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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
dealerships thatl need toknow about?” ... Here’swhat
I'd say:
#1. THE QUIET CONTINUES. Although there haven't
been any developments of an earth-shattering nature
coming out ofthe IRS orthe Tax Courts recently, there
have been some developments thatwarrantanalysis
andreflection.

Despite being very busy preparing tax returns
over the past several months, if you've had any spare
time to glance at newspapers or magazines, you
couldn’thelp but notice some of the articles harping on
decreases in IRS audit activity and increases in
corporate tax shelters, taxpayer scams and abusive
trusts.

All this press may have made some taxpayers
uneasy and possibly willing to be more aggressive in
filing their tax returns.

The major focus of this issue of the DTWistolook
in more detail at some of the information that's been
made public and to try to draw some conclusions.

We'veincluded a lot of information that you might
find useful in discussing with your clients to put the
rhetoric concerning “declining IRS audit rates” into
some perspective. If you justwantthe bottomline, go
to the Conclusions on page 11.

#2. ANEW IRS PROGRAM. The IRS appears to be
investing more time and money in training and pre-
filing activities. Further evidence of this is its recently
implemented Industry Issue Resolution Pilot Program
discussed on page 8.

Thelikelihood is thatthere will always be the need
for face-to-face audits of businesses by real-live IRS
examiners. However, the additional training for agents
and resources available to them (such as the Audit
Technique Guide discussed in the last issue of the
DTW) suggests that the nature of the audit process
thatdealers and their CPAs will be facing in the future
will be considerably different from what it has been
in the past.
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#3. OLDS PHASE-OUT: TAXIMPLICATIONS

TAKING SHAPE. Dealer publications of late
have included various tidbits on how dealers can
better negotiate their situations without losing sight of
tax considerations. A recent NADA workshop dis-
cussed considerations such as reducing basis,-in-
stead of reporting income immediately, the special
rules affecting the write-off of goodwill and LIFO
inventory combinations.

In February, we had the opportunity to listeninon
a90-minute virtual seminar “The Olds Buyout-How to
Getthe Best Deal”. The principal speakers were Dan
Myers, Esq. and Don Ray and Robert Davis of the
George B. Jones Companies.

LOOKING FOR ADDITIONAL
& "VALUE ADDED" SERVICES

FOR DEALER CLIENTS?

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

see DEALER TAX WATCH OUT, page 2
Photocopying or Reprinting Wkhout Permission Is Prohibited
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Dealer Tax Watch

Thisteleconference was held on February 26™and
was offered by WD&S Publishing. You can obtain
more information on this teleconference and purchase
some of the reference materials by calling (800) 775-
7654.

Several practitioners have developed templates
andworksheets for projecting or computing Oldsmobile
franchise value. This topic will receive significant
attention at our Niche Conference in Dallas in June.

#4. UNUSUAL TAX CASE INVOLVINGAUTO
DEALERSUGGESTSINTERESTING
POSSIBILITIES. Although we've reported that

things have been relatively quiet, there is one case—

a Tax Court Memo decision—Wade H. Griffin, Il v.

Commissioner, which is worth much more than a

casual glance.

It appears this case didn’t receive much notice,
but we think it should if you're at all involved with the
currentcrisis state many dealers havein their relation-
ships with the Factory.

The facts center around disputes which arose in
the late 80s and early 90s between Mr. Griffin and
Southeast Toyota Distributors. The settlement Mr
Griffin received, $6 million, took on a different light for
tax purposes when he contended that he should not
have to pay tax on portions of it which should be
treated as damages received on account of personal
injury or sickness arising out of tort or tort type rights.

This case involves the application of Section 104
beforeitwas amendedin 1996. As suggested onpage
20, it may still be very instructive for dealers who, at
thistime, are involved in disputes with GM, Ford and
other manufacturers in negotiating their settiements.

Granted, it will take the right set of facts and legal
arguments to carve out a portion of any settlement
payment as fully excludable from income, but the
reward would be well worth the effort.

#5. NADA CONVENTIONINCLUDES GOOD
w FORDEAL DVI . NADA

Convention workshops are always a good source of
information to take back and apply to your dealers.
This year, two workshops in particular, are good

Photocopying or Reprinting Without Permission Is Prohibited

(Continued from page 2)

examples. The workshop on auto dealership IRS tax
issues was presented by Robert Zwiers. Itis summa-
rized on pages 15-17.

A second workshop on auto dealer estate plan-
ning strategies, presented by Stephen Wolff, also
provided a wealth of information. We plan to critique
thisworkshopin an upcoming issue of the Tax Watch.

In the meantime, if you're interested in such
things as recapitalizations using voting and non-
voting classes of stock, GRATs (Grantor Retained
Annuity Trusts), “defective trusts,” qualified personal
residence trusts, Master trust arrangements and other
sophisticated planning strategies, you might want to
get the Conference tape and listen to it sooner.

#6. WHAT AREAUTO DEALERS BIGGEST

CONCERNS? Lastyear, afterthe NADA Conven-
tionin Orlando, we reported the issues dealers men-
tioned as their biggest concerns in looking forward to
2000. Atthe NADA Convention in Las Vegas earlier
this year, dealers again had the opportunity to tell the
Factories their biggest concerns going forward into
2001.

What's interesting to note is how some concerns
a year ago either were replaced by completely new
ones or reappeared thisyear asif the Factory had paid
no attention last year.

We thought you'd be interested in comparing last
year's lists with this year’'s, so we have included them
side-by-side onpages 21-23.

#7. UPCOMING NICHE CONFERENCE. Besureto

make note of our 4" Annual CPA-Auto Dealership
Niche Conference. It will be held June 18-20, at the
Westin Galleria Dallas in Texas.

Top IRS and industry speakers will provide the
latestinformation on critical issues ranging fromlegal
and valuationissues through technology to taxes and
tax planning strategies. The Conference is divided
into 5 half-day modules and will give you the opportu-
nity tointeractwith all of the speakers and many other
practitioners and consultants to the auto dealership
industry. For more details on the Conference, see
page3.
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DE FILIPPS 4 ANNUAL
CPA-AUTO DEALERSHIP NICHE CONFERENCE
June 18 — 20, 2001 — Dallas, Texas

SOLID IDEAS TO NAVIGATE TODAY’S TURBULENT INDUSTRY
For CPAs ... Dealership Controllers ... Other Industty Professionals

S

WINNING THE FRANCHISE WARS
> Daniel E. Myers, Myers, Forehand & Fuller
Legal Update
» Mark D. Schmitz, Mark D. Schmitz & Associates
What’s a Franchise Worth?

» James L. “Butch” Williams, CPA, CVA, CBA
Dixon Odom, PLLC

‘ Valuing Dealerships in the Trenches
Roundtable/Interactive Q & A Session

NEW APPROACHES TO FEDERAL TAX ISSUES

» Terd Harris, Motor Vehicle Technical Advisor
Internal Revenue Service

IRS Current Tax Hot Topics for Auto Dealers

> Willard J. De Filipps, CPA,
Willard J. De Filipps, CPA, PC

The New IRS Audit Guide for Dealers
& Assorted Other Tax Developments Including
LIFO for Used Vehicles

» Terd S. Hards & Willard J. De Filipps, CPA

Tax Panel - Interactive Questions & Answer Forum

MAKING TECEHINOLOGY WORK FOR YOU
> Sandi Jerome, Sandi Jerome Computer Consulting
Technology Trends in the Automotive Industry
» Paul R. MacDonald, TriMac Automotive Advisory

Dealership Computer Conversions, Data Processing
& Other Security Issues

> Paul F. Gillrie, The Paul Gillde Institute, Inc

2001 Computer Odyssey: How to Understand &
Communicate With Computer Companies
To Negotiate The Best Deal Possible

> John T. McDonald, Management Performance
Groups, Inc. '

Maximizing The Used Veliicle Profit Center
> Joha P. Boggs, Fine Boggs, Cope & Perkins, LLC

Dealership Pay Plans & Compensation -
Programs

> Mark D. Schmitz, Mark D. Schmitz & Assodiates
Making Sense of the Service Department

PLANNING & RESTRUCTURING
> John Wilmoth, Wilmoth & Associates, LLC

Cost Segregation: Can It Find Buried Treasure?
> James B. Smith, Southwest Reinsure Inc.

Reinsurance Companies:
Another Profit Center For Dealerships

» Terell J. Isselhard, Chuhak & Tecson, PC
The Dynamics of Dealership Restructuring &

 Rearrangements: Alternatives & Case Studies

> Willard J. De Filipps, CPA,
Willard J. De Filipps, CPA, PC

Making this Conference Work For You
Suggestions & Roundtable
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IRS AUDIT & COMPLIANCE ACTIVITY
... IS IT REALLY DECLINING?

