the payment of corresponding employment taxes by 
the employer. The Shotgun Delivery case is dis
cussed more fully in the March 2000 DTWon page 7. 
WHAT'S NEXT? 

These four developments significantly strengthen 
any position the IRS may take against dealers who 
have tool rental and/or reimbursement plans for service 
technicians. The current IRS Coordinated Issue Paper 
is addressed to only one of the possible types of plans; 
namely, reimbursement plans which are intended to 
qualify under Section 62(c) as accountable plans. 

The other variations have not yet come under 
separate scrutiny in a formalized IRS Coordinated 
Issue Paper addressed to their specifics. Our previ
ous articles on this subject make it abundantly clear 
thatthe IRS has no shortage of ammunition available 
to it in attacking these other types of plans. 

One I RS speaker recently pointed outthatthere is 
no specific requirement in the Tax Law (meaning in 
Section 62(c)) that makes it necessary for a dealer to 
have an independent third party administering the 
reimbursement plan. What really matters is how the 
plan is operating in actuality from week to week. 

Several plan providers have offered weak gener
alities suggesting that they have been tweaking their , 
plans so that they will now comply with "IRS require
ments." That remains to be seen ... and proven to the 
I RS. But, what about the dealer's liability for penalties 
and taxes related to past payments under plans that 
were not in compliance with the requirements? 

Dealers who have such plans in place should now 
re-evaluate the viability or desirability of continuing 
these plans. They should ask point-blank whether the 
plan provider has obtained a favorable ruling from the 
IRS within the last few months. To better protect 
themselves, dealers should insist on a written re
sponsetothisquestion. Our Practice Guideon pages 
12-13 may be of some help. * 
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MOTOR VEHICLE INDUSTRY SPECIALIZATION PROGRAM 
COORDINATED ISSUE PAPER 

JUNE,2000 

SERVICE TECHNICIAN TOOL REIMBURSEMENTS 

ISSUE 

Whether amounts paid to motor vehicle service technicians as reimbursements for the 
use of the technicians' tools are paid under an accountable plan? 

CONCLUSION 

Generally, amounts paid to motor vehicle service technicians as tool reimbursements' 
will not meet the accountable plan requirements. Amounts paid under a nonaccountable 
plan are included in the employee's gross income, must be reported to the employee on 
Form W-2 and are subject to the withholding and payment of federal employment taxes. 

FACTS 

Motor vehicle service technicians (service techs) are hired as employees by 
dealerships, repair and body shops, and various ,other enterprises to perform repair and 
maintenance services on vehicles. As a condition of employment, service techs are required 
to provide and maintain their own tools, which are kept on-site at the business locations. 
Generally, the tools are used exclusively by the technician to whom they belong. Service 
techs are paid hourly wages. 

Instead of paying an hourly wage for" the performance of services, many employers 
bifurcate the hourly wage paid to the service techs into "wages· and "tool reimbursements·. 
These plans purport to fall under the aegis of accountable plans as described in Internal 
Revenue Code (the Code) section 62 and the regulations thereunder. Under LR.C. Section 
62{c) reimbursements for employee business expenses meeting certain requirements are not 
wages includible in income or subject to the withholding and payment of employment taxes. 
These plans may be administered either by a t,hird party for a fee or by the employer. 

In a typical arrangement, the 'hourly wage paid to the service tech is divided into a wage 
portion and a tool reimbursement portion. Income and employment taxes are withheld and' 
paid on the wages, but no income or employment taxes are' withheld on the tool 
reimbursement. Employers use various methods to determine the amount paid as tool 
reimbursement. For example, the method used might measure the hourly value of the tools 
the service tech owns multiplied by the humber of hours the service tech worked. The 
method may consider the type of tool, its useful life, original cost or replacement value, 
geographic location of the worker and other·factors. Alternatively, service techs could be paid 
a tool allowance or advance not based upon the value of the tools or the expenses incurred 
in use. None of the methods, however, are directly correlated with or based 
exclusively upon the actual expenses paid or incurred by the service technician for 
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tools~ In a typical arrangement amounts paid as tool reimbursements are not reported on 
Form W-2, but are sometimes reported on Form 1099. 

APPLICABLE LAW 
Wages 

In general, wages are defined for Federal Insurance Contributions Ad (FICA), Federal 
Unemployment Tax Ad (FUTA) and income tax withholding pUrPoses as all remuneration for 
employment unless otherwise excluded. There is no statutory exception from wages ·for 
amounts paid by employers to employees for employee business expenses. However, Reg. 
Sec. 1.62-2(c)(4) provides that amounts an employer pays to an employee for employee 
business expenses under an "accountable plan" are excluded from the employee's gross 
income, are not required to be reported on the employee's Form W-2, and are exempt from 
the withholding and payment of employment taxes. 

Accountable Plan 

Whether amounts are paid under an accountable plan is governed by I.R.C. Sedion 62 
which includes the provisions on employee reimbursement or other expense allowance 
arrangements. Section 62 generally defines "adjusted gross income" as gross income minus 
certain ("above-the-Iine") deductions. Section 62{a){2)(A) allows an employee an above-the
line deduction for expenses paid by the employee, in connection with his or her performance 
of services as an employee, under a reimbursement or other expense allowance 
arrangement with the employer. 

Section 62(c) provides that an arrangement will not be treated as a reimbursement or 
other expense allowance arrangement for purposes of I.R.C. Sedion 62{a){2)(A) if (1) such 
arrangement does not require the employee to substantiate the expenses covered by the 
arrangement to the person providing the reimbursement or (2) such arrangement provides 
the employee with the right to retain any amount in excess of the substantiated expenses 
covered under the arrangement. 

