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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 that I need to know about?" ... Here's 
what I'd say: 

#1. IRS EMPLOYEES CONTINUE TO COMPRO­
MISE TAXPAYERS' CONFIDENTIAL INFOR­
MATION. One really appalling piece of news 

about the IRS in late 2007 didn't get much publicity. 

Did you know that over a recent 3% year period, 
IRS employees reported the loss or theft of at least 
490 computers and other sensitive data? This oc­
curred in almost 400 separate incidents. 

"Despite repeated warnings, IRS workers 
continue to show reckless disregard for com­
puter security. Continued failure in this area is 
leaving millions of American taxpayers vulner­
able to identity theft and other fraudulent 
schemes." 

This is what Senate Finance Committee Chair­
man Max Baucus said in August in response to a 
report issued by TIGTA, the agency that reviews the 

. adequacy and security of IRS technology. 

Actually, several previous reports byTIGTA were 
also very critical of the lax IRS standards and prac­
tices that were uncovered. Summaries of three 
TIGTA 2007 reports are on pages 2-3 to give you an 
idea of just how deplorable the situation has become. 

It is clear from these 2007 reports that many of 
these problems and security issues have plagued the 
IRS for years. However, the IRS has failed to, or has 
been unable to, take effective corrective action. 

Could you run your business like this? Where's 
the IRS accountability for this? ... Where's the FTC 
and Gramm, Leach & Bliley, et aI., when you need 
them? Or, is the problem so big that, like IRS 
"modernization," it has become another disturbing 
"fact of life" that's just gotten out of hand that we'll 
have to live with? 

In light of this, maybe there are a few questions 
you should be asking an IRS auditor during an audit 
of your client about whether your client's data has 
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been compromised. IRS agents won't tell you ... 
unless you ask. 

#2. UPDATE ON SECTION 263A ... IRS 
GUIDANCE ON COST CAPITALIZATION FOR 
AUTO DEALERSHIPS. This quarter's "update" 

on TAM 200736026 is really brief. 

IRS. There have been no new developments out 
of the IRS nor any published guidance. 

...' . , ~~a.:.' •.•. , 

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. 
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IRS EMPLOYEES CONTINUE TO 

COMPROMISE TAXPAYERS' CONFIDENTIAL INFORMATION 

Senator Baueus Response to TIGTA Reports ... August 3, 2007 

COl\flUI'ITEE ON FINANf..E 

NEWS RELEASE 

MEMORANDUM 

To: Reporters and Editors 

f:!:\ ." Max Baucus, Chairman 
hfip:llflnance.senate.gov 

From: Carol Guthrie for Senate Finance Committee Chairman Max Baucus (D-Mont.) 
Re: Report of computer security violations at IRS 

Senate Finance Committee Chairman Max Baucus (D-Mont.) commented today on a report that 
uncovered serious lapses in computer security at the Internal Revenue Service (IRS). The audit 
by the Office of the Treasury Inspector General for Tax Administration (TIGTA) discovered that 
IRS employees, including managers, are not complying with the basic computer security practice 
of protecting their passwords. TIGTA conducted a sting operation, convincing 61 out of 102 IRS 
employees contacted by telephone to disclose their usernames and temporarily change their 
passwords to ones TIGTA suggested. Applying TlGTA's "success" rate of 60 percent, almost 
60,000 of the IRS's 100,000 employees and contractors are susceptible to computer hackers, 
putting untold amounts of personal taxpayer information at risk for unauthorized disclosure, theft 
and fraud. 

From Chairman Baucus: 

"Despite repeated warniDgs, IRS workers continue to show reckless disregard for computer 
security. Continued failure in this area is leaving millions of American taxpayers 
vulnerable to identity theft and other fraudulent schemes. Every IRS employee should take 
personal responsibility for protecting confidential taxpayer information. The ms must take 
this problem more seriously aud take aggressive steps to ensure that an employees 
understand and carry out security requirements." 

The audit was initiated as part ofTIGTA's statutory requirement to annually review the adequacy 
and security of IRS technology. The overall objective of the review was to evaluate the 
susceptibility of IRS employees to attempts by hackers to gain access to IRS systems. The full 
report, "Employees Continue To Be Susceptible To Social Engineering Attempts That Could Be 
Used By Hackers," number 2007-20-107, is available online at 
http://www.treas.gov/tigtaiauditreportsl2007reportsl200720107fr.odf. 

• March 23, 2007 ............. The Internal Revenue Service Is Not Adequately Protecting Taxpayer Data on 
Laptop Computers and Other Portable Electronic Media Devices 

• July 20, 2007 ................. Employees Conlinue to Be SlJJceptible to Social Engineering Attempts that Could Be 
Used by Hackers 

August 13, 2007 ............ Efforts Hl1Ve Been Made, But Manager and Employee Noncompliance with Security 
Policies and Procedures Puts Personally Identifiable Informalion at Risk 

Treasury Inspector General 
for Tax Administration 

THE INTERNAL REVENUE SERVICE IS NOT 
ADEQUATELY PROTECTING TAXPAYER DATA 
ON LAPTOP COMPUTERS AND OTHER 
PORTABLE ELECTRONIC MEDIA DEVICES 

Issued on March 23, 2007 

Highlights 
Highlights of Report Number. 2007 -2().()48 to the 
Internal Revenue Service Chief Information Officer and 
Chief, Mission Assurance and Security Services. 

IMPACT ON TAXPAYERS 

The Intemal Revenue Service (IRS) annually processes 
more than 220 m~fion tax returns containing personal 
financial information and personally identifiable 
information, such as Social Security Numbers. If lost or 
stolen. taxpayer data can be used for identify theft 
andlor other fraudulent purposes. The risk of loss is 
particularly high because IRS employees are allowed to 
take electronic taxpayer data outside of the office for 
business purposes and the IRS has over 47,000 
portable laptop computers assigned to its employees. 