IRS
AUDITS

Each year, just before individual tax returns are
due for filing, the IRS does its usual job through the
press of making its presence and vigilance known.
However, this year, much attention has been given to
the fact...or is it perception?...that there has been a
general decline in IRS audit activity.

On March 28, The Wall Street Journal reported
thatIRS Commissioner Rossotti and Senator Grassley
seem to have conflicting views over the real extent of
IRS audit and compliance activity. Ofgreaterconcern
was the fear that publicity of their discussions might
cause taxpayers to be more willing to play the so-
called “audit lottery.” In reporting on the gradual
decline of the IRS audit rate over many years, Com-
missioner Rossotti expressed concern that public
perceptions of the fairness and general effectiveness
of the tax system would erode.

From the exchange of correspondence between
Senator Grassley and the Commissioner, itis evident
thatpart of whatwas atissue was the precise way the
IRS accumulates its “audit” statistics: what the IRS
considers to be an audit, what it does not consider to
be an audit, and wherein the difference lies.

Before getting into the details, there’s one other
point that should be factored into some of the rhetoric.
That is the fact that throughout the period in which
these discussions occurred, the Administration was
considering the appropriation of funds tothe IRS. To
the extent that IRS audit statistics were portrayed as
being low, might that be seen as justification of the
IRS'’ need for more funds?

Senate Finance Committee Chair Charles E.
Grassley was unhappy over the inference taxpayers
might draw from the publication of inaccurate or
inconsistently compiled audit rates. In a letter to the
Commissioner, Senator Grassley said that he was
deeply concerned that the IRS statistics don't tell the
whole story of the actual number of returns that are
reviewed by the Service. He also said that he was
concerned that the understatement may be used to
justify budget and staff increases.

Senator Grassley said, “It is painting an incom-
plete picture to talk about audits and reviews of
taxpayer returns and yet fail to mention the IRP (i.e.,
the Information Reporting Program)—the invisible au-
dits. Thisis not to say that an IRP contact is equal to
aface-to-face auditon a one-for-onebasis, butrather
to highlight that (by counting only) IRP contacts, the
IRS appears to be providing a distorted picture to the

Congress, and more importantly, to the taxpayer—that
thereis no onein the guardhouse.” For some help on
coping with the new generation of alpha-abbreviations,
see pages 5and 14.

SOME STATISTICS ON GUARDHOUSE DUTY

The IRS had reported that the audit rate for
individuals had dropped from 1.67%in 1995t00.49%
in the year 2000. As computed by the IRS, the
“individual audit rates” for the years 1995 through 1999
were 1.67, 1.67, 1.28, .99 and .89 respectively. An-
other interesting IRS statistic is the “ratio of examin-
erstoreturns.” Thisshowed theratioasincreasing (or
would you say decreasing?) from one examiner for
every 6,239 returnsin 1995 to one examiner for every
8,331 returnsin 1999, with an almost constantannual
change. Also, during this period, the number of
examiners decreased from 18,600 in 1995 to just
below 15,000in 1999.

Although the IRS has statistics going all the way
back to the early 70s, there’s not much point in trying
to analyze all that to support one side or the other in
this debate. One inference that would seem obvious
from the way that the IRS was presenting its statis-
tics, is that increased funding for additional examina-
tion staff would be necessary to reverse the trends.

WHAT CONSTITUTES ANAUDIT?

Does the term “audit” include only eyeball-to-
eyeball orface-to-face contactwith an IRS examiner?
Ordoes the term “audit”include those invisible audits
which taxpayers are not aware of until they receive a
computer generated letter from the IRS saying that
something doesn’t match up with information in the
IRS’ computer? In effect, that taxpayer’s return has
been under surveillance and it has failed to pass or
satisfy some test or standard set by the IRS.

Should any contactby the IRS with the taxpayer
be counted as an audit in compiling these statistics?
As the exchange of correspondence between the
Commissioner and Senator Grassley disclosed, some
IRS activities count as “audits,” while others don't.

Only contact where the taxpayer has to provide
the IRS with access to its “books and records” consti-
tutes an audit under Section 7605(b).

This Section provides limits on “second” exami-
nations and protects taxpayers from being “subjected
to unnecessary examination or investigations.” As a
result, the IRS is cautious about unnecessarily con-
ceding that its first access or request for information

see IRS AUDIT & COMPLIANCE ACTIVITY-S IT REALLY DECLINING?, page 7
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IRS AUDIT & COMPLIANCE
TECHNIQUES & PROGRAMS

* RRA’98 = Internal Revenue Service Restructunng & Reform Act of 1998

.RR‘A o8 o ‘Also referred to as JRSRRA ‘98
e LMSB = Large & Mid-Size Business Division (one of four divisions or
LMSB taxpayer categories created by RRA *98)
® Includes businesses with over $5 million in assets ... approx. 170,000
businesses :
" . ._» | ® Ten infractions listed in Section 1203(b) of RRA 98
Ten Deadly Sins™ o If committed by an IRS employee, will result in termination of employment

o SCA = Service Center Audit

. e Correspondence sent by IRS Service Center requesting information that

SCA requires the taxpayer to substantiate a deduction, credit, cost basis of an asset

sold, etc.
Considered as an audit by IRS in compiling statistical data on extent of audits
® SCCC = Service Center Correspondence Contacts
' e An IRS letter that proposes an adjustment based on information reported by
SCCC third parties (document matching) or based on inconsistent information on the
face of the tax return or supporting schedules
e Not considered as an audit by IRS in compiling statistical data on audits
o IRP = Information Reporting Program
o Contacts by the IRS which do not constitute audits under Section 7605(b).
Therefore, not considered as an audit by IRS in compiling audit statlstlcs
s Involves follow-up on either
¢ Potential Underreported Income ... There is a discrepancy between the
income reported on the individual -income tax return and the income

IRP reported by a third-party payer. The taxpayer is asked to explain the
s I ~ discrepancy, but does not provide books and records for IRS review.
Invisible Audits ¢ Potential Nonfiling ...The taxpayer has not filed a tax return after

repeated letters requesting a return, and income reported on information
- documents (provided by third-parties) indicates a tax return is required to

be filed. Under the authority granted in Section 6020(b), the IRS
computes a tax liability based on the information documents and the
taxpayer is sent a notice of the proposed tax due. The taxpayer does not
provide any book and records for IRS review.

Eyehall-to-eyeball or face-to-face contact with IRS

Involves IRS gaining access to taxpayers’ books and records

IIR = Industry Issue Resolution Program (new pilot program)

Another pre-filing program announced by IRS in Notice 2000-65

Objective is to provide guidance to resolve frequently disputed tax issues that

IIR are common to a number of large or mid-size business taxpayers

Expectation that guidance will be provided by revenue procedures that would

permit taxpayers to adopt recommended treatment of the issue on future |

IRS Audit

returns, by filing Forms 3115 with the National Office
e BSM = Business Systems Modernization Program
Newer o ACD = Automated Call Distributors
Tech o CRM = Customer Relationship Management Exam Project
Pro ec e STIR = Security & Technology Infrastructure Releases
rograms o CADE = Customer Account Data Engine ‘
o EDW/CAP = Enterprise Data Warehouse/Custodial Accounting Project
A Quarterly Update of Essential Tax information for Dealers and Their CPAs Photocopying or Reprinting Without Permission Is Prohibited
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IRS AUDIT & COMPLIANCE CONTACT ACTIVITY