Under Reg. Sec. 1.62-2(c)(1), a reimbursement or other expense allowance 
arrangement satisfies the requirements of I.R.C. Sedion 62 (c) if it meets the three 
requirements set forth in paragraphs (d), (e), arid (1) of Reg. Sec. 1.62-2: 

1. Business connection, 

2. Substantiation, and 

3. Returning amounts in excess of expenses. 

If an arrangement meets the three requirements, all amounts· paid under the 
arrangement are treated as paid under an accountable plan. The regulations further provide 
that if an arrangement does not satiSfy one or·more of the three reqUirements, all amounts 
paid under the arrangement are paid under a "nonaccountable plan.· Amounts paid under a 
nonaccountable plan are included in the employee's gross income for the taxable year, must 
be reported to the employee on Form W-2, and are subjed to withholding and payment of 
employment taxes. 
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An arrangement meets the business connection requirement if it provides advances, 
allowances (including per them allowances, allowances for meals and incidental expenses, 
and mileage allowances), or reimbursements for business expenses that are allowable as 
deductions by Part VI (section 161 through section 196), Subchapter 8, Chapter I of the 
Code, and that are paid or incurred by'the employee in connection with the performance of 
services as an employee. Section 1.62-2(d)(3)(i) provides that the business connection 
requirement will not be satisfied if the payor arranges to pay an amount to an employee 
regardless of whether the employee incurs or is reasonably expected to incur business 
expenses described in paragraphs (d)(1) or (d)(2). 

Reg. Sec. 1.62-2(e) provides that the substantiation requirement is, met if the 
arrangement requires each business expense to be substantiated to the payor' (the 
employer, its agent or a third party) within a reasonable period of time. As for the third 
requirement that amounts in excess of expenses must be returned to the payor, the general 
rule of Reg. Sec. 1.62- 2(f) provides that this requirement is met if the arrangement requires 
the employee to return to the payor within a reasonable period of time any amount paid under 
the arrangement in excess of the expenses substantiated. 

Reg. Sec. 1.62-2(k) provides that if a payors reimbUrsement or other expense 
allowance arrangement evidences a pattern of abuse of the rules of Section 62(c) and the 
regulation sections, all payments made under the arrangement will be treated as made 
under a nonaccountable plan. 

The Service has not issued any private letter rulings or technical advice memoranda 
concerning whether a tool reimbursement arrangement meets the accountable plan 
requirements. However, in a recent unreported decision, Shotgun Delivery, Inc. v. United 
States, No. C 98-4835 SC (January 20,2000) (Appeal pending 9th Circuit), the United States 
District Court' for the Northern District of California granted the governmenfs motion for 
summary judgment and found that Shotgun's expense reimbursement arrangement with its 
employees was not an accountable plan within the meaning of I.R.C. Section 62(c). The 
Court held that the payments Shotgun made to its employees were wages subject to 
employment taxes. 

In Shotgun, the plaintiff, Shotgun, provided courier services. It charged' customers an 
amount, called a tag rate, that was based on distance, time required for delivery, waiting time, 
and weight. The employees used their own vehicles for deliveries and were paid 40 percent, 
of the tag rate. The couriers were compensated with two separate checks. The first check 
was a "wage chec~, D which paid the couriers a small hourly amount. The second check was 
for "reimbursement of expensesnease feeD and equaled 40% of the tag rate minus the 
amount paid on the wage check. Thus, couriers were always paid 40% of the tag rate. The 
Court found the arrangement was not an accountable plan because it failed to meet the 
business connection 'requirement. 

Under its arrangement, the plaintiff reimbursed its drivers regardless of the actual miles, 
driven or expenses' incurred. The Court concluded that "as Shotgun's reimbursement 
arrangement had no logical correlation to actual expenses incurred it was an abuse of 
section 62(c) an was therefore a nonaccountable plan." That same reasoning applies 
to tool reimbursements where a portion of the service tech's hourly wage payment is 

~PhOl~OC~OP~YIng~or!!!!!R!!!!!epIf~n!!!!!tln!!!!!gWlt~h!!!!!ou!!!!!tPe!!!!!rm!!!!!I88!!!!!lo!!!!!nls!!!!!pro!!!!!h!!!!!1bited~~~~~~ 
8 September 2000 ~ 

A OuaJ1erly Update 01 Essential Tax Information for Dealers and Their CPA. 

De Fillpps' DEALER TAX WATCH, Vol. 7, No, 2 



designated as a tool reimbursement, but the amount has no logical connection to the 
expenses incurred. 

In the typical tool reimbursement arrangement the employer carves out a portion of the 
workers hourly wage and recasts it as reimbursement for expenses, when in fact the amount 
treated as reimbursement is not related the employee's expenses. 

DISCUSSION & ANALYSIS 

Employers typically claim reliance on Rev. RuJ. 68-624, 1968-2 CB 424, as authority for 
designating a portion of an employee's compensation as a payment for the use of tools and 
excluding that amount from wages. Rev. RuJ. 68-624 considers what percentage of the total 
amount paid by a corporation for the use of a truck and the services of a driver is allocable as 
wages of the driver for FICA purposes. The facts specify that the corporation hires a truck 
and driver to haul stone from its quarry to its river loading dock at a fixed amount per load 
and allocates one third of the amount paid the employee as wages and two thirds as 
payment for the use of the truck. The ruling holds that an allocation of the amount paid to an 
individual when the payment is for both personal services and the use of equipment must be 
govemed by the facts in each case. If the contract of employment does not specify a· 
reasonable division of the total amount paid between wages and equipment, a proper 
allocation may be arrived at by reference to the prevailing wage scale in a particular locality 
for similar services in operating the same class of equipment or the fair rental value of similar 
equipment. 

Although Rev. Rul. 68-624 has not been obsoleted, it should not be relied upon to 
exclude tool reimbursement payments for service technicians from wages. The 
analysis in Rev. Rul. 68-624 does not comport with current law because it does not consider 
the application of I.R.C. Section 62(c). Under current law, tool reimbursements can be 
excluded from wages only if paid under an accountable plan. An employment contract that 
merely allocates compensation between wages and tool reimbursements will not 
satisfy the requirements of I.R.C. Section 62(c). To exclude employee reimbursements or 
other expense allowance payments from wages, an employer must establish an accountable 
plan. An arrangement will qualify as an accountable plan if it meets the three 
requirements of business connection, substantiation, and return of excess. 