WHY TIGTA DID THE AUDIT 

This aucfrt was initialed as part of the Fiscal Year 2006 
Annual Audit Plan and followed up on our findings from 
previous years that addressed noncompliance with 
procedures for safeguarding taxpayer data. 

TIGTA conducted the review to determine whether the 
IRS is adequately protecting sensitive data on laptop 
computers and portable electronic media devices. The 
audit focused on identifying the number of lost laptop 
computers, determining whether data on lhose 
computers were encrypted, and determining whether 
laptop computer access controls were adequate. 
T1GTA also determined whether data on backup tapes 
stored at non-IRS ollsHe locations were encrypted and 
adequately secured. 

WHAT TIGTA FOUND 

IRS employees reported the loss or theft of at least 
490 computers and other sensitive data in 
387 separate incidents between January 2, 2003, 
and June 13, 2006. During this period, the IRS 
computer security organization was made aware of 
only 91 (24 percent) of the 387 incidents. 

Emsll Address: Bonnle.HesldfPtigfs.tress.gov 
Web Site: http://www.6gts.gov 

TIGTA determined 176 incidenta likely did not involve 
any loss of taxpayer data, but 126 incidents involved 
the loss of personal Information for at least 
2,359 individuals. T1GTA was unable to determine 
the effect on taxpayers for 85 incidents due to a lack 
of details in the incident documentation. 

A separate test of 100 laptop computers currently in 
use by employees determined 44 laptop computers 
contained unencrypted sensitive data. including 
taxpayer data and employee personnel data. In 
addition, 15 of the 44 laptop computers had incorrect 
settings that wouid allow anyone to bypass the 
password controls and access the contents on the 
laptop computer. Consequently. it is very likely thata 
large number of the lost or stolen IRS computers 
contained unencrypted data that could be easily 
accessed and read by persons gaining possession of 
the computers. Also, backup tapes were not 
encrypted and adequately protected at non-IRS 
offsite locations reviewed. 

WHATTIGTA RECOMMENDED 

TIGTA recommended the Chief, Mission Assurance and 
Security Services, refine incident response procedures to 
ensure sufficient details are gathered regarding 
taxpayers potentially affected by a loss. periodically 
remind employees of their responsibilities for protecting 
computer devices along with the disciplinary actions for 
noncompliance of these responsibilities. and purchase 
cable locks as an extra layer of security for employees to 
protect their laptop computers. 

TIGTA also recommended the Chief Information OffICer 
include a reminder about encrypting sensitive information 
in the employees' annual certification of security 
awareness, consider Implementing a systemic disk 
encryption solution on laptop computers that does not 
rely on employees' discretion for determining what data 
to encrypt, require system administrators to check 
security configurations when servicing computers. 
implement procedures to encrypt backup data sent to 
non-iRS offsfte facilities, and conduct an annual 
inventory validation of backup media and a physical 
securily check of the offsite faCility used to store the 
media. 

In their response to the report, IRS officials agreed with 
our findings and have taken or planned appropriate 
corrective actions to our recommendations. For two of 
the recommendations. the IRS offered aHemative 
corrective actions that adequately addressed our 
findings. As such, TIGTA concurred with the planned 
corrective actions. 

READ THE FULL REPORT 

To view the report, including the scope, methodology. 
and full IRS response, go to: 

h!lD:IIwNN.treas.govnlg!a!audltrep0rfs!2l107reportsl200720048fr.pd!. 

Phone Number. 202·927·7037 



TIGTA had conducted similar social engineering test computelll and did not encrypt data on the computers; 
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Treasury Inspector General telephone calls in August 2001 and December 2004, Treasury Inspector General were susceptible to social engineering techniques that CD 2 
~ '" for Tax Administration 

which yielded 71 percent and 35 percent for Tax Administration 
hackBlll could use to gain access to their systems; and 

"- noncompliance rates, respectively. In response to ignored IRS policies on the use of emaU, which '0' Il> 

"C ~ the two audits, the IRS took corrective actions to increased security vulnerabilities. 
"'- c raise awareness over password protection 
0 

'0 
EMPLOYEES CONTINUE TO BE SUSCEPTIBLE i EFFORTS HAVE BEEN MADE, BUT MANAGER Even employees with key security responsib~ities 0. requirements and social engineering attempts. m '" 'AND EMPLOYEE NONCOMPUANCE WITH continue to ignore standard security configurations, often 10 TO SOCIAL ENGINEERING ATTEMPTS THAT However, the correction actions have not been > for their own convenience. One TIGTA review found that r S. COULD BE USED BY HACKERS effective. Based on the resutts of this audit, TIGTA SECURITY POUCIES AND PROCEDURES m [;' concluded employees eHher do not fully understand ' PUTS PERSONALLY IDENTIFIABLE managars provided employees access to systems and 

JJ " data the employees did not need and were not aware of 
-t 

II> 
Issued on July 20, 2007 securlly requirements or do not place a sufficiently INFORMATION AT RISK 3- the access capabiltties of their employees. Other T1GTA > 0;' high priority on protecting taxpayer data in their X =i day·tCHIay work. Issued on August 13, 2007 

reviews found that technical controls in modernized 
~ '" Highlights systems and the security infrastructure were inadequate. x 

~ 
:;- In addition, only 8 ofthe 102 employees contacted Mhough industry guidance recommends that security 
0-

0 3 Highlights of Report Number. 2007-2IJ.107 to the 
the TIGTA Office of Investigations or the IRS Highlights controls be designed into new systems early in the 