INDIVIDUAL INCOME TAX RETURNS

FOR THE YEARS 1995 - 1999

TABLE 1
IRS EXAMINATIONS STAFF WORKLOAD AND AUDIT RATES
ENFORCEMENT
RATIO OF | INDIVIDUAL REVENUE
INDIVIDUAL | EXAMINERSTO| RETURN COLLECTED
YEAR EXAMINERS RETURNS INDIVIDUAL | AUDIT RATE | (BILLIONS OF
FILED RETURNS (%) DOLLARS)
1995 18,601 116,059,700 1:6,239 1.67 $31.4
1996 17,957 118,352,600 1:6,591 1.67 $38.0
1997 16,935 120,342,400 1:7,106 1.28 $372
1998 15,815 122,546,900 1:7,749 0.99 $35.2
1999 14,991 124,387,100 1:8331 0.89 $32.9
TABLE 2
IRS CONTACTS WITH TAXPAYERS
INFORMATION REPORTING PROGRAM
IRP - DOCUMENT MATCHING
TOTAL
SERVICE | FACE-TO-FACE UNDER - NONFILER TOTAL IRP ALL AUDITS
YEAR| CENTER AUDITS REPORTER & OTHER CONTACTS & ALL IRP
AUDITS “) ®) ) + (B) CONTACTS
1995 | 1,121,952 797,485 | 2,711,000 1,756,000 4,467,000 6,386,437
199 [ 1,179,696 761,850 1,930,000 1,302,000 3,232,000 5,173,546
1997 803,628 715,615 932,000 1,917,000 2,849,000 4,368243
1998 625,021 567,759 1,726,000 2,314,000 4,040,000 5,232,780
1999 715,789 366,657 1,771,000 1,891,000 3,662,000 4,744,446
: TABLE 3
ALL IRS CONTACTS WITH TAXPAYERS
IRP RATIO OF ALL IRS
SERVICE | FACE-TO-FACE| DOCUMENT TOTAL INDIVIDUAL | CONTACTS TO
YEAR| CENTER AUDITS MATCHING CONTACTS RETURNS | ALL INDIVIDUAL
: AUDITS : CONTACTS FILED RETURNS FILED
1995 | 1,121,952 797,485 4,467,000 6,386,437 | 116,059,700 0.055
1996 | 1,179,696 761,850 3,232,000 | 5,173,546 | 118,362,600 0.044
1997 803,628 715,615 2,849,000 4368243 | 120,342,400 0.036
1998 625,021 567,759 4,040,000 "~ 5232,780 | 122,546,900 0.043
1999 715,789 366,657 3,662,000 4,744,446 | 124,887,100 0.038
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IRS Audit & Compliance Activity—Is It Really Declining?

from the taxpayer be treated as an “audit” which may
then limit the IRS’ later opportunities to gather more
information from that taxpayer.

In countless (?) cases where an “average” tax-
payer receives a computer generated notice saying
thatthe IRS can’tmatch up withinformation on the tax
return, that contact usually does not materialize fur-
ther into an audit. Accordingly, for IRS statistical
purposes, these contacts are not counted as audits.

At the April 3, 2001 Ways & Means Oversight
Hearing, Commissioner Rossotti explained:

“With respect to the question of why document
matching cases are not considered audits, the techni-
cal reason is that Section 7605(b) of the tax code
generally limits the ability of the IRS to require a
taxpayer to submit books and records for inspection
by the IRS more than once.

“Since document matching cases do not require
the taxpayer to submit books and records to the IRS,
a document matching case does not preclude a
subsequentaudit. Revenue Procedure 94-68 specifi-
cally defines IRS taxpayer contacts, including docu-
ment matching, which are not considered audits for
the purpose of Section 7605(c).”

Commissioner Rossotti added, ironically, that it
was his understanding that “some years ago, the IRS
proposed tochange the definition of an auditto permit
inclusion of document matching cases in the overall
reported number of audits and this proposal was
criticized as possibly inflating IRS’s statistics.” It
seems the IRS just can’t win on this one.

HAVETHE “TENDEADLY SINS”CAUSED FEWER
IRS AUDITS?

Commissioner Rossotti said that the dropin exam
and collection activity in fiscal year 2000 was caused
by several factors. Theseincluded: (1) the long-term
decline in staffing, (2) the need to assign compliance
staff to customer service duties, and (3) added RRA
'98 responsibilities.

In commenting on the long-term decline in staff-
ing, the Commissioner indicated that between fiscal
years 1992 and 2000, the overall IRS workforce fell by
17%, while the number of tax returns filed increased
by 13%.

Regarding the added RRA 98 responsibilities,
Commissioner Rossotti said, “RRA '98 created very
significant additional resource demands on the IRS
Exam and Collections staffs. Expanded programs,
such as the innocent spouse provisions, offers in
compromise and due process in collection, required
more than 4,200 IRS staff annually for administration.
Other provisions, such as the requirements for notifi-

(Continued from page 4)

cations of third-parties, tacked on more time to com-
plete each Exam and Collection case. More than 30
additional steps have been added to the comple-
tion ofan exam.” (Emphasis added)

He further singled out two provisions of RRA '98
as having “...greatly affected the time required to
conduct many activities. They are: Section 1203,
commonly known as the ‘ten deadly sins’ provision,
and Section 1204 which broadly prohibited use of
enforcement statistics in setting goals or making
personnel evaluations at any level in the IRS.”

The Commissioner said, “Section 1203 caused a
great deal of concern, caution, and hesitation among
front-line employees and their managers with respect
to taking enforcement action.” These “deadly sins”
are really actions...including filing a late tax
return...which, iftaken by an IRS employee, canresult
inthe termination of his/her job. For more aboutthese,
see page 10.

SO (CHICKEN LITTLE), HAS THE AUDIT RATE
REALLYFALLEN?

It would appear that the answer partly lies in
whether or notyou choose to be bound by the technical
distinctions the Commissioner follows in accumulat-
ing “audit” statistics.

Through its Annual Report and Media Office, the
IRS has made available the information in Tables 1
and 2 on page 6. Table 3 combines some of this
information into what may be a more useful presenta-
tion of therelevantdata. From this, you can draw your
own conclusions aboutthe IRS auditrate forindividual
returns.

In replying to Senator Grassley on March 26,
Commissioner Rossotti conceded, “Simply focusing
on the audit rate does substantially understate the
IRS’s capacity to find errors in returns, especially in
certain kinds of returns.” He indicated that for many
years, the IRS has relied on a range of techniques
which includes document matching to verify certain
items on tax returns. He also provided a number of
interesting facts, some of which are incorporatedinto -
the True or False Quiz on the page 9.

More importantly, the Commissioner stated, “Itis
my view that there is no need to return to the levels of
individual audit coverage that existed even 5 years
ago, which was three times the FY 2000 level.” He
explained that the IRS strategic plan and budget
proposals do not even call for this approach. He said:
“In the long run, we will rely on our business systems
modernization program toincrease the effectiveness
and efficiency of these activities.” See page 14...In
Technology We Trust.

see IRS AUDIT & COMPLIANCE ACTIVITY~S IT REALLY DECLINING?, page 8
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Messers Grassley and Rossotti both concluded
their interchange by optimistically looking forward to
“other return verification techniques” that will eventu-
ally be enabled by new technology to save the day.
Also, more effective and targeted auditing should go
far in limiting the number of audits that need to be
performed. Certainly, quality as well as quantity
needs tobe factored in before any meaningful conclu-
sions can be drawn on this broad issue.

WHEN THE IRS SUSPECTS UNDERREPORTING

The December 2000 issue of the Dealer Tax
Watchdiscussed therecently issued /RS Audit Guide
for Auto Dealerships. This article referred to the
somewhat sensitive interplay between IRS audit ac-
tivity and the implications of the 1998 legislation
restricting the IRS use of financial status or economic
reality examination techniques. The article also in-
cluded passing reference to how the IRS interpreted
Section 7602(e) in Field Service Advice 200101030.

In this FSA, dated October of 2000 but not
released until January of 2001, the IRS focused on
certain actions that agents could take prior to having
a reasonable indication that there is a likelihood of
unreported income. This FSA also discussed the
various direct and indirect means which the IRS
employs when there is a suspected underreporting of
income.

The IRS may employ indirect methods to recon-

struct a taxpayer's income through circumstantial
evidence. These include the

 Bank deposits,

» Cashtransaction,

» Networth,

Percentage of mark-up, and
Unit & volume methods.

INDIRECT

n
Q
o
I
-
w
=

Each of these is discussed briefly on pages 12-13.

This FSA further reinforces that because of the
changes madein 1998, the IRS has to be very careful
to respect the lines of demarcation drawn between
what the statute considers to be an “audit” (i.e., the
IRS gaining access to the taxpayer's books and
records) and what the IRS should count as constitut-
ing an “audit” in compiling its compliance and follow-
up statistics.

One of the FSA conclusions was that a revenue
agentcould drive by a taxpayer’s house prior to having
a reasonable indication that there is a likelihood of
unreportedincome. Indiscussing this conclusion, the
FSAindicated, “The purpose of inspecting a taxpayer's

(Continued from page 7)

residence includes, but is not limited to, determining
the validity of deductions for an office or business
locatedintheresidence, anddetermining the taxpayer’s
financial status.”

Query: Does this mean that claiming a deduction
on Form 1040 for expenses in maintaining an office or
business in one’s residence could be an automatic
invitation to the IRS to come in and inspect the
residence?

INDUSTRY ISSUE RESOLUTION PROGRAM

Finally, another development unveiled over the
lastfew months has been the IRS’ new Industry Issue
Resolution Pilot Program. This Program was an-
nounced in IRS Notice 2000-65 (2000-521.R.B. 599).