Reg. Sec. 1.62-2(d)(1) specifies that the business connection requirement is met only if 
the arrangement provides advances, allowances or reimbursements for business expenses 
that are allowable as deductions and are paid or incurred by the employee in connection with . 
the performance of services as an employee of the employer. Thus, not only must an 
employee payor incur a deductible business expense, but the expense must arise in 
connection with the employment. If an employer reimburses a deductible tool expense 
that the employee paid or incurred prior to employment, the reimbursement 
arrangement does not meet the business connection requirement. 

Further, if an employer pays an advance or allowance based on, for example, fair 
tool rental value, regardless of whether the employee incurs (or is reasonably 
expected to incur) the type of business expenses described above, the reimbursement 
arrangement does not meet the business connection requirement. Since service techs 
are generally required to provide their own tools as a condition of employment, expenses 
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paid or incurred in connection with the tools would constitute ordinary and necessary 
deductible employee business expenses if not reimbursed. "Paid or incurred" requires 
that there be an actual expense, not fair rental value or use or some other intangible 
figure, with which the advance, allowance or reimbursement is associated. In the case 
of an advance or allowance, the payment by the employer may precede the incurring or 
payment of the specific expense by the employee, assuming the substantiation requirements 

. are met in a timely manner. 

Reg. Sec. 1.S2-2(e){1) requires that each business expense be substantiated to the 
payor within a reasonable period of time. Reg. Sec. 1.S2-2{g){1.) indicates that, in general, 
the determination of a reasonable period of time will depend on the facts and circumstances; 
however, Reg. Sec. 1.S2-2{g)(2) provides a ~afe harbor allowing an advance to be made 
within 30 days of an expense, substantiation of paid or incurred expenses within SO days, and 
the return of excess reimbursements within 120 days of payment or incurring. It is clear from 
these regulations that an advance or allowance is not intended to be open-ended or 
unassociated with specific, otherwise deductible, expenses. Amounts paid by the 
employer not representing specific expenses that are actually incurred by the 
employee fail to meet the terms of an accountable plan and are considered wages. 

In addition to the requirement that substantiation be made on a timely basis, such 
substantiation of expenses must be detailed and complete. For expenses governed by 
I,R.C. Section 274{d), the employee must submit information sufficient to satisfy the 
requirements of I,R.C. Section 274(d) and the regulations, which deal with substantiating the 
amount, time, place, and business purpose of the expenses to the employer by adequate 
records. 

For expenses not governed by Code Section 274(d), the employee must submit 
information sufficient to enable the employer to identify the specific nature of the expense and 
to conclude that the expense is attributable to the employer's business activities. Fair tool 
rental value, regardless of the accuracy of its estimation, does not satisfy this 
requirement, as it does not provide any information about the amount of, or the 
specific nature of, any expenses paid or incurred by the employee. 

The requirements set forth in Reg. Sec. 1.S2-2{f) regarding the return of amounts in 
excess of expenses further clarify that only expenses actually paid or incurred may be treated 
as paid under an accountable plan. Employees are required to retum to the payor within a 
reasonable period of time any amount paid in excess of expenses substantiated. This 
section specifies that an arrangement advancing money to an employee to defray expenses 
will satisfy the requirements of an accountable plan only if the amount of money is reasonably 
calculated not to exceed the amount of anticipated expenditures and the advance is made on 
a day within a reasonable period of the day that the anticipated expenditures are paid or 
incurred. A regular, routine allowance or advance for the rental value or use of tools 
would not meet this requirement. 

Each tool reimbursement arrangement should be reviewed to determine whether the 
accountable plan rules are met. In addition to the factors previously discussed, there are 
other factors to take into account. It is relevant to know when the employer began 
compensating its employees in part with a tool reimbursement program. It should be 
ascertained whether the arrangement is written, ·and, if so, the writing should be reviewed to 
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determine if its terms comply with the requirements of an accountable plan. Such writing may 
be in the form of a lease, 'an employee handbook, or an employment contract. Whether the 
written terms of the arrangement are actually followed is important. The service technicians' 
understanding of the arrangement also should be considered. 

Employers frequently assert that it is industry practice to pay service techs for the use of 
their tools. There is no "industry practice" exception to the accountable plan 
requirements. After analyzing the tool reimbursement arrangement, a determination can be 
made whether it meets the accountable plan requirements. 

* 
De Filipps' DEALER TAX WATCH 

Willard J. De Filipps, CPA, P.C. 
317 West Prospect Avenue Mt. Prospect, IL 60056 

(847) 577-3977 FAX (847) 577-1073 
INTERNET: http://www.deflllpps.com 

Published Quarterly 
March, June, September 

and December 
$395 

Start my subscription for the next four issues of the Dealer Tax Watch with the ____ issue. 

D YES! My check for $395 is enclosed for 4 issues. 

Back Issues of the Dealer Tax Watch are available for $70 each. Please send me: 

2000: 0 10 (March '~O) D 20 (June '00) D 30 (Sep '00) 
1999: D 10 (March '99) 0 20 (June '99) D 30 (Sep '99) D 40 (Dec '99) 
1998: D 10 (March '98) D20 (June '98) D 30 (Sep '98) D 40 (Dec '98) 

Prior issues are also available. 

NAME(S),-: _____ ----------------------
FIRM NAME:=--' __________________________ _ 

ADDRESS,=--· _____________________________ ___ 

CITY: STATE: ZJP:,~---~PHONE: (----.>. 
De Filipps' DEALER TAX WATCH, Vol. 7, No, 2 September 20QO 11 



1. In which category does the technicians' pay arrangement fall? 

• Beimbursement arrangement, under Section 62(c) accountable plan rules, 

• Eental arrangement, 

• Other dllowance arrangement, or 

• Hybrid Plan .. .i.e., any combination of the above. 

2. If the plan is intended to qualify as an accountable plan under Section 62(c) rules, 
are aU three of the following requirements satisfied? 

• Legitimate business connection, 

• Substantiation,and 
• Return of any amounts paid out in excess of actual expenses incurred. 