I '" computer security organization to validate whether development process, security has not been at the - 0' Intemal Revenue Service Chief, Mission Assurance the test was an official TIGTA audH. forefront when new systems are developed in the IRS. < :J and Security Services. Highlights of Report Number: 2007 ·2IJ.117 to the Q. 0- Waiting until systems are implemented to address 
~ WHAT TIGTA RECOMMENDED Internal Revenue Service Chief Information OffICer. security controls will most likely cost Significantly more .... 0 

IMPACT ON TAXPAYERS -l'> m than if security controls were considered during the '" TIGTA recommended the Chief, Mission Assurance and iD IMPACT ON TAXPAYERS development of the systems. Z ;;; The Internal Revenue Service (IRS) has nearly Security Services, continue security awareness activnies 
~ '" 100,000 employees and contractors who have access to to remind employees of the potential for social The Internal Revenue Service (IRS) processes and It is clear that some IRS executives are not holding :J 
-l'> 0. 

tax retum information processed on approximately engineering attempts and the need to report these , maintains personally identifiable information for more managers and employees accountable for carrying out -< ::r 240 computer systems and over 1 ,500 databases. incidents to the IRS computer security organization, 'than 130 minion taxpayers who file their income tax their responsibilities and for ensuring managBlll and '" '" Using social engineering tactics, T1GTA determined IRS conduct internal social engineering tests on a periodic returns wnh the IRS. While the IRS has accomplished employees are aware of the security risks associated () 

" employees, including managers, are not complying WITh basis to increase employees' security awareness and the severel noteworthy actions to protect this information, with their posnions. For the IRS to meke greater strides » 
" the rudimentary computer security practices of protecting need to protect usemames and passwords, and managers and employees have not complied with in improving computer security and protecting personally 

their passwords. As a resutt, the IRS is at risk of coordinate WITh business untts to emphasize the need to ' established security procedures. As a result, pBlllonal1y idantifiable information, managBlll and employees must 

* 
providing unauthorized persons eccess to taxpayer data discipline employees for security violations resufting from identifiable Information is being unnecessarily exposed be aware of the security risks inherent to their positions 
that could be used for identity theft and other fraudulent negligence or carelessness. to unauthorized access and potential identlly theft. and consider security implications in their day-to-day 
schemes. 

In their response to the report, IRS officials stated the aclivilies, Executives must clearly communicate 

Mission Assurance and Securlly Services organization WHY TIGTA DID THE AUDIT expectations that procedures will be followed and take 
WHY TIGTA DID THE AUDIT plans to continue to deliver social engineering This audit was inniated as part of a statute that requires 

appropriate actions when procedures are not followed. 

This audit was inttiated as pari of our statutory messages and use results from a social engineering each agency's Inspector General to review the policies WHAT TIGTA RECOMMENDED 
requirements to annually review the adequacy and survey to remind employees of the potential for social and procedures related to personally identifiable 

Because T1GTA had already mede recommendations security of IRS technology. The overall objective of this engineering attempts and the need to report these information and conduct reviews at least every 2 years 
review was to evaluate the susceptibilHy of IRS incidents to the IRS Computer Security Incident to ensure it is adequately protected. The overan related to the aforemantioned issues in prior audR 
employees to social engineering attempts that could be Response Canter. The IRS plans to conduct at least objective of this review was to determine the progress reports, no addttional recommendations were mede. 
used by hackers to gain access to IRS systems. one intemal social engineering test during Fiscal ,the IRS has made In ensuring the security and privacy TIGTA will continue to monnor the IRS' overatl strategy 

" 
Year 2008 to increase employees' security awareness of personally identifiable information it maintains. and abilily to protect and secure personally identifiable 

::r WHATTIGTA FOUND and the need to protect usernames and passwords. information in future security·related reviews. 
9-
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IRS employees continue to struggle with complying The test win be robust and statistically diverse, WHATTIGTA FOUND In their response to the report, IRS officials agreed that, e> 
0 surveying thousands of IRS employees. The IRS plans '0 wtth the besic security requirements of protecting The IRS has taken several noteworthy actions to protect while progress is being made, more needs to be done to '< to communicate the test results to business units to :;' their passwords and reporting possible security taxpayer data in ITS possession. For example, tt has ensure the privacy and security over PBIlIonelly <0 increase awareness. Additionally, a revised Penalty 0 incidents. TIGTA made 102 telephone calls to IRS established a Security Services and Privacy Executive identifiable information is a fundamental and top priority. ~ Guide has been developed and is currently being JJ employees, including managers and a contractor, ' Steering Committee to serve as the primery governance The IRS plans to continue to update its systems, '" negotiated with the National Treasury Employees Union. '0 and posad as a helpdesk representative seeking body for all matters relating to security and privacy processes, and training so employees are aware oi the 
~ When the Guide is published, the IRS plans to 
:;' assistance to correct a network problem. Under this , emphasize to the business unHs the need to implement issues in the IRS. In addition, it has mede steady steps they must take to prevent taxpayer information 

<0 scenario, TIGTA asked the employee to provide his progress each year in complying wtth the reqUirements from being compromisad. 
~ or her usemame and temporarily change his or her the new guidance. 

of the Federal Information Security Management Act. 5' READ THE FULL REPORT 0 0 password to one TIGTA suggested. T1GTA was able READ THE FULL REPORT 
<D "- to convince 61 (60 percent) of the 102 employees to However, TlGTA reviews during Fiscal Years 2003 to 

To view the report, including the scope, methodology, () " To view the report, including the scope, methodology, 2007 have identified persistent computer security <D Il> comply wHh the request. Some of the notable and full IRS response, go to: 3 3 reasons given were that the employee thought the and full IRS response, go to: weaknesses that jeopardize the securlly of personally 
0-

~. 

scenario soundad legitimate and believable, did not identifiable information. TIGTA continues to find that t!llR'lImm,!!lIas,!l!lvA!!l!Blaudl!!llRQjJgllIl!l7Il!oortsI2OO72l!117Ir,Ddf. <D 0' h!to:IIWWN,lre.s govlligt,/audllreports/21l!l7repotls/2007201 07fr,pd1. employees are not aware of the security risks inherent in .., :J think changing his or her password was the same as 
f\) ii> their positions, For example, TIGTA reviews found that 0 " disclosing the password, or had experienced past 
0 a computer problems. employees did not suffiCiently safeguard laptop 
-..J ::r 
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Dealer Tax Watch Out (Continued from page 1) 

NADA. NADA has been very active on several 
fronts. This includes trying to convince the IRS to 
expand the UNICAP guidance that it said it would 
issue on the "producer issue" to cover more broadly 
many of the other non-producer cost cap issues 
affecting dealerships. 