The objective of this IR Program is to provide
guidance to resolve frequently disputed tax issues
that are common to a significant number of large or
mid-size business taxpayers. This effortis part of the
IRS’s strategy to resolve issues in a manner other
than the traditional post-filing examination process.

The form of resulting guidance by the IRS may
vary depending on the issue. However, Notice 2000-
65 states, “The most likely form of guidance will be a
Revenue Procedure that permitstaxpayerstoadopta
recommended treatment of the issue on future re-
turns. Inmany cases, this may require filing a request
forachangein method of accounting.” Inotherwords,
more Forms 3115 activity may be on the way.

The issues most appropriate for this Program
generally will have the following characteristics:

1. There is uncertainty about the appropriate tax
treatment of a given factual situation,

2. Theuncertainty hasresulted from frequent, often
repetitive, examinations of the same issue,

3. Theissueimpacts a significant number of taxpay-
ers within an industry group, many of which are
largerbusinesses (i.e., those withgross assetsin
excess of $5 million), and

4. Factual determination is a major componentofthe
issue.

Section 4 of the Notice concludes with recognition
of the Section 7605(b) books and records distinction.
Itprovides that “an IIR team may consider an inspec-
tion of an individual taxpayer’s records desirable as
part of the factual research necessary to develop its
position. Althoughthe team may requestsuchinspec-
tion, any such inspection will be voluntary. An
inspection of the taxpayer’s records under this pro-
gram, whether at the initiative of the taxpayer or the
team, will not preclude or impede (under Section
7605(b)...) alater examination orinspection of records

see IRS AUDIT & COMPLIANCE ACTIVITY-IS IT REALLY DECLINING?, page 11
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IRS AUDIT & COMPLIANCE ACTIVITY

Do you think each of the statements below is True or False?

Document matching is not useful for verifying business income, gain
or loss on asset sales or most itemized deductions.

The average in-person audit of an individual tax return resulted in an
IRS assessment of approximately $9,500 ... more than six times the

average assessment from an IRS document matching case (which was

$1,500).

The proportion of income that cannot be verified through document
matching is 10% for taxpayers with income under $100,000, as
compared with 35% for taxpayers with income over $100,000.

Almost all individual income tax returns are subject to IRS computer
review for third party information under the Information Reporting
Program (IRP) and checked for mathematical errors (Invisible audits).

Over 14 million individual tax returns in 1998 were flagged by the
IRS for potential discrepant income or deductions. This accounts for
well over 10% of taxpayer returns identified by IRS computers for
possible further review.

The IRS plans to increase the number of exams of individuals
conducted in person by more than 6 %, while also improving the
quality of those exams and focusing on areas with the greatest risk of
underreporting of income.

To the extent that the IRS uses more and more document matching
and less in-person (or face-to-face) auditing, higher income taxpayers
will not have their returns verified to the same degree as middle
income taxpayers.

. In fiscal 1999, so-called “passthrough” entities filed 7.4 million

returns, reporting over $5.0 trillion in gross receipts and $680 billion
in income. Out of these, the IRS audited 29,000 returns ... only 1 out
of every 256 returns filed. ‘

The IRS plans to begin a program to match income reported on Forms
K-1 by passthrough entities to individual tax returns. However, this
technique will not provide any verification by the IRS of the income
reported by the business entity itself. That verification would requlre
an audit of the entity. :

10.

Every year, the IRS audits the 1,100 largest corporatlons The audit
rate for all other corporatlons has declined from 3% in 1992 to 1.1%

today.

All of the above statements are true and are taken // om cither an exclange of correspondence between

IRS Comumissioner Rossotti and Scenator Grassley or the Commissioner’s testinony on April 3, 2001

before the Ways & Means Oversight Subcommittee.
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GUIDELINES FOR CONDUCT BY IRS EMPLOYEES TEN

ACTIONS THAT CAN RESULT IN LOSS OF JOB

DEADLY
SINS

IRS Restructuring & Reform Act of 1998 ... Section 1203
Termination of Employment for Misconduct ... Subsection (b) Acts or Omissions

IRS Commissioner Rossotti, in his testimony before the Ways & Means Oversight Subcommittee on
April 3, 2001, stated that “Section 1203 caused a great deal of concern, caution and hesitation among
Jront-line employees and their managers with respect to taking enforcement action.” Section 1203(b) lists
the prohibited activities in the order shown parenthetically following each item.

1. Willful failure to obtain the réquired approval signatures on documents authorizing the seizure of
taxpayer’s home, personal belongings, or business assets. (1)

2. Falsifying or destroying documents to conceal mistakes made by any employee with respect to a
matter involving a taxpayer or taxpayer representative. (4)

3. Providing a false statement under oath with- respect to a material matter involving a taxpayer or
taxpayer representative. (2)

| 4. Threatening to audit a taxpayer for the purpose of extracting personal gain or benefit. (10)

5.  Willful understatement of Federal tax liability, unless such understatement is due to reasonable cause
and not to willful neglect. (9)

6. With respect to a taxpayer, taxpayer representative, or other employee of the Intemmal Revenue
Service, the violation of any right under the Constitution of the United States or any civil right
established under six other specified laws. (3)

7. Assault or battery on a taxpayer, taxpayer representative, or other employee of the Internal Revenue
Service, but only if there is a criminal conviction, or a final judgment by a court in a civil case,
with respect to the assault or battery. (5)

8. Violations of the Internal Revenue Code of 1986, Department of Treasury regulations, or policies of
the Internal Revenue Service (including the Internal Revenue Manual) for the purpose of
retaliating against, or harassing, a taxpayer, taxpayer representative, or other employee of the
Internal Revenue Service. (6) .

9. Willful misuse of the pro{'iéions of Section 6103 of the Internal Revenue Code of 1986 for the
purpose of concealing information from a congressional inquiry. (7)

10. LATE FILED TAX RETURN: Willful failure to file any return of tax required under the Internal
‘Revenue Code of 1986 on or before the date prescribed therefor (including any extension), unless
such failure is due to reasonable cause and not to willful neglect. (8)

Note: This provision has created much controversy. It is one of the top concerns of the
National Treasury Employees Union.
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IRS Audi mplian Vi ally Declining?

... norsubjectthe IRS to any procedural restrictions ...
that might otherwise apply before beginning such
examination or inspection.”

From the perspective of many readers of the
Dealer Tax Watch, atleasttwo potential candidates as
issues for consideration by the IIR Pilot Program
readily come to mind:

« The use of replacement cost in valuing parts
inventories, and

» Guidance on demonstrator usage by automobile
dealership employees.

We shall be very interested in what issues are se-
lected for initial processing and in all other aspects of
the operation of the Program.

CONCLUSIONS

This article has discussed several recent devel-
opments which suggest that, as far as IRS audit and
compliance activity is concerned, there’s more going
on beneath the surface than one might suspect.

Thedebate overwhether therehasbeenadecline
in audit activity is likely to go on for some time. Keep
in mind that the entire focus of the exchange between
Commissioner Rossotti and Senator Grassley was on
the IRS audit rate for individual tax returns filed.

Any conclusion on whether there has been a
decline, ormore importantly, a significant qualitative
decline, in IRS audit rates of individual returns re-
quires more consideration of several questions: The
obvious two are (1) What do you mean by the term
“audit?” and (2) How accurate do you believe the IRS
is in compiling its statistics?

There are several other more importantquestions
beyond these:

1. Do you believe the factors cited by the IRS as
partially the cause for declining activity are tem-
porary? If so, whenbroughtundercontrol andthe
IRS regains its balance, will it be able to devote
more time and effort to audit and compliance
activities?

2. What role will the use of new technology play in
the overall processes? and

3. How should different categories of filers (i.e.,
individual, partnership, C & S corporations, trusts,
etc.) and different areas receiving attention by
the IRS, by Congress and in the press (i.e.,
abusive tax shelters, corporate tax shelters, off-
shore trusts, etc.) be weighted in concluding
whether concern is warranted at this time?

A Quarterly Update of Essential Tax information for Dealers and Their CPAs
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Some information in Commissioner Rossotti’s
comments on the (relatively low) level of IRS audit
activity concerned business returns. This informa-
tion received relatively little attention. However, most
practitioners have undoubtedly already noticed this
over the last 18 months or so.

The IRS has created four new taxpayer divisions
in response to RRA '98. The large and medium-size
(the LMSB Division) splits the auto dealership popula-
tion of taxpayers quite significantly by introducing the
$5 million of assets benchmark. There seem to be
numerous programs that the IRS could undertake in
dealing with the specialized issues and problems
presented by the automobile dealership populationin
general. Theseprograms arereadily evidentfromthe
long lists of “current tax issues for auto dealerships”
which are continually discussed in this publication.