3. Is the dealer aware that if any of the payments made under a Section 62(c) plan do 
not satisfy the requirements, then all payments made under the plan will be treated 
as non-qualifying wage payments subject to withholding and employment taxes? 

4. When did the dealer begin paying service technicians in part under a tool 
reimbursement or rental program? Note: If plans have been in place for a while, 
current IRS objections to them may not have been anticipated when the plan was 
originally set up. 

S. Is the plan written? When was the written plan document last revised? 

6. Is the plan described in the form of a lease, in a portion of the Employee 
Handbook or in an employment contract? 

7. Are the written terms of the arrangement, lease or contract actually followed in 
practice? 

8. Which service provider's plan is currently in use? 

• When was that plan last modified? 

• Did the dealer use a different reimbursement or rental plan before adopting 
the current one? If yes, also provide details on previous plans used. 

9. How is the plan actually operating, in comparison with the written description of 
how the program is intended or supposed to operate? 

10. Under the current arrangement, what kind of weekly time and actual tool usage 
records and/or reports are the technicians completing and submitting? 

11. What is the technician's understanding of how he should treat the payments he is 
receiving under the plan for income tax purposes? 

12. How are the technicians actually treating payments they have received under the 
plan on their individual income tax returns? 

13. Has the plan provider modified its plan to make any changes as a result of the IRS 
Coordinated Issue Paper or any other IRS pronouncements or court cases? 

• If so, specifically what changes have been made? 
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14. Has the dealer ever overpaid a service tech and received a reimbursement back 
from the technician for that excess payment? 

• How often has this occurred in the last 6-month period? 

• How often has this occurred in the last 12-month period? 

• How often has this occurred in the last 18-month period? 

IS. Is the dealer aware that payments in excess of $600 annually to an unincorporated 
business must be reported on Forms 1099-MISC? .. (except for payments made 
under Section 62(c) plans.) 

16. If the -compensation plan with the technicians is a rental arrangement, has the 
dealership filed Forms 1099-MISC with the IRS each year reporting these rental 
payments to the individuals? 

17. If the plan is a rental arrangement plan, are the technicians aware that all 
payments they receive are: 

• Fully taxahle as regular income ... AND 

• Subject to self-employment tax (reportable on Schedule SE), taxable at rates 
that are higher than the FICA tax rate? 

18. If the arrangement with the technicians is an other reimhursement arrangement, 
has the dealership filed F onns 1099 each year to report payments in excess of $600 
to the technicians? 

19. Is the dealer aware that if the plan fails to qualify, the IRS may assess penalties 
against the dealership? (Note: This actually happened in Shotgun Delivery, Inc.) 

20. Has the dealer asked the service plan provider to agree to reimburse or otherwise 
indemnify the dealer for any penalties which the dealership may be assessed as a 
result of the failure of the plan to pass scrutiny by the IRS? 

21. Has the Internal Revenue Service recently reviewed any of the service provider's 
plans? 

• If so, what were the results? 

• If not, what does that suggest? 

WARNINGS: 
1. NO INDUSTRY PRACTICE: The IRS has said there is no "indus by practice" exception available' for 

dealers who'are trying to justify their plans as falling under the Section 62(c) accountable plan rules. 

2. PENALTY RISK: The hig down-side risk/or dealers in these plans is the possibility that the IRS may 
assess signifICant penalties for underwithholding and for failure to pay all required employment taxes. 
These liabilities could be triggered if the IRS determines that any payments have been made under 
nonaccountable plan arrangements. Under Section 62(c), if any of the payments fail to satisfy the' 
accountable plan requirements, then all payments will be deemed to be·made under a nonaccountable plan 
arrangement. 

3. ABUSIVE PLANS: If a plan evidences a pattern 0/ ahuse of the rules of Section 62(c), all payments 
. made under the arrangement will be treated as made under a nonaccountable plan. (Reg. Sec. 1.62-2(k» 
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COST SEGREGATION STUDIES 
MAXIMIZE DEPRECIATION OPPORTUNITIES 

FASTER 
WRITE-OFFS 

As a consequence of Project 2000 facility up
grades, Blue Oval enhancements, and other dealer
ship relocations in general, there has been a flurry of 
new construction and/or renovation by dealers to fix 
up, rearrange, expand or acquire totally new facilities. 
The next time a proud dealer is walking you through his 
new facility ... or even talking about it with a glint in his 
eye ... thinkabouthow much you can really help him in 
writing off those capital improvements. 

Under the Modified Accelerated Cost Recovery 
System (MACRS), commercial real property ... that is 
buildings and their components ... must be depreciated 
over 39 years on a straight-line basis. Land improve
ments may be depreciated over 15 years using a 
150% declining balance method. Tangible personal 
property may be depreciated over 5 or 7 years using 
a 200% declining balance method. 

Most CPAs have not gone far enough, even 
though they may have gone as far as they can, in 
maximizing the depreciation deductions that dealers 
are allowed to claim in connection with new construc
tion and renovation projects. 

Dealers should be advised to invest in a cost 
segregation study utilizing the engineering approach. 
This is the only way to properly identify and depreciate 
every construction dollar as fast as possible. It is a 
win-win situation for both the CPA/consultant and for 
the dealer. 

COST SEGREGATION STUDY 
A cost segregation study is simply a competently 

performed analysis of building and construction com
ponent costs in order to segregate and Classify those 
costs into the appropriate depreciation categories. 
Every dollar reclassified or segregated from 39-year 
property to 15-year property achieves a potential 
payback of roughly 8¢ on the dollar. Every dollar 
reclassified to the 5-year property category achieves 
a payback of about 22¢ for each dollar reclassified. 

If your dealer clients (or any other clients for that 
matter) have constructed, renovated or purchased 
real estate in the current year or even in a recent year, 
a cost segregation study could accelerate hundreds of 
thousands of dollars of depreciation deductions. 