NADA is also trying very hard to persuade the IRS 
to "stand down" on cost cap audits involving non­
producer issues, many of which surfaced in TAM 
200736026. 

Finally, because of the significance of the IRS' 
position that dealership leasing sales are "off-site" 
(i.e., they are not on-site) sales, NADA is attempting 
to garner support from a number of trade associa­
tions, including the Association of Consumer Vehicle 
Lessors which represents the major captive and 
independent leasing companies. 

AICPA 2007 Auto Dealership Conference. The 
discussion of this TAM by the IRS Motor Vehicle 
Technical Advisor in Orlando is summarized on page 
9. Ms. Harris really didn't add anything new to what 
we have already covered at length in previous issues 
of the Dealer Tax Watch. However, she was abso­
lutely right in saying, "Stay tuned ... It's a bit of a 
hornet's nest." 

Regrettably, there was no discussion of this TAM 
by anyone on the "Practitioners Tax Panel" at the 
Conference ... In my opinion, an inexcusable lapse. 

So, we're all waiting for the next shoe to drop. 
Undoubtedly, we'll have more to report on this in 2008. 

#3. DE FILIPPS' YEAR-END DEALER TAX 
UPDATE SEMINARS. In recent months, I've 

presented several dealer year-end update seminars, 
including one for CCH on December 13, 2007. This 
was a 2-hour audio presentation with an off-site 
moderator, and the audience consisted of CPA firms 
(many of them listening in their conference rooms) 
and other tax consultants around the country. 

The outline of the topics that I covered in this 
seminar is below. This presentation is available from 
CCH in a CD format (CCH event ID #13342). The 
Mixed-Mode audio CD includes an audio recording of 
the event and all of my handout materials in PDF 
format. 

During 2007, I also presented 4 other audio 
seminars for CCH covering various aspects of the 
LIFO inventory method and its application to various 
businesses, including auto dealerships. 

To order presentation recordings, just follow the 
links on our web site (www.defilipps.com) to CCH's 
site or go directly to CCH's audio seminar page (http:/ 
/tax.cchgroup.com/AudioSeminars/Default.htm) and 
follow the links to its Audio Seminar Archive Library. 

#4. AICPA NATIONAL AUTO DEALERSHIP 
CONFERENCE. The AICPA's 13th Annual Na­

tional Auto Dealership Conference was held October 
25-26, 2007 at Disney's Contemporary Resort in 
Orlando. The broad range of subjects and speakers 
was intended to attract individuals from dealerships 
and CPAs with auto dealership practices. 

Dc Filip/J\ 
Ycar-E/l(1 Update 

YEAR-END 2007 DEALER TAX UPDATE 

TAX STRATEGIES & IRS ACTIVITIES 

Recent 
Developments 

& Issues 

LIFO 
Inventory 
Matters 

Other 
Dealer Issues 

& Topics 

• Electronic recordkeeping requirements ... Revenue Procedure 98-25 
• Revenue Ruling 2007-37 ... May 23.2007 ... 2007-24IRB J 
• IRS activities ... Audit & otherwise 

• Three coordinated issues for audit dealerships 
• Cash reporting & Form 8300 developments 
• Tool reimbursement plans for service technicians under Section 62(c) .. , lLM 200745018 

• Section 263A cost ... TAM 200736026 
• New Vehicles - Alternative LIFO Method (Rev. Proc. 97-36. formerly Rev. Proc. 92-79) 
• The IPIC LIFO Method is not beneficial for auto dealerships 
• "Crossover" vehicles ... How should they be treated (pooled)/or LIFO purposes? 
• Huffman. et al., v. Comm. (/26 T. C. No. 17) 
• Will Use LIFO Method Be 
• Major tax planning opportunity is still available to dealers and dealerships under the Tax 

Increase Prevention & Reconciliation Act of2006 (TIPRA) 
• Lower tax rates on qualified dividend income and long-term capital gains 

• Tax return preparers ... Higher standardfor avoidance o/penalties ... Section 6694 
• FIN 48 '" Taxes Uncertain Tax Positions 

~Ph~ot~oC~OP~Yi~n9~0~r R~e~pr~int~in9~W~it~ho~ut~p~er~m~iss~io~n ~ls~pr~Oh~ib~ite~d~~~~~* 
4 December 2007 
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Dealer Tax Watch Out 

This year's Conference included more presenta­
tions addressing dealership operations, industry sta­
tus and "soft topics" ... and, it seems, fewer presen­
tations geared to the CPA wanting more in-depth, 
hands-on technical information. 

There was more overview coverage and less in­
depth, technical information. For some, this makes 
the Conference only marginally attractive when bal­
anced against its rather high cost. 

Following the summary of the Conference on 
page 7, you'll find summaries of the presentations 
made by Terri Harris, the IRS Motor Vehicle Techni­
cal Advisor (on pages 8-9) and by the Tax Practitio­
ners Panel (on pages 10-11). A more detailed report 
of Richard Sox's update on dealer legal/franchise 
issues begins on page 12. 