Our speculation is that many of these programs
will not be undertaken ... or, if undertaken will lose
significant effectiveness ... because of the artificial
$5 million in assets line of demarcation that will
subject “larger dealerships” to different levels of IRS
program scrutiny or audit activity, while almost com-
pletely excusing other (smaller) dealerships which fall
below the cut-off point.

NADA statistics indicate that many, if not the
majority, of dealerships in the country require at least
$10millionin assets, withthe average dealership size
now exceeding $10 million.

Practitioners niched in serving dealerships know
thatmanydealership operations are setup so thatthe
dealer and/or his family individually owns and leases
real estate and other facilities to the dealership corpo-
ration. It's always better, from a tax planning stand-
point, when family members and other entities are the
owners and lessors. Judging strictly from Schedule L
“total asset amounts™ on C & S dealership corporate
returns, many dealerships of significant size will fall
below the arbitrary $5 million cut-off point established
by the IRS for classifying businesses into its Large
and Medium-Size Business Division.

From a tax administration and policy standpoint,
thiswould seem to create regrettable and unjustifiable
inconsistencies. We do expect the IRS auditimpact
on auto dealerships to further decrease as more auto
dealers are mixed in with the large manufacturing and
transportation group taxpayers, while others never
even make it on to the IRS “$5,000,000 in assets”
radar screen.

In short, some dealers may find safety in num-

bers.
X
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Sec. 7602(e)

METHODS OF PROOF
WHERE IRS SUSPECTS UNDERREPORTING

- Provision added by Congress in 1998 to limit certain IRS audit activity.
e “The Secretary shall not use financial status or economic  reality

examination techniques to determine the existence of unreported income
of any taxpayer unless the Secretary has a reasonable indication that there
is a likelihood of such unreported income.”

Note: This only prohibits the use of such audit techmquw untll such time
as the Service has a reasonable indication that there is a likelihood of
unreported income. ,

Direct
(Specific Item)
Methods

When direct (or specific item) methods are used, specific items are
demonstrated as the source of unreported income. ,

IRS uses “evidence of the receipt of specific items of reportable income ...
that do not appear on his (i.e., the taxpayer’s) income tax return.”

Because the tracking is direct, the IRS does not use these methods to
support an inference of unreported income from unidentified sources.
Therefore, the use of direct or specific item methods does not involve the
provisions of 7602(g).

The Service does not have to have a reasonable indication that there is a
likelihood of unreported income before it resorts to using direct methods.

In contrast to direct or specific item methods, the Service may employ
other indirect methods by which it reconstructs the taxpayer’s finances
through circumstantial evidence.

Accordingly, these indirect methods are use to support an inference of
unreported income from unidentified sources.

These indirect techniques consist of, but are not limited to,

Financial Status 4 Bank Deposits Method
Audit Techniques ¢ Cash Transaction Method
4 Net Worth Method
(Indirect Methods) ¢ Percentage of Mark-Up Method
¢ Unit and Volume Method
Generally, these techniques are not used alone, but are used with other
techniques to explore issues other than unreported income (such as
overstated deductions).
These other indirect methods are commonly referred to as “financial
status” or “economic reality” audit techniques. :
This is an analysis of bank deposxts to prove unreported income from
unidentified sources.
Bank Deposits The IRS tracks funds from known.sources to depqsit; xqade toa taxpayer’s
Method bank accounts, rather than analyzing bank deposits to identify unreported

income from unknown sources.
This method is used to supply leads to possible unreported income from
sources of such deposits.

Cash Transaction
Method

- Under this method, the IRS calculates the unreported income as the

amount that the taxpayer’s cash expenditures exceeded the taxpayer’s
sources of cash, including cash on hand at the beginning of the tax period

in question, for the particular year.
The IRS uses the taxpayer’s tax return and other sources to ensure that
adequate income has been reported to cover expenses.
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Net Worth
Method

METHODS OF PROOF
WHERE IRS SUSPECTS UNDERREPORTING

¢ A similar analysis is made for the first day of the next taxable year.
e To any change in net worth, the IRS adds non-deductible expenditures for

The net worth method establishes the taxpayer’s net worth at the start of
the year by listing all assets, including cash on hand, and all liabilities ...
with the excess or balance being the taxpayer’s net worth.

living expenses, then deducts receipts from sources that are not taxable
income and the amounts represented by applicable tax deductions and
exemptions. -

If the increase in net worth, as adjusted, exceeds the reported taxable
income, the inference is drawn that there is unreportable income.

Percentage
Of Mark-Up
Method

- commercial publications or the taxpayer’s records for other periods.

Under this method, the IRS reconstructs income from the use of
percentages or ratios considered typical for the business or item under
examination.

This method consists of an analysis of either sales or cost of sales and the
appropriate application of a percentage of mark-up to arrive at the
taxpayer’s gross profit.

By reference to similar businesses or situations, percentage computations
are secured to determine sales, cost of sales, gross profit or even net profit.
Similarly, by the use of some known base and the typical percentage
applicable, individual items of income or expenses may be determined.
Sources for percentages may be Bureau of Labor Statistics data,

Unit & Volume -

Method

Under this method, gross receipts are determined or verified by applying
price and profit figures to the volume of business done by the taxpayer.
The number of units or volume of business may be determined from the
taxpayer’s books and records if they adequately reflect cost of goods sold
or expenses.

Field
Service
Adyvice

200101030

Agents asked whether they could take certain actions prior to having a
reasonable indication that there is a likelihood of unreported income.
These questions were asked because Section 7602(e) restricts the use of
financial status audit techniques by the IRS.

FSA Conclusions

¢ A revenue agent may drive by a taxpayer’s house prior to having a
reasonable indication that there is a likelihood of unreported income.
“This activity would not be prohibited if used in determining whether
there is a reasonable indication that there is a likelihood of unreported
income so that the Service could resort to setting up unreported
income under an indirect method.”

4 A revenue agent may conduct a Lexis search to ascertain if the
taxpayer purchased real estate during the year(s) at issue prior to |
having a reasonable indication that there is a likelihood of unreported
income. '

The FSA added that the search of property records that are available to the
public (i.e., the Lexis search) is not an intrusion on a taxpayer. )
Field Service Advice 200101030, dated October 25, 2000, released
January 5, 2001.
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IN TECHNOLOGY WE TRUST

BSM

e BSM = Business Systems Modernization Pfogrb;)z

The BSM Program is the solution intended to take the IRS to the “next level”
and to enable it to make longer term, fundamental changes in its business
processes and practices. ‘

BSM Program consists of a combination of 5 Programs and elements below.

ACD

¢ ACD = Automated Call Distributors
¢ Hardware and software improvements to the IRS telephone system to receive,

route and answer more than 150 million phone calls each year, with internet
access capabilities anticipated to be added at a later date.

CRM

o CRM = Customer Relationship Management Exam Project
o Already in development through this project, the IRS deals with complex tax

calculations, including various carryback and carryforwards, the Alternative
Minimum Tax and the Foreign Tax Credit.

STIR

o STIR = Security & Technology Infrastructure Releases
e This project is intended to provide the essential underlying security

infrastructure for the planned deployments of the customer account data
engine, customer communications, e-services and customer account
management systems.

CADE

CADE = Customer Account Data Engine
This part of the. data infrastructure will provide a modern system for storing,
managing and accessing records of taxpayer accounts.

EDW/CAP

e EDW/CAP = Enterprise Data Warehouse/Custodial Accounting Project
o This project is intended to integrate and coordinate the timeliness, consistency

and standardization of data in various research data bases presently used by the
IRS to support IRS organizational data needs.
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AUTO DEALERSHIP

CURRENT IRS TAX ISSUES

Dealers atthe NADA Conventionin Las Vegasin
February had the opportunity to hear Robert Zwiers of
Crowe Chizek, LLP provide an excellent briefing on
issuesthe IRS is currently raising in dealership audits
around the country. He also touched on a number of
other areas offering practical suggestions. The follow-
ing summarizes some of his comments.

CASH REPORTING & FORM 8300

After reviewing the basic reporting requirements
and addressing related transactions and “suspicious”
transactions, Mr. Zwiers offered a number of sugges-
tions (edited slightly below and put in question form)
that you should be discussing with your dealer clients.

. Doesyourdealership have acashreporting
policy?

. Is this policy discussed with employees
periodically, and at a minimum, at least
annually?