ENGINEERING-BASED APPROACH 
VERSUS ACCOUNTING ASSUMPTIONS 
& SWAG ALLOCATIONS 
When their dealer client buys or constructs a new 

facility, some CPAs think that they have done a fairly 
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good job by simply allocating the purchase price 
between land and building and then further allocating 
the depreciable costs into the various MACRS classi
fications. They pride themselves on their allocation of 
some construction costs to land improvements-the 
faster 15-year category-and still others to the tangible 
personal property category with either 5 or 7-year 
write-ofts. That's fine ... but usually that's not enough. 

In contrast to the CPA's subjective arm-chair 
allocations, consider the better alternative: the seg
regation of costs resulting from an engineering-based 
approach. Under this better alternative, the following 
steps are performed: 

1. Construction drawings and specifications 
are examined by qualified engineers. 

2. Cost data (project budgets, contractors' pay
ment applications, change orders, etc.) are 
analyzed. 

3. Various items qualifying for shorter life clas
sifications are listed. 

4. A site inspection of the property is per
formed, including take-ofts and photogra
phy. 

5. Direct labor, material components and indi
rect costs are apportioned among the 
MACRS property classifications. 

6. Total capitalized costs are identified and 
reconciled to the supporting cost documen
tation. 

7. A fully-documented report is prepared to 
support the depreciation deductionsclaimed 
in the tax returns. 

Recently, IRS agents have become very skepti
cal when reviewing accountants' subjective alloca
tions which are based on assumptions which are 
supposed to support amounts that have been reclas
sified into the shorter depreciation life categories. 

ILM 199921045 

In IRS Legal Memorandum 199921045, the IRS 
was analyzing property defi nitions under Section 1245 
and 1250 and the now expired investment credit 
provisions. In this ILM, the Service held that the 
determination of whether an asset is a structural 
component or tangible personal property is a facts and 
circumstances assessment. 
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Cost Segregation Studies 

The Service acknowledged that, in view of the 
factual nature of the inquiry, no bright-line test really 
exists. The ILM stated that even though wiring is an 
example under the investment credit regulation of a 
structural component of a building, it is not a structural 
component unless it relates to the operation or main
tenance of that building. The Courts have found that 
the focus should be on ultimate use, rather than on a 
descriptive name, per se. 

ILM 199921045 stated, "As a practical matter, it 
should be noted that the use of cost segregation 
studies must be specifically applied by the taxpayer. 
In the 1997 Tax Court decision in Health Corp. of 
America (109 T. C. 21 (1997», the Tax Court sustained 
the IRS' position that certain amounts 'allocated' to 
equipment must be depreciated over the same period 
as the buildings to which they relate because the 
record did not provide any 'logical and objective 
measure' of the portion of the equipment that would 
constitute Section 1245 property." 

The ILM added, "An accurate cost segregation 
study may not be based on non-contemporaneous 
records, reconstructed data or taxpayers' estimates 
or assumptions that have no supporting records. 
... Thus, cost segregation studies should be closely 
scrutinized by the field." 

Here, the IRS clearly recognized that significant 
weight will be given (by a court) to a project-specific 
cost segregation study if it has been competently 
prepared and well-documented. In other words, ac
countants' arm-chair allocations and assumptions are 
not likely to be accepted at face-value by the I RS, nor 
by the courts. However, engineering and architectural 
consulting firms that are experienced in performing 
cost segregation studies may be relied upon to provide 
this type of detailed supporting information. 

IMPRESSIVE RESULTS 
Michael P. Morris of Ernst & Morris Consulting 

Group, Inc. recently indicated that where his firm has 
been retained by automobile dealerships to perform cost 
segregation studies, the return to the dealerships was 
anywhere from 13-to-17 in terms of the relationship 
between the net present value of the acceleration in 
depreciation deductions compared to the fees paid to his 
firm fortheperformance of the cost segregation studies. 

In a new Chevrolet dealership which expended 
roughly $3,600,000 for the facility, 22% of the total 
cost ended up in the 15-year category and 8% ended 
up in the 5-year category resulting in a net present 
value benefit in excess of $150,000. In a new Lexus 
facility costing approximately $3,000,000,15% ofthe 
costs were segregated into the 15-yearcategory and 
6% were segregated into the 5-year category. This 

(Continued) 

resulted in a net present value of the acceleration in 
depreciation deductions of Slightly under $1 00,000. 

Finally, in the case of a newly renovated Ford 
dealership where the additions approximated $2.6 
million, 13% ofthe dollars were segregated into the 15-
year property category and 6% were segregated into 
the 5-year property category, thus resulting in a net 
present value of the accelerated deductions of roughly 
$75,000. Net present value computations were based 
on the assumption that the costs would otherwise 
have been depreciated straight-line over 39 years, using 
an 8% discount rate and an assumed tax rate of 40%. 
For more details on these examples, see pages 16-17. 

A REAL GIFT FOR YOUR DEALERS: 
RETROACTIVE .•• CATCH-UP ... CORRECTIONS 

The IRS recently gave dealers and other business 
owners a huge gift for simply purchasing or improving 
their buildings and facilities. It started in Revenue 
Procedure 98-60, which was superceded by incorpo
ration into Revenue Procedure 99-49. 

Under Rev. Proc. 99-49, taxpayers can receive 
automatic consent and permission to correct 
underdepreciation claimed in prior years. This can be 
done by simply attaching a Form 3115 to a timely filed 
tax return for the year of change and sending a copy 
of the Form 3115 to the IRS National Office. 

In other words, if the dealer recently purchased or 
improved real property, Revenue Procedure 99-49 
now allows a recomputation of the difference between 
the otherwise scheduled (slower) depreciation deduc
tion and the additional faster corrected/catch-up de
preciation resulting from a cost segregation study. 
The taxpayer is allowed to deduct the overall catch-up 
depreciation difference ratably over a 4-year period. 
This allows one-fourth to be claimed in the year of 
change and one-fourth of the catch-up amount to be 
claimed over each of the next three (3) years .. .in 
addition to the increased depreciation deduction sched
uled for each year as a result of the recomputations. 

It is not necessary to file amended tax returns. 
And, it is not necessary to obtain IRS permission in 
advance to make these depreciation changes. 