#5. IRS CONCERN OVER POSSIBLE ABUSE OF 
CAPITAL CONTRIBUTION PROVISION. On 

October 5, 2007, the IRS Large and Mid-Size Busi­
ness (LMSB) Division issued an Industry Directive 
(LMSB-04-1007-069) in which it noted that some 
taxpayers and practitioners were misinterpreting and/ 
or misapplying Section 118. 

The concern expressed by the IRS was that in 
many situations, taxpayers were treating certain pay­
ments received from nonshareholders as reductions 
of basis in property, rather than treating those pay­
ments as taxable income to be recognized immedi­
ately. 

This Directive has a number of possible applica­
tions including the treatment by dealers/dealerships 
of incentive monies they receive from manufacturers 
in connection with certain facility and/or image up­
grade programs. 

This could also have an impact on your consider­
ation of the new, higher standards for the avoidance 
of return preparer penalties, as discussed below. 

#6. HIGHER STANDARDS FOR AVOIDANCE OF 
PENALTIES BY TAX RETURN PREPARERS. 

How does it feel, dear Reader, to have been recently 
deputized by Congress to be an IRS agent? 

I'm sure you know what I am referring to by this 
obnoxious question ... Simply stated, it is the signifi­
cantly more uncomfortable position that tax return 
preparers have been put in as a result of the in­
creased preparer penalty standards. 

These new standards are summarized on pages 
24-25, and we've included two examples of situations 
where real conflict could easily arise between a CPA! 
return preparer and his/her dealer or dealership/ 
taxpayer client. 

A Quarterly Update of Essential Tax Information for Dealers and Their CPA. 
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(Continued) 

Mercifully, on December 31,2007, the IRS issued 
Notices 2008-11, -12 and -13 which provided some 
clarification and interim guidance. Notice 2008-13 is 
especially important, and it contains 12 examples 
illustrating the provisions involved. 

Clearly, in the filing season now upon us, we will 
all have to give more thought and attention to thor­
oughly researching tough tax questions and to decid­
ing whether various disclosures are advisable or 
required with the tax returns we are preparing. 

My advice ... Don't sign any tax returns until you 
have read (at a minimum) Notice 2008-13 and all of 
the examples it contains. Also, for tough issues, think 
about preparing the memorandum I suggest on page 
24. 

#7. FIN 48 EFFECTIVE DATE POSTPONED FOR 
APPLICATION TO NON-PUBLICLY HELD 
BUSINESSES. Closely related to the new prob­

lems facing CPAs in connection with preparing deal- . 
ership tax returns is the impact that FIN 48 will have 
once it becomes effective for the financial statements 
of non-publicly-held entities. 

Some dealership CPAs were expecting the worst 
case scenario that FIN 48 would be effective for 
calendar year 2007 financial statements. Fortunately, 
the effective date for the application of FIN 48 to the 
financial statements of non-publicly-held entities has 
been postponed for (at least) 1 year. 

So, you can breathe a sigh of relief ... at least for 
the time being ... until you starttoworkon your clients' 
2008 financial statements. 

#8. WILL THE USE OF THE LIFO METHOD BE 
REPEALED? Perhaps the last topic listed under 

LIFO issues my the year-end Dealer Tax Update 
outline (on page 4) caught your eye ... Will Use of the 
LIFO Method Be Legislated Out of Existence? 

H.R. 3970, introduced October26, 2007, included 
proposed legislation that would repeal the use of the 
Last-In, First-Out (LIFO) inventory valuation method. 
This was proposed by Rep. Rangel (D, NY), Chair­
man of the House Ways and Means Committee, and 
it is estimated to raise $106 billion over 10 years. 

Under the bill, the LIFO reserve income would be 
recognized (Le., taken into income) over an 8-year 
spread period. Also included in Rep. Rangel's bill is 
a provision to repeal the use of the Lower-of-Cost-or­
Market Method for valuing inventories. 

We don't expect much to happen on this for a year 
or two ... until sometime in 2009, after the elections 
later this year. What is important is that the discussion 
of the repeal of LIFO has finally made it to the top of 
the list of the revenue-raisers that would be on the 

see DEALER TAX WATCH OUT, page 6 



Dealer Tax Watch Out (Continued from page 5) 

radar screen forthe next .congress when it sets about 
to make major tax reforms and needs to find ways to 
pay for other tax cuts. 

#9. DEALERSHIPS MUST PROMPTL V REMIT 
SECTION 401 (k) PLAN CONTRIBUTIONS 
WITHHELD FROM EMPLOYEES. Failure by a 

dealership to promptly remit Section 401 (k) plan 
contributions withheld from employees can be costly 
and very messy. 

Department of Labor. Recently, the Depart­
ment of Labor (DOL) showed signs of selective en­
forcement action against dealerships that were not 
promptly remitting Section 401 (k) plan contributions 
to the designated depositories. 

A recent DOL letter to a dealership (pages 26-28) 
shows just how important and far-reaching the rami­
fications can be for dealers (or any other employers, 
for that matter) if they are not promptly remitting 
withheld employees' contributions. 

IRS. Of course, the DOL and the IRS share 
information on matters like this. Accordingly, we've 
expanded our discussion on this subject to present 
some of the other IRS repercussions of late remit­
tances. These include (1) significant prohibited trans­
action penalty implications under Section 4975, (2) 
Form 5330 filing requirements and assorted penalties 
for late filings, and (3) "lost interest" computations ... 
all of which appear on pages 29-33. 

#10. TECHNICIANS' ACCOUNTABLE TOOL PLANS 
- UPDATE. In the IRS Motor Vehicle Technical 

Advisor's comments at the 2007 AICPA National 
Dealership Conference, she emphasized the heavy 
IRS enforcement and policing in this area, especially 
by the Employment Tax branch. 