. Is the dealership’s cash reporting policy
discussed in detail with each new
employee when he or she is hired?

. When is the last time your employees
watched the NADA video on cash report-
ing?

. Does the dealership have a designated
manager on the floor at all times who will
handleinquiries thatcome up in connection
with Form 8300 questions?

. Does the dealership use a form to assistin
determining whether “cash’ for Form 8300
reporting purposes hasbeen received?

STEPS
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Mr. Zwiers suggested that dealers who are confi-
dentthatthey have good cash reporting proceduresin
place should try this test: Have someone come in
unannounced and try and get around the system/
procedures to see if the system really catches them.

Finally, it was stressed that a dealership should
never acceptmoney, no matter how small the amount,
if it is known that that money was derived from illegal
sources. Thisemphasizes a dealership’sriskinbeing
associated with money laundering, a felony, which
can subjectthe dealership’sinventory and real estate
to seizure by the IRS.

DEMONSTRATOR VEHICLES
This ever-popular issue also received thorough
attention. Dealers were told to expect the IRS to be

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

NADA
WORKSHOP

looking for some substantiation/documentation/
recordkeeping in connection with attemptstoseek the
qualified demonstrator use exemption. It does not
seem unreasonable to expect that if an employee is
going to receive a real tangible benefit, he or she
should be willing to complete the minimal paperwork.
This could be as minimally intrusive as simply having
aclipboardin the vehicle on which the actual mileage
is recorded every day.

In discussing the fact that personal use is limited
to “commuting and other,” it became evident that in
Mr. Zwiers’ experience, the IRS seems willingto allow
a significant number of miles as a non-commuting
freebie. His opinion is that in addition to commuting
miles, between 10,000 and 12,000 miles per year
should be considered as allowable “other” mileage.

Mr. Zwiers also expressed his opinion that F & |
managers should qualify for the qualified demo ex-
emption because their activities are so integral to the
traditional sales process. However, thisis aissue on
which the IRS has not yet ruled.

For taxpayers who simply don’t want to be both-
ered with keeping records, all of the use of the vehicle
is required to be treated as personal. In some
instances, however, IRS agents may “give” another
freebie of up to 20% business use (even though they
are not required to concede any amount). Where
records are notkept, the standard used by the Service
to measure the amount of includable income s the fair
market rental value (generally based oninvoice), plus
insurance, sales tax and gasoline expense.

SERVICE TECHNICIAN TOOL PLANS

Technician Tool Reimbursement arrangements
havereceived much attention fromthe IRS lately. Mr.
Zwiers indicated that he was not aware of any plans
thathad received approval fromthe IRS. Heindicated
that if the dealer was being presented with a plan for
consideration, that dealer should ask the company
promoting the plantogotothe IRS and getafavorable
ruling on the'plan. In other words, right now, there is
a lot of uncertainty over what the IRS might or might
not accept.

Complicating matters further is the fact that what
on the surface looks like a qualified plan, might notin
actual operation comply with the requirements for
accountable plan treatment.

There is some question over whether these plans
should cover only tools purchased by the technician

since the day he or she started working for the

see AUTO DEALERSHIP IRS TAX ISSUES, page 16
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Auto Dealership IRS Tax

dealership. Alternatively, could aplaninciude all tools
owned by the technician, including those purchased
before employmentbegan at the current dealership?

Where the nature of the compensation for tool
usage is cast in the form of a “rental,” there has tobe
abonafiderental arrangement. Typically, a bonafide
rental arrangementwould notlimitthe use of the tools
being rented to their use by only the employee who
owned the tools. Casting further doubt on the tax-
effectiveness of such rental plansis the likelihood that
self-employment taxes assessed on the owner of the
tools might negate the benefits.

LIFOCONFORMITY MATTERS

Dealers were reminded that their year-end finan-
cial statements should reflect (atleastonce ayear) a
LIFO adjustment. Mr. Zwiers commented thatnoone
has seen any activity yet by the IRS in tracking down
dealers who did not make all three of the penalty
payments they were obligated to make under Revenue
Procedure 97-44.

REPLACEMENT COSTAND PARTS VALUATION

Not much was said about this, except to call
attention to the still unresolved nature of this issue.
Mr. Zwierscommented that most dealers have records
that should enable them to determine actual cost but
that it would be a terribly involved process to make
that determination. (In my opinion, most dealers are
unlikely to have retained records from which actual
cost determinations could be made.)

LIFO FOR NEW VEHICLES

In discussing the application of the method ap-
proved by the IRS in Revenue Procedure 97-36 (i.e.,
the Alternative LIFO Method for Automobile Dealers),
Mr. Zwiers pointed out that one of the drawbacksisthe
requirement that new items be treated as having no
inflation. Inthiscontext, he stated that, “The IRS does
publish an official listand there are other lists available
from othervendors.”

It is my understanding that the list published by
the IRS is not an official list, despite the fact that
agents often do refer to it for guidance.

In discussing a recent Technical Advice Memo
which allowed adealerto have new automobiles from
several manufacturers in the same LIFO pool, Mr.
Zwiers indicated that this might be something Olds
dealers could use to help limit their exposure to LIFO
reserverecapture.

ADVERTISING CREDITS

Mr. Zwiers pointed out thatdealers are entitled to
take animmediate deduction for advertising expenses,
including advertising credits which appear on inven-
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tory invoices. Many dealers presently capitalize the
entire invoice cost, including these credits.

How these advertising credits are treated techni-
cally involves method of accounting considerations.
If a dealer now wants to change his method of
accounting for these advertising credits, Form 3115
must be filed to request permission to make this
change. Mr. Zwiers indicated that his Firm has been
successful in taking advertising credits off of the in-
voices and converting them to immediate deductions.

FLOORPLAN ASSISTANCE PAYMENTS FROM
THEMANUFACTURERS

In a sense, these payments are the opposite of
advertising credits. Dealers weretold they can inven-
tory these costs, rather than immediately reporting
them as income. This gains a timing or deferral
advantage for these payments. As with advertising
credits, changing to the more favorable tax treatment
requires filing Form 3115, but there seems to be little
IRS resistance to permitting the change.

FORD BLUE OVAL REBATES

Last year, on many new vehicle invoices, some
Ford Blue Oval dealers had the base prices of certain
models go up with a corresponding rebate from Ford
for a portion of the increase. These rebates, Mr.
Zwiers pointed out, can be handled as a reduction of
the inventory value, similar to the interest assistance
payments mentioned above.

USED VEHICLE LIFO

Therecently announced IRS-approved methodol-
ogy for valuing used vehicles on LIFO was briefly
discussed (Rev. Proc. 2001-23). What makes this
most attractive is the opportunity it gives dealers to
lock in all previous LIFO benefits with the audit
protection it provides for prior year calculations.

Thecommentwas made thatthefactthatadealer
cannot use ACV (actual cash value) when taking a
vehicleintrade seemstobe a small price topay for the
certainty of acceptance by the IRS of this LIFO
method. Mr. Zwiers indicated that most dealerswould
probably be making this change in used vehicle LIFO
calculations at the end of 2001, instead of 2000.

Instead of using LIFO, some dealers simply write-
down their used vehicle inventories atthe end of each
year. In order to electLIFO, these dealers would have
torestore the prior year-end write-downs. Mr. Zwiers
pointed out that the impact of restoring these write-
downs would be cushioned because of the “4-year
spread on the restoration of write-downs.” It would
appear that under these circumstances, the 3-year
spread required by the Internal Revenue Code would
take precedence over the 4-year spread afforded by

._)
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revenue procedures implementing changes in ac-
counting methods.

Even more significant, however, is the fact that
the dealer’s accounting system, by the end of the
following year, would haveincluded all of the prior year
used vehicle write-downsinincome. Thus, thedealer
would receive a timing benefit in the restoration of
these write-downs, rather thanincurringa moreimme-
diatedetriment.

SECTION 263A COSTS TRAPPED IN INVENTORY

In advising dealers to avoid having certain costs
trapped in their inventory as a result of the Section
263A Regulations, Mr. Zwiers made things easy by
boiling itdown to three simple questions. Ifthe dealer
could answer these questions ... “no” ... “no” ... “yes"
...respectively, then the dealer should expecttohave
very little, if any, costs capitalized by the application
of these rules.

1. Do you have any off-site storage facilities?

2. Do you have any person that spends over one-
third of his or her time in purchasing activities?

3. Areyourretail sales over 90% of your total sales?

Inanswering question 3, be sure tolook closely at
how much revenue is derived from the disposition of
used vehicles through non-retail sales channels (i.e.,
auction, wholesalers, etc.). By taking advantage of
several elections that are available to simplify the
calculations and by filing Form 3115 to make these
changes, dealers might be able to significantly reduce
their inventory costs.