STARTYOURYEAR-END PLANNING EARLY 
If your clients have recently purchased or renovated 

their facilities ... as far as five or six years back ... a cost 
segregation study could result in "found" deductions 
not only this year, but for several years to come. 

For more information on the specifics of a cost 
segregation study, call Michael P. Morris, Managing 
Director of the Ernst & Morris Consulting Group, Inc. 
in Austell, Georgia at (678) 945-0246 or visit the web 
site at www.costseg.com. * 
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1S-YEAR LIFE FOR CERTAIN 
(SERVICE BAY AREA) DEPRECIABLE REALTY? 

PROBABLY 
NOT 

One topic on recent IRS tax issues lists relates 
to the depreciable life of certain dealership realty, 
essentially service bay areas. Some dealers' CPAs 
are claiming that these facilities should be depre
ciable over 15 years because they are Section 1250 
property associated with "the marketing of petro
leum products." 

The argument has been made that under the 
Revenue Procedure (87-56) that prescribes class 
lives for depreciation purposes, Class Life 57.1 allows 
a 15-year depreciable life for certain Section 1250 
property that is used in the marketing of petroleum and 
petroleum products. 

Class Life 57.1 is entitled Distributive Trades and 
Services-Billboard, Service Station Bui/dings and 
Petroleum Marketing Land Improvements. This gen
eral grouping includes service station buildings and 
depreciable land improvements, whether Section 1245 
property or Section 1250 property, that is used in the 
marketing of petroleum and petroleum products .... It 
also includes car wash buildings and related land 
improvements and billboards, whether such assets 
are Section 1245 property or Section 1250 property. 

The question is: Dodealership service bay areas 
qualify for a 15-year write-off? 

SIX SUB-ISSUES 

The I RS has identified six sub-issues or factors to 
be considered in resolving the question. 

1. What types of buildings qualify for a 15-year 
life under depreciable Class Life 57.1 ? 

2. What is a motor fuels outler? 
3. What constitutes petroleum and petroleum 

products? 
4. For purposes of the 50% test, do gross 

revenues include service labor and sales of 
nonpetroleum products? 

5. For purposes of the 50% test, does floor 
space include the service bay area and 
space devoted to the sales and marketing of 
nonpetroleum products? 

6. Is it permissible to assign different lives to 
the merchandise and service bay areas of 
the building, thus effectively using a "compo
nent" depreciation approach? 

The IRS discussion of each of these six sub
issues or factors begins on page 19. 

In a proposed Coordinated Issue Paper released 
earlier this year, the IRS said that a dealer's service 
bay areas probably would not qualify for the faster 15-
year write-off. 

IRS DETERMINATIONS 

In this Coordinated Issue Paper, the IRS deter
mined that: 

• A narrow definition of petroleum and petro
leum products must be used to determine if 
50% or more of gross revenues are gener
ated from petroleum and petroleum prod
ucts. 

• A narrow definition of petroleum and petro
leum products must be used to determine if 
50% or more of floorspace is devoted to the 
sales or marketing of petroleum and petro
leum products. 

• Service and ancillary product revenues and 
service bay and ancillary product space 
must be excluded for purposes of the 50% 
tests. 

• The building, revenues and space must be 
analyzed as a whole ... they cannot be 
broken down into separate components, prod
uct lines or other categories for purposes of 
these tests. 

PROPOSED CIP SAYS: "NO." 
The CIP concluded that most buildings housing 

both retail sales of merchandise and automotive 
service bay operations will fail to meet either of the 
50% tests which they are required to satisfy. 

Accordingly, such buildings would generally be 
depreciable under the Modified Accelerated Cost Re
covery System (MACRS) as nonresidential real prop
erty (i.e., with a 39-year straight-line life) and not as 15-
year property used in the marketing of petroleum and 
petroleum products or as motor fuels outlets. 

The Service did state, however, that after com
pleting all the analyses, if either of the 50% tests are 
met, the building would qualify as 15-year property. 
CONCLUSION 

It appears that for the time being, as far as the IRS 
is concerned, this matter will be resolved by the 
issuance of a Coordinated Issue Paper in its final 
version in the near future. * 
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DEPRECIABLE LIFE 
OF BUILDINGS HOUSING RETAIL SALES OF MERCHANDISE 

AND· AUTOMOTIVE SERVICE BAY OPERATIONS 

ANALYSIS OF SIX SUB-ISSUES 

#1. WHAT TYPES OF BUILDINGS QUALIFY UNDER CLASS LIFE 57.17 

To determine what types of buildings qualify as Class Life 57. 1, it is necessary to carefully 
analyze the paragraph describing this property found in Revenue Procedure 87-56: 

" ... Includes Section 1250 assets, including service station buildings and depreciable land 
improvements, whether Section 1245 property or Section 1250 property, used in the marketing 
of petroleum and petroleum products, but not including any of these facilities related to 
petroleum and natural gas trunk pipelines. Includes car wash buildings and rel.ated land 
improvements. Includes billboards, whether such assets are Section 1245 property or Section 
1250 property. Excludes all other land improvements, buildings and structural components as 
defined in Section 1.48-1 (e) of the regulations.· 

The clause, "[I]ncludes Section 1250 assets" is intended to be linked with "used in the 
marketing of petroleum and petroleum products" to create a complete thought - Class Life 57.1 
applies to Section 1250 assets used in the marketing of petroleum and petroleum products. 
The phrase "including service station buildings and depreciable land improvements· is a 
modifier, providing examples of such Section 1250 assets. The clause "whether Section 1245 
property or Section 1250 property" modifies the "depreciable land improvements" portion of the 
service station phrase. "[S]ut not including any of these facilities related to petroleum and 
natural gas trunk pipelines" qualifies the entire sentence - (Le., "these facilities"). 

Thus, the key criterion is that the building be used in the marketing of petroleum and 
petroleum products. Service station buildings are given as an example of such a building. That 
(Class Life) 57.1 is not intended to be limited to service station buildings and depreciable land 
improvements is demonstrated by the use of the word "including" at the beginning of that 
phrase. 