Our last update on this topic (in the June 2007 
issue, pages 20-21) included a discussion on one 
pending controversy which has serious "tax pro­
moter" overtones attached to it. 

Two developments (one in 2006 and one in 2007) 
shed more light on how the IRS is approaching 
reimbursement plans that it considers to be abusive 
in structure and in operation. 

The more important development is Internal Rev­
enue Service Legal Memorandum (ILM) 200745018 
which was released on November 19, 2007. This ILM 
seems to set the background for the pending contro­
versy with the ominous "promoter" overtones that we 
discussed in the June 2007 update on tool plans. 

~Ph~ot~oc~Op~y~~g~Or~R~ep~rin~tin~g~W~ith~ou~t~pe~rm~iS~Sio~n~ls~pr~oh~ib~ite~d~~~~~* 
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This ILM held that the plan for technicians did not 
qualify for Section 62(c) benefits. This ILM seems to 
summarize just about everything the IRS can throw 
up against a tool plan in the way of legal argument and 
precedent. It is extremely important, and our discus­
sion of it begins on page 34. 

The 2006 development is the issuance of Rev­
enue Ruling 2006-56 which involves per diem allow­
ances and reimbursement plans used by employers 
in the trucking industry. 

This Revenue Ruling is notable because the IRS 
held that the failure of the arrangement in question to 
treat the excess allowances as wages for employ­
ment tax purposes caused all payments made under 
the arrangement (not just the excess amounts) to be 
treated as payments made under a nonaccountable 
plan. 

We have included, as supplementary informa­
tion, the comprehensive discussion of law in the ILM 
(beginning on page 46) and a summary of Rev. Rul. 
2006-56 on pages 51-52. 

#11. ARE ESOPs VIABLE TOOLS FOR ESTATE 
PLANNING FOR AN AUTO DEALER? Con­

sider this a request or invitation for a guest author to 
discuss the application of ESOPs to auto dealerships. 

Over the years, speakers at various AICPA and 
NADA conferences have suggested that employee 
stock ownership plans (ESOPs) could be very useful 
in the estate planning for an automobile dealer and 
his/her dealership. In the few instances where I've 
been directly involved with dealerships that were 
considering using ESOPs, the notion of using an 
ESOP has become less attractive as our discussions 
expanded to include the need for involvement with, 
and concurrence or permission by, the manufactur­
ers/Factories. Hence the question ... Are ESOPs 
really viable tools for estate planning for an auto 
dealer? 

For quite some time, I've been on the lookout for 
a good article that addresses this subject in a compre­
hensive way. However, so far, I haven't come across 
even one in my own (limited) research. 

If you have experience with working with ESOPs 
for auto dealerships that you are willing to share and/ 
or would like to write an article on the subject, I would 
be most happy to publish it in the Dealer Tax Watch. 
Alternatively, if you've run across a good article or 
two, I'd appreciate your letting me know where I can 
find them. * 
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AICPA 13th . ANNUAL NATIONAL 
AUTO DEALERSHIP CONFERENCE 

The AICPA's Annual National Auto Dealership 
Conference was held October 25-26,2007 at Disney's 
Contemporary Resort in Orlando. 

This year's Conference included many presenta­
tions addressing dealership operations, industry sta­
tus and "soft topics." There seemed to be fewer 
presentations geared to the CPA wanting more in­
depth, hands-on technical information. In otherwords, 
there was more overview coverage and less in-depth, 
technical information. 

Scant coverage on the cost capitalization 
TAM that has (or should have) all dealers shaking 
in their boots. As you know, the last few issues of the 
Dealer Tax Watch have concentrated heavily on 
analyzing the nature of the "industry dispute" with the 
IRS over the application of Section 263A to auto 
dealerships. After the IRS issued TAM 200736026, 

. we devoted an entire issue (Sept. 2007) to that TAM. 

I was looking forward to getting great insights and 
well-rounded discussion at this AICPA Conference ... 
but, I came away disappointed. 

Although Terri Harris did discuss the TAM briefly, 
the special Practitioner Tax Panel just deferred to 
what Terri had said and offered no comments, criti­
cisms or insights of its own. 

The few discussions concerning the TAM that I 
was aware of during "networking breaks" or around 
the meal tables indicated that some attendees were 
very much aware of the importance of this TAM and 
(like myself) were very much surprised that this 
AICPA National Conference, specifically targeted to 
auto dealerships and dealership CPA practitioners, 
almost totally ignored it by giving it so little attention. 

"State of the Industry." Jim Ziegler, the first 
morning keynote speaker, was on the cutting-edge 
and, as always, Ziegleresque. He made sure that 
everyone was awake by reminding all in attendance 
that "not all dealerships in the room will survive." 

Mr. Ziegler also emphasized to the CPAs in the 
room that they need to get their processes and 
procedures in place because most of the new dealer­
ship business they will be getting in the next year will 
undoubtedly come by taking that business away from 
another CPA firm. Not a very pleasant thought for 
many of us. 

IRS Activities Update by Terri Harris. One of 
the highlights of the Conference for many years has 

been the annual update presented by the IRS Motor 
Vehicle Technical Advisor. Ms. Terri Harris has done 
an excellent job in making this presentation for sev­
eral years. This year, her Update agenda consisted 
of 7 major topics backed up by 42 PowerPoint slides. 

The DealerTax Watch has thoroughly discussed 
most of the topics that Ms. Harris covered in her 
presentation. (About the only exception would be the 
subject of Alternative Motor Vehicle Credits which 
she covered in considerable detail.) As a result, 
rather than reproducing all of Ms. Harris' slides, they 
are summarized, with some observations, on the 
following pages. 

You can contact Ms. Harris directly at 
TerrLS.Harris@irs.gov for a printout of all of her 
PowerPoint slides ... especially if you are interested 
in a lot of detail explaining the Alternative Motor 
Vehicle Credits. 