MAXIMIZING DEPRECIATION DEDUCTIONS

An article in the September 2000 issue of the
Dealer Tax Watch, “Cost Segregation Studies Maxi-
mize Depreciation Opportunities,” pointed out oppor-
tunities to speed up depreciation write-offs by utilizing
a cost segregation study approach. Mr. Zwiers en-
couraged dealers to be sure they were using the
correct lives on new construction and existing facili-
ties. He pointed out that the IRS does not have a
requirement that these studies mustbe conducted by
engineers.

DEFERRING GAINS ON THE SALE
OF FACILITIES, ASSETS, ETC.

When assets are being sold or exchanged, an-
otherway for dealers reduce their taxesisto structure
the transactions sothat the gains are notimmediately
subject to tax (i.e., they are tax-deferred.) Under
recent changes, it is no longer necessary to sell
property and acquire property toreplaceitonthe same
day. Although there are time constraints duringwhich
replacement property mustbe identified and acquired,
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in the right situation, the deferral of gain on the
property sold can be accomplished.

Mr. Zwiers noted that dealers with leasing compa-
nies often can obtain similar advantageswith properly
structured entities and transactions with qualified
intermediaries. However, hewarned, “you can’ttouch
the money.”

EXTENDED SERVICE CONTRACTS

Mr. Zwiers indicated that the IRS is currently
looking at certain situations involving dealers who
have set up their own extended service contract
companies or entities. Some dealers have been
charged with the receipt of constructive dividends if
the Service hasfound thatthe dealer hasdirected that
alargerthannecessary amountbepaidtoarelatedparty.

Typically, thisinvolveswhatare called “oversubmits”
or payments made to others for which there is no
legitimate business service performed. This area of
potential exposure has been previously mentioned by
Terri Harris in a number of presentations.

There is a planning opportunity available to com-
panies that only sell extended service contracts. Mr.
Zwiers pointed out the advantage of having the com-
pany treated for Federal income tax purposes as an
insurance company, even though it might not be
treated as an insurance company for state tax pur-
poses. The key distinction is that for Federal pur-
poses, itbe so classified. Ifitis, thenitcan be exempt
from tax on up to $350,000 of premiumincome and as
premium income increases from $350,000 to $1.2
million there is a sliding scale of tax benefits.

OTHERFACTORY INCENTIVEPAYMENTS

Many dealerships are receiving payments from
the manufacturers which arein the nature ofincentive
payments for image enhancement, assistance in
acquiring another dealership, protesting a competing
dealership orcompensation for goodwill or other fran-
chise-related assets. Although, at first impression,
these payments should be taxed immediately as
ordinary income, there may be arguments for either -
reducing basis or otherwise deferring the tax impact.

Mr. Zwiers discussed some of the case law and
theories that might be available in this regard to
Oldsmobile dealers and other dealers in light of the
current GM-Olds phase-out situation. He also dis-
cussed the special rules applicable to the write-off of
goodwill which depend on whether the goodwill was
acquired before or after August, 1993.

CONCLUSION

CPAs can't afford to be unfamiliar with the tax
information and advice that dealers received when
they attended Mr. Zwiers’ Conference workshop. ;g
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DEALER FULLY TAXED ON
PROCEEDS FROM

FRANCHISE-RELATED'SETTLEMENT

DEALER
VS.

MFGR.

In a case recently decided by the Tax Count,
dealer Wade Griffin, Il was required to pay tax on a
settlement award that he received arising out of
disputes with Southeast Toyota Distributors, Inc. The
case was decided January 9, 2001, and its citation is
Wade H. Griffin, Ill, v. Commissioner (T.C. Memo
2001-5).

The facts in this tax case involve disputes be-
tween Mr. Griffin and Southeast Toyotawhich arosein
the late 80s and early 90s. The settiement, $6 million,
took on a different light for tax purposes when Mr.
Griffin contended that he should be able to exclude
portions of it as damages received on account of
personal injury or sickness arising out of tort or tort
type rights. The IRS did not agree.

Although this case involves the application of
Section 104 beforeitwas amended in 1996, it may be
instructive for dealers who are now involved in dis-
putes with GM, Ford and other manufacturers in
negotiating their settlements.

BACKGROUNDFACTS

Thefindings of fact make very interesting reading
for anyone involved with Toyota dealerships. In 1985,
Mr. Griffinbecame aware of the availability of a Toyota
dealership in Alabama and was impressed by repre-
sentations asto anticipated monthly sales and profits.
Hewentinto businesswith his sales manager, forming
an Alabamacorporation ... Hamp Griffin Toyota-GMC,
Inc., ... to purchase and operate a Toyota dealership
in May of 1987.

Mr. Griffin and his partner had invested in the
dealership with the expectation of selling approxi-
mately 30 cars and 30 trucks per month at a profit of
about $800 or $900 per vehicle. Their expectations
had been “based on representations of SET (South-
east Toyota Distributors, Inc.) employees and others.”

After guaranteeing a $1 million line of credit and
personally borrowing another $350,000 seed money
for the dealership, Mr. Griffin learned that some of the
representations, including the ability to generate in-
comein the expected amounts were exaggerated and/
or false. Complicating matters further were disputes
over whether, in order get better allocations of ve-
hicles, the dealership had been (1) forced to partici-
patein multiple-dealer “tent sales;” (2) encouraged to
engage in questionable vehicle information reporting

Photocopying or Reprinting Without Permission Is Prohibited

practices; and (3) required to sell extended service
policies and financing.

Adding more intrigue, Mr. Griffin’s partner was
ousted and replaced by an individual connected with
Southeast Toyota, and this new individual lasted less
thanayearinthedealership. Following hisdeparture,
certain irregularities were discovered and the
dealership’s financial proablems became public, and
Mr. Griffin experienced great stress for which he was
treated by adoctor. Consequencesincluded hospital-
ization and subsequent treatmentby a psychiatristfor
“major depression” as well as symptoms of stress and
anxiety.

In April of 1989, Mr. Griffin had received a pur-
chase offer for the Toyota dealership, but SET would
notapprove a sale. Instead, SET instituted a foreclo-
sureaction againstthe dealership. InMay of 1989, the
dealership voluntarily filed for a Chapter 11 bank-
ruptcy (reorganization), which was converted to a
Chapter 7 (liquidating) proceeding in November of
1989.

In September of 1990, Mr. Griffin retained an
attorney under a contingent fee arrangement to take
actionagainstSoutheast Toyota. Thisattorneybrought
in an associate who had been involved with a law firm
representing other dealers in connection with other
Toyota cases. As it turned out, there was a North
Carolina dealer’s case against Southeast Toyota in
which a state administrative judge had issued exten-
sive findings of fact. These findings of fact and the
record in that case became the source of the allega-
tions in the complaint Mr. Griffin’s attorneys filed on
his behalf against SET.

Animportantfinding of factin Mr. Griffin’s case is
thatthe complaint he filed against SET “was designed
to replicate the approach used in other suits, (and) it
focused on the commercial losses of the dealership
attributable to the defendant’s (SET's) misconduct.”

The complaint contained 123 jurisdictional and
factualallegations and 13 counts. None of the factual
allegations contained a claim or allegation that Mr.
Griffin had suffered any mental stress or depression.
The allegations in the complaint addressed the busi-
ness relationship and the improper and unfair tactics
and activities of SET that resulted in the “demise” of
the dealership. Similarly, the 13 counts alleged
injuries and damages that were commercial in nature

—
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and, although some of the counts sounded in tort as
the cause of action, no claim of mental stress or
depression was set forth in the 13 counts.

After subsequentlegal activity, Mr. Griffin filed an
amended complaint. This amended complaint out-
lined the personal items of fraud and coercion and the
nature of the personal services contract between
himself and Southeast Toyota Distributors. The
amended complaint contained allegations that Mr.
Griffin:

Hadbeen personally involvedinthe transac-
tions with SET,

Had a financial stake and obligations in
connection with the dealership, and

Was harmed because of the flow-through
nature of the dealership which was an S-
corporation.
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However, the amended complaintdid notcontain
allegations that Mr. Griffin suffered any mental stress
ordepression. Furthermore, the amended complaint
made no demands for damages attributable to his
mental stress or depression.

Inlate 1993, a settlement agreement containinga
confidentiality clause was negotiated and approved by
the bankruptcy court involving a total settlement
amount of $6 million.