The broad language of Class Life 57.1 suggests that all Section 1250 assets used in the 
marketing of petroleum and petroleum products fall into this category. However, a reasonable 
approach to this issue renders the broad interpretation - that any Section 1250 building from 
which even a -miniscule amount of petroleum and petroleum product is sold falls under the 15-
year life - egregious. If that were the intent, every trade or business, no matter what its nature, 
would sell some type of petroleum and petroleum product just to qualify for the shorter recovery 
period. 

Rather, it is reasonable to rely on the primary use of the building to determine whether 
it is a Section 1250 asset used in the marketing of petroleum and petroleum products. 

-
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Reg. Sec. 1.167(a)-11 (b)(iii)(b) provides that "property shall be included in the asset guidelines 
class for the activity in which the property is primarily used, and shall be classified according to 
primary use even though the activity is insubstantial in relation to all the taxpayer's activities." 
Thus, a primary use test is appropriate. 

Section 168(e)(3)(E)(iii) provides that "any Section 1250 property which is a retail motor 
fuels outlet (whether or not food or other convenience items are sold at the outlet)" is 15-year 
property. In order to determine whether such property is a retail motor fuels outlet, the Joint 
Committee Report of the Act establishes two primary tests - a gross revenues test and a 
floor space test 

A retail motor fuels outlet does not include any facility related to petroleum or 
natural gas trunk pipelines or to any Section 1250 property used only to an 
insubstantial extent in the retail marketing of petroleum or petroleum products .... 

The Committee wishes to clarify what types of property qualify as a retail motor 
fuels outlet. Section 1250 property will so qualify if it meets a 50% test. The 50% 
test is met if: (1) 50% or more of the gross revenues that are generated from the 
property are derived from petroleum sales or (2) 50% or more of the floor space in 
the property is devoted to petroleum marketing sales. 

These tests are equally appropriate for use in determining the primary use of Section 1250 
property used in the marketing of petroleum and petroleum products. If 50% or more of the 
revenues or 50% or more of the space are devoted to the marketing of petroleum and 
petroleum products, then that building qualifies for the 15-year life prescribed in Revenue 
Procedure 87-56, Class Life 57.1. 

#2. WHAT IS A MOTOR FUELS OUTLET? 

Section, 168( e )(3)( E )(iii) allows a 15-year depreCiable life on a motor fuels outlet. The Joint 
Committee clarifies that Section 1250 property qualifies as a motor fuels outlet if either of the 
50% tests relative to the sales or marketing of petroleum are met. Thus, property qualifies as 
a motor fuels outlet if it sells enough petroleum product or devotes enough space to the 
marketing of such product to meet the 50% test, even if it doesn't sell gasoline. 

#3. WHAT CONSTITUTES PETROLEUM AND PETROLEUM PRODUCTS? 

For purposes of both Class Life 57.1 and Section 168(e)(3)(E)(iii), the definition of 
petroleum and petroleum products is critical. However, no definition of these terms is 
provided in any background or developmental information concerning this specific matter. 
Thus, it is necessary to look at discussions concerning other tax issues for guidance. , 

The Joint Committee on Taxation's General Explanation of the Economic Recovery Tax 
Act of 1981, Depreciation and Investment Tax Credit ReviSions, stipulates that under 
regulations prescribed by the Secretary petroleum and its primary products will have the same 
meaning as described in the DISC regulations at Reg. Sec. 1.993-3(g)(3)(i). Since the 
Committee's remarks were included as part of a discussion of depreciation and the investment 
tax credit, they are appropriate and relevant guidance with respect to this issue. 
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Reg. Sec. 1.993-3(g)(3)(i) defines "primary product from oil:" 

[P]rimary product f~om oil means oil and all products derived from the destructive 
distillation of crude including: Volatile products, light oils such as motor fuel and kerosene, 
distillates such as naphtha, lubricating oils, greases and waxes and residues such as fuel oil. 

Reg. Sec. 1.48-9, Definition of Energy Property, refers to Reg. Sec. 1.993-3(g)(3)(i), and 
further stipulates that "petrochemicals are not primary products of oil or gas." An analysis of 
what a petrochemical is clarifies why this distinction was made. 

A petrochemical is· defined in the Merriam Webster Collegiate Dictionary as "a chemical 
isolated or derived from petroleum or natural gas." Compton's Encyclopedia Online notes that 
U[M]any petrochemical products are valuable, common, and useful items. They include plastics, 
soaps and detergents, solvents, fertilizers, insecticides, explosives, rocket propellants, synthetic 
fibers and rubbers, paints, drugs and antifreeze. Petrochemicals are also found in products as 
diverse as aspirin, luggage, surfboards, polyester clothes, carpets, nylon stockings, and 
phonograph records." . 

Many automotive products are petrochemicals, including antifreeze and tires. And, as 
described above, many nonautomotive products are also petrochemicals. If petrochemicals fell 
under the category "petroleum and petroleum products", facilities selling all types of products 
would qualify for 15-year depreciation. By giving a service station building as an example of 
qualifying 15-year property, Revenue Procedure 87-56 clearly does not encompass Section 
1250 property from which products like clothing, pharmaceuticals and household products are 
sold. 

A review of tax legislative histories from 1954 to the' present provides additional 
perspective on the meaning of "petroleum and petroleum products." These histories, many in 
the context of identifying items to be taxed in order to conserve energy resources, routinely refer 
to this term. They focus on gasoline, other fuels, and items consistent with the definition of a 
"primary product from oil" found in Reg. Sec. 1.993-3(g)(3)(i). By the time this term was used in 
Revenue Procedure 87-56, it had an established common meaning and no further explanation 
was deemed necessary. (See, for example, Joint Committee Print JCS-5-86, February 26, 
1986, Table 2, Taxation of Petroleum Imports.) 

Thus, the term "petroleum and petroleum products" has a narrow meaning. Only 
products containing a significant portion of crude qualify, including gasoline, motor oil 
and grease. Further refined petrochemical products, like antifreeze and tires, do not fall under 
the purview of this definition and are not considered petroleum or petroleum products for· 
purposes of this analysis.'· 

#4. FOR PURPOSES OF THE 50% TEST, 
DO GROSS REVENUES INCLUDE SERVICE LABOR 
AND SALES OF NONPETROLEUM PRODUCTS? 