Technicians' tool reimbursement plans. Ms. 
Harris gave this subject considerable attention, and 
the text of her slides is reproduced on page 35 as part 
of our separate Update coverage on tool plans. 

Electronic recordkeeping requirements. This 
year, the subject of electronic recordkeeping require­
ments did not receive significant time or attention in 
Ms. Harris' Update. In fact, coverage of Rev. Proc. 
98-25 was relegated to one slide included under the 
broad heading of "Other Items of Interest." 

Practitioners Tax Panel discussion. On the 
second day of the Conference, one of the concurrent 
sessions was a 75 minute tax panel presentation. A 
summary of the topics and comments of this year's 
Panel presentation appears on pages 10-11. 

DealerllegaVfranchise issues update by Rich­
ard Sox. Again this year, Richard Sox, of Myers & 
Fuller, P.A., gave an outstanding presentation. His 
presentation was entitled, What Are the Manufactur­
ers Real/yUp To? .. A Linemake-by-LinemakeAnaly­
sis. Mr. Sox approached this update on a manufac­
turer-by-manufacturer basis, rather than on a topic­
by-topic basis as he did last year. Coverage of his 
presentation begins on page 12. 

Conference audio available. Audio multimedia 
recordings of all the presentations are available 
through Conference Copy on the web at 
www.conferencemediagroup.com (Meeting No. 

A10710). * 
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NEWS FROM THE IRS - WHAT You SHOULD KNOW 

By TERRI S. HARRIS ... IRS MOTOR VEHICLE TECHNICAL ADVISOR 

SUMMARY OF PRESENTATION SLIDES 

• Ms. Harris's agenda consisted of7 major topics (below) covered in 42 slides. 
• See page 35 for Ms. Harris' slides dealing with technicians' tool reimbursement plans. 

• Industry Issue Resolution (IIR) process was described and discussed. 
• Discussion of the current IRS IIR initiative to determine/decide what should be the proper treatment for LIFO 

pooling purposes of crossover vehicles (i.e., vehicles which have characteristics of both cars and trucks). 
• Only previous source for guidance on pooling is in the Fox Chevrolet case and in a footnote Rev. 

Proc. 2001-23 (which prescribes the treatment for Alternative LIFO Method for Used Vehicles). 
• What are some of the obstacles? ... 

• Different governmental agencies use different definitions for cars and trucks. 
• LIFO is a complex computation, and any changes may result in some additional complexity. 
• What kind of transitional rules should be provided for any change in treatment ... cut-off method, 

Section 481 (a) computations, etc. 
• What would the effect of a change in treatment in this industry have on other industries? 

• Possibilities include... for all used vehicles or 3 or 4 Is. 
• Many manufacturers are asking dealerships to expend significant amounts for new and/or upgraded 

facilities, signage, service department operations, etc. 
• The IRS is working with Cost Segregation Technical Advisor and engineers to evaluate specific 

dealership construction/facility applications. 
• Current IRS Cost Segregation Audit Technique Guide does not have a specific chapter or section 

devoted to automobile dealerships. 
• If the IRS adds a chapter to the Cost Segregation Audit Technique Guide that would address 

specific auto dealership applications, it wi1\ probably contain a matrix that will address many of 
the special types of adjustments made to dealership facilities, based on IRS engineer feedback 
from various audit "vl~"ri .. n,,. .. ~ 

• This controversial issue and area was given considerable attention by Ms. Harris. 
• The Service continues to have significant concerns with tool plans under the accountable plan rules. 

• The IRS now has a cross divisional team in place to combat these plans. 
• The broader title or heading for this topic indicates that the IRS is looking at plans well beyond the 

dealership industry. "Tool plans" are proliferating in other industries, and they are coming back to 
the dealership industry. 

• Taxpayers and practitioners are encouraged to take a cautious approach to tool plans. 
• Statements by third-party administrators and/or promoters that their tool reimbursement plans are 

"IRS-approved" should not be accepted at face value. 
• Ms. Harris said that she sti11 has not seen a plan that completely complies with Section 62(c). All of 

them seem to fail the "wage recharacterization" test or requirement. Some plans, she acknowledged, 
were trying to comply ... they just hadn't succeeded. 

• The Service is reviewing the Coordinated Issue Paper that is issued in the year 2000, and it plans to 
update it to address the latest derivations of the tool plans. 

• The IRS currently has two types of enforcement activity going on ... 
• Promoter investigations ... using summons enforcement to obtain customer lists, etc. 
• Employer audits ... the regular type of audit. 

• Ms. Harris made no mention of either 2006-56 or ILM 200745018 in her 
• Thorough discussion of all four credits found in Code Section 30B. 

• Hybrid vehicles ... Notice 2006-9 and Notice 2007-46 
• Alternative fuel (QAFMV) vehicles ... Notice 2006-54 
• Fuel cell vehicles ... Notice pending 
• Advance lean burn vehicles ... Notice 2006-9 

• Discussed various limitations on the credits, the Acknowledgment Process established in connection 
with these credits and what a should know about these credits. 

S. Harris. Oct. 25,2007. (Orlando). 
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NEWS FROM THE IRS - WHAT You SHOULD KNOW 

By TERRI S. HARRIS ... IRS MOTOR VEHICLE TECHNICAL ADVISOR 

SUMMARY OF PRESENTATION SLIDES 

• Right now, IRS audits addressing dealership compliance with Section 263A are not widespread ... 
but, there are pockets of highly visible activity in certain parts of the country. 

• Discussion of "producer" issue and status of guidance in the form of Generic Legal Advice. 
• Discussion of IRS examinations "stand down" on the "producer" issue only. However, other questions 

relating to the application of Section 263A to dealerships may be raised by agents during current audits. 
• TAM 200736026 was discussed in general. Key questions now include ... 