The settiement agreement and release were in
exchangefor Mr. Griffin’s general release of all claims
against Southeast Toyota. The language of the
settlement was that it was to cover “all pending and
potential claims (including, but not limited to, e.g.,
potential mental anguish claims by Wade H. Griffin,
lil...) that might have been brought.”

THE MAJORISSUE: SECTION 104 EXCLUSION

The major tax issue was whether Wade Giriffin
could exclude any part of the settlement proceeds
from his taxable income under Section 104(a)(2).
There were also two other issues.

Rather than going into all the specifics of these
other issues, the following will focus only on whether
Mr. Griffin could exclude any portion of the settlement
proceeds under Section 104.

In general, Section 61 of the Code provides that
grossincomeincludes allincome a taxpayer receives
from whatever source derived. This Section is to be
broadly construed. In contrast, Code sections allow-
ing specific exclusions from gross income...such as
Section 104...must be narrowly construed.

(Continued)

The taxability of the payments received by Mr.
Griffin was determined by the pre-1996 law. Under
these circumstances, the payments would have to
satisfy a two-pronged test in order to be excluded.

First, Mr. Griffin would have to show that the
underlying cause of action giving rise to the recovery
was based upon tort or tort type rights. As to this
test, the Court concluded that Mr. Griffin had shown
that some tort or tort type rights were pleaded in the
proceedings which ended in the settiement, butthere
was no specific pleading of personal injury or sick-
ness.

Second, Mr. Griffin would have to show that the
settlement was received on account of personal
injuries or sickness. As to this second test, the Court
observedthat Mr. Griffin had received a “global settle-
ment intended to release the defendants from any
claims that Petitioner might have had.” In Commis-
sioner vs. Schleier, the Supreme Court established
the precedent that there mustbe a direct link between
the personal injury and the recovery of damages for
the Section 104(a)(2) exclusion to apply.

TAXCOURTDISALLOWED EXCLUSION

The Courtsaid, “Although Petitioner has shown...
that he experienced mental anguish and psychologi-
cal problems around the time of the ‘demise’ of (the
dealership), he has failed to show a directlink between
hismental anguish and the settiementrecovery.” The
Court observed that although there was a tangential
reference to mental anguish in the settlement agree-
ment, no specificamountwas allocated tothat mental
anguish.

The Courtalso looked to the intent of the payor. It
added that where a settlement agreement lacked
expresslanguage stating what the paymentwasbeing
made to settle, the intent of the payor as to the
purpose of making the payment becomes the most
important factorin determining whether any exclusion
under Section 104(a)(2) is allowable.

The settlement agreement between Mr. Griffin
and Southeast Toyota was global in nature and was
intended to settle the pending lawsuit and any other
claims that might have been brought. There was no
specific allocation to any other item and mental
anguish was only tangentially referenced as a pos-
sible claim in addition to the others. The Tax Court
thus was unable to find that a specific portion of the
settlement was intended by Southeast Toyota to
settle any potential claim Mr. Griffin might have had
for mental anguish.

see DEALER FULLY TAXED ON FRANCHISE LITIGATION PROCEEDS, page 20
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There is additional discussion in the Tax Court’s
opinion related to the holding of the Court of Appeals
for the Eleventh Circuitin Fabry v. Commissioner. In
the Fabry case, based onits “unique facts,” damages
tothattaxpayer’s business reputation were construed
to result in a personal injury within the meaning of
Section 104(a)(2). The Tax Court distinguished Mr.
Griffin’s case from the facts and appeal in the Fabry
case.

OTHER ISSUES

The thrust of the article has focused on the issue
of whether Mr. Griffin could exclude any portion of the
settlement proceeds under Section 104.

Asecond issuein this case was whether a portion
of the settlement paid by him to his attorneys under a
contingency fee agreement was required to be in-
cluded in his gross income. The third issue was
whether Mr. Griffin was liable for certain accuracy-
related penalties.

{Continued from page 19)

Practitioners may want to read the Griffin case
specifically for the comments made by the Tax Court
judge who expressed surprise that Griffin’s tax return
preparer failed to make certain inquiriesin connection
with the preparation of his personal tax return.

CHANGEINSECTION 104 AFTER 1995-96

Section 104 was amended by the Small Business
Job Protection Act of 1996 to narrow the exclusion and
thereby make more damage payments taxable.

Prior to its amendment, Section 104(a)(2) more
broadly allowed exclusion from taxability for any
damages received on account of personal injury or
sickness. The 1996 changes amended this Sectionto
(1) limit this exclusion to those damages received for
personalinjury or physical sickness;and (2) torequire
that punitive damages received would always be
taxable.

These changes were effective for all damages
received after August 20, 1996.

POSSIBLE IMPLICATIONS FOR DEALERS IN TRANSITION
APPLICATION OF ISSUES IN THE CURRENT ENVIRONMENT

damages?
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Many auto dealers, including among others GM’s Oldsmobile dealers and Ford’s Blue
Oval dealers, are under tremendous stress and pressure. Much has been written about
the toll these pressures can take on a dealer physically and emotionally. Each dealer has
his or her own story to tell about the specifics of his or her relationship with the
manufacturer, what promises were implied or made—and reduced to writing—as induce-
ments for financial and other commitments the dealer made.

Similarly, in some instances, the more recent events and actions by the Factory may
have taken an enormous physical toll affecting the dealer’s health. To the extent that
connections can be made and sustained between the dealer'simpaired health (using that
terminits broadest sense), it may be possible to structure a portion of the any settlement
proceeds so that they may be tax-exempt. For example, can it be argued that the
exclusionin Section 104 should cover reimbursement for payments to seek medical help
or assistance even though it may turn out that there is no specific award for the claimed

Advisors todealers currently involved in disputes with Ford, GM and other manufac-
turers should considerthe Griffincase as a challenge and an opportunity to try to structure
some portion of the settlement payment to dealers with unusual health ramifications in
away that qualifies those payments for exclusion from income under the current law.
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Successful launch of new products
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Product
. Communication with Land Rover and BMW

-

More product. The Lexus business is so strong, our only need is for more product.
Internet/e-commerce. Lexus and the dealers need to continue to work as partners to
further the Lexus brand image and support customer needs.

. Owner retention. Lexus, Lexus Financial Services and the dealers need to work

together to maintain the owner base, promote loyalty and customer satisfaction.
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Dealer trust
Internet sales
The shift of costs from manufacturer to dealers
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Build brand image
Increase market share
Boost profitability
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Maintain supply-demand balance plus highest quality
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Attract new customers to new products
Expand product offerings to include more truck-type vehicles
. Put enough advertising and marketing dollars toward altracting new customers

PORSCHE
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A more definitive course of action with reference to the Cayenie sport-utility.

. Continued positive growth within the credit arm of Porsche.
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. Vehicle distribution

General Moars Retail Holdings
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. Aging9-3.
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Advertising,

PORSCHE
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Lack of product
Lack of color and interior combinations that U.S. customers would like to see

. Settling sport-utility issuces

SATURN
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. Product.

Product.
Product.

-

Expand the product line, including a 9-3 replacement

. Understand what GMs purchase of the rest of Saab means to dealers

SUBARU
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. Scarcity of hot product, especially the Forester.
R NotkgwwingwhninﬂumlO—meﬁ-ownuGedeomwiﬂhmontbc

Growing competitioninthe all-wheeldrive bybrid segmeat

SATURN

N e

Regain volume momentum
Exploit the Internet

. Expand product portfolio more quickly

SUZUKT

W

Maintaining success during a slowing economy.
Expaqdingpmdwtpoﬁiolio. .
Boosting product awaresess.

SUBARU

Lol i ool

Increase the flow of vehicles to dealers
Monitor General Motors' recent purchase of part of Subaru

. Protect the market niches Subaru has carved out and dominated

TOYOTA
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. Dealer standards.

Toyohl{inminlServicesreomnizaﬁon.
Advertiging and branding,

Internet comommications,

SUZUKI

Lol o

Improve and increase the dealer network
Modernize its marketing approach
Continue to add competitive product

VOLESWAGEN

W

TOYOTA

Lok i

Protect the franchise
Get to the youth market
Maintain dealer margins
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. meﬂlemofmpowbﬂityeﬁecﬁvelywupmemnhovuvmgepmmnge

of the Juxury market.
Mxkemﬂzquhfyquolvomnwpmm
Make sure they focus on the customer.

VOLKSWAGEN

Ladl o ol

Offering products of the highest quahty
Distribution: havmglhenghtcarattlwnghtplumlhtopquamy
Developing an infrastructure for growth that will take care of customers

VoLVO

Py

Successful launch of new products and management of profitable growth

‘Improving the communication and decision-making process of the dealer council

Customer satisfaction
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