Revenue Procedure 99-49 (IRS 1999-52 IRB 1, Appendix Section 3(b)(vii» clarifies that 
service labor and sales of nonpetroleum products are not part of gross revenues for purposes 
of the 50% test: 

[I]f the taxpayer is changing the classification of an item of Section 1250 property 
placed in service after August 19, 1996. to a retail motor fuels outlet under 
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Section 168(e)(3)(E)(iii), a statement containing the following representation [is 
required]: "For purposes of Section 168(e)(3)(E)(iii), the taxpayer represents that 
(A) 50% or more of the gross revenue generated from the item of Section 1250 

. property is from the sale of petroleum products (not including gross revenue from 
related services. such as the labor cost of oil changes and gross revenue from 
the sale of nonpetroleum products such as tires and oil filters), .... " 

For purposes of the 50% test, gross revenues are those revenues generated from 
the sale of discrete petroleum products, and do not include revenues generated from 
related services or ancillary products. 

#5. FOR PURPOSES OF THE 50% TEST, 
DOES FLOOR SPACE INCLUDE THE SERVICE BAY AREA 
AND SPACE DEVOTED TO THE SALE AND MARKETING 
OF NONPETROLEUM PRODUCTS? 

Revenue Procedure 99-49 (IRS 1999-52 IRS 1, Appendix Section 3(b)(vii» clarifies that 
the service bay area and space devoted to the sales and marketing of nonpetroleum products 
do not qualify for purposes of the 50% test: 

[I]f the taxpayer is changing the classification of an item of Section 1250 property 
placed in service after August 19, 1996, to a retail motor fuels outlet under 
Section 168(e)(3)(E)(iii), a statement containing the following representation (is 
required]: "For purposes of Section 168(e)(3)(E)(iii), the taxpayer represents that 
... (8) 50% or more of the floor space in the item of property is devoted to the sale 
of Petroleum products (not including floor space devoted to related services. such 
as oil changes and floor space devoted to nonpetroleum products such as tires 
and oil filters), ... " 

For purposes of the 50% test, floor space is that area devoted to the storage and 
merchandising of discrete petroleum products, and does not include space used to 
provide related services or to market ancillary products. 

#6. IS COMPONENT DEPRECIATION, OR ASSIGNING DIFFERENT UVES 
TO THE MERCHANDISE AND·SERVICE BAY AREAS 
OF THE BUILDING, PERMISSIBLE? 

The Joint Committee on Taxation's General Explanation of the Economic Recovery Tax 
Act of 1981 provides that "[T]he recovery period and method the taxpayer selects must be used 
for the building as a whole, including all structural components lhat are real property . 
... Component depreciation no longer may be used." (Staff of the Joint Committee on Taxation, 
General Explanation of the Economic Recovery Tax Act of 1981, at 85, Print 1981) The 
'Committee'sGeneral Explanation of the Tax Reform Act" of 1986 comments that "[T]he Tax 
Reform Ad of 1986 modified the Accelerated Cost Recovery System (ACRS) to institute 
MACRS. Prior to the adoption of ACRS by the Economic Recovery Act of 1981, taxpayers were 
allowed to depreCiate the various components of a building' as separate assets.with separate' 
useful lives. The use of component depreciation was repealed. upon the adoption of ACRS. 
The Tax Reform Act of 1986 also denied the use of component depreCiation under MACRS." 

It is not permissible to categorize p,ortions of the same building differently for purposes of 
aSSigning depreciable Ufe. The primary use or purpose of the entire building is controlling. 
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IRS RED FLAGS 
FOR SPOTTING ABUSIVE TAX SHELTERS 

SHELTER 
RED FLAGS 

Soqner or later, you're likely to run into dealers 
who are willing to move over to the more aggressive 
side with their overall tax planning. Some dealers may 
have IRS-aggressive tendencies that know no bounds. 

Recently, the I RS web site listed whatthe Service 
calls The Seven Red F/ags indicating that an invest
ment is an abusive tax shelter. 

Although taxpayer interest in abusive tax shelter 
investments is not limited to auto dealers, dealer 
advisors should be generally conversant with what is 
going on in this area. That way, when a dealer just 
wants your opinion on a new or novel tax arrangement 
that he has heard about at a 20-Group meeting or on 
the golf course, you'll know exactly what to say. 

According to the IRS, if the promotion a taxpayer 
is considering sounds too good to be true, it could just 
be an abusive tax shelter. 

Taxpayers are encouraged to look to see if any of 
the following red flags exist: 

The IRS points outthat if one or more of the seven 
red flags are flying, the taxpayer should consult a tax 
professional not involved in promoting the investment. 
Alternatively, the taxpayer should contact the IRS to 
determine how the Service will treat such apromotion. 

Taxpayers are reminded thatthe penalties, inter
est and legal costs associated with an abusive tax 
promotion are significant, and these are in addition to 
the taxes due and the fees that have been paid for the 
promotion. 

Also on its web site, the IRS posted Notice 9724 
(dated April21, 1997) entitled Certain Trust Arrange
ments. This IRS Notice describes abusive trust 
arrangements in general and provides examples of 
some of them. 

And finally, the IRS posted the April 2000 IRS 
Crimina/Investigation Division Summary of Abusive 
Trust Schemes which indicates how seriously the IRS 
is policing arrangements that it considers to be abu
sive tax shelters. * 

1. The promotional materials claim that the investors "will never pay taxes again. n 

2. The claim is made that the investor can "deduct the cost of (his) personal residence." 

3. Similarly, investors are told that a new program allows them to "deductthecostof (their) child's education." 
4. The promotional materials say that '7he IRS doesn't want you to know about this . .. 

5. Similarly, the promoters and/or the materials say "This is so new, your CPA doesn't know about it yet . ., 

6. Multiple trusts, partnerships or other entities are involved. 

7. Some of the entities involved in the arrangement are foreign entities. 
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