• How should various sales be categorized in terms of "on-site" or "off-site" status? 
• Should lease "sales" be treated as on-site or off-site? (The TAM concludes they are "off-site" sales.) 
• How should dealer trades be treated? (The TAM concludes they are "off-site" sales.) 
• Does the dealer have off-site storage? 
• Does the dealer have dual-function storage facilities? 
• How should handling costs be treated? 

• Resolution of how lease "sales" should be treated is extremely important because if leases are treated 
as off-site sales, then the dealership's main showroom will be a dual function facility. 
• Right now, all we have is this TAM ... and the TAM says that the facility of the dealership in 

question was a dual-function facility. 
• In view of these and other issues included in the TAM, it appears that the IRS may give a higher 

profile to the guidance that will ultimately be issued ... possibly elevating this guidance to a Revenue 
Ruling or a Revenue Procedure. 

• Although TAM 200736026 (like all other TAMs) "has not precedential value," everyone (IRS agents 
inside the IRS as well as practitioners outside the IRS) is using the TAM as a point of reference. 
• IRS agents are trained to know that a Technical Advice Memorandum is not precedent. 
• However, it is reasonable to expect that Revenue agents will take the dealership they are auditing 

and line up the "facts" concerning how that dealership operates with the "facts" in the TAM ... 
and take it from there. 

• Ms. Harris acknowledged that if dealerships are treated as producers or, through other interpretations, 
are required to use the Simplified Production Method, there will be huge potential adjustments based 
on what agents have been reporting ITom the field. 
• One troublesome (but probably accurate) generalization is that, based on this TAM, there is probably 

not a single franchised new car dealership in the country that is compliant with Section 263A. 
• The IRS National Office could have quite a problem on its hands if20,OOO dealerships filed Forms 

31 15 reflecting the holdings in the TAM as indicating how they should be capitalizing costs. 
• Only the "producer" issue is on the IRS Priority Guidance Plan ... Many of the other issues raised in / 

by TAM 200736026 are not. [Note: NADA is currently attempting to persuade the IRS to take a 
broader approach in issuing forthcoming guidance by including many of these other issues.] 

F,U',,,,,l\,.., at a level a TAM or will be torlthC()mlng. 

• Basic coverage ... Who must file Form 8300? ... What is cash? 
• What is the penalty for not filing Form 8300? 

• Service is aware of inconsistent application of penalties. 
• A team has been assembled to consider options and possibility of field guidance. 
• Any guidance would involve a test period and evaluation. 
• Form 8300 resources incl Instructions and MVTA Automotive Alert. 

• PORC ... Pricing case recently docketed in Tax Court. 
• Revenue Ruling 2007-37 ... Cancellation of Distributor Agreement. 
• TAM 200732015 ... Manufactured vehicles are subject to excise tax. 
• L TR 200711006 ... Power units installed on tractors are subject to excise tax. 
• Dealership electronic recordkeeping requirements ... 

• Activity progressing under Rev. Proc. 98-25. 
• Data archiving systems mayor may not be in compliance. 
• Dealers & CPA should also retain tax software and data. 

A Quarterly Update of Essential Tax Information for Dealers and Their ePAs 
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DEALERSHIP PLANNING AREAS & ISSUES 

HIGHLIGHTED BY PRACTITIONERS TAX PANEL 
Page I of2 

• The 2007 Practitioners Tax Panel consisted of '" Rebecca Dunsworth (Crowe Chizek & Co., LLC), 
Greg Humphries (Shutts & Bowen, LLP), Diane Wells (Plante & Moran, PLLC), and moderator Sid 
Tobiason (Moss Adams, LLP). 

• No outline was available in connection with the Tax Panel presentation. The only material was a 
chart (matrix) showing various attributes and results for different entity choices. 

• An audio CD of this presentation (Meeting #AI0710 - Session 18 ) is available from Conference 
Co www.conferencemediarou.com . 

• Discussion of this topic was limited, and. it emphasized that the issue of "recharacterization of 
income" presents a formidable barrier to the ability of a service technician tool reimbursement plan to 
comply with the requirements of Section 62(c). 
• The Panel deferred to what Terri Harris (the IRS Motor Vehicle Technical Advisor) had said about 

tool plans on the previous day. 
• The lead presenter and the other Panel members said that, in their opinions, the IRS has pretty much 

shut the door on tool plans. 
• To the Panel members, this seems "pretty cut and dried," and they "don't know why anybody 

would do that." 
• In effect, the Panel's uidance was to ... "sta clear of them." 

• Coverage of various inventory issues was limited to generalizations, including the topics of 
• LIFO vs. FIFO [(sic) Specific Identification] for new vehicles 
• Trade discounts ... Floorplan credits 
• Advertising credits 
• IPIC method for new vehicle LIFO reflecting deflationary indexes over recent years 

• Cost capitalization. There was no real discussion at all ... The Panelists just referred to what Terri 
Harris had said on this subject the day before ... There was no elaboration on the TAM, or the many 
as ects of the TAM that Terri Harris had not addressed in her remarks. 

• In the absence of not knowing what the do this year (i.e., in connection with dealership tax returns to 
be filed for tax years ending Dec. 31, 2007), the Panelists indicated that they probably will do what 
was done last year ( ... whatever that was). 

• Given the magnitude of the possible IRS adjustments that are likely to hit at some point in the future, 
the Panelists advised practitioners to be very clear with their dealership clients about exposure that 
they might face in the future if the IRS prevails in its positions on how the cost cap rules should be 
applied to dealerships. 

• It is a very long TAM ... and it raises many more questions than answers. 
• FIN 48 im !ications (with res ect to Section 263A issues) will have to be considered in the future. 

• The question asked was: Should dealership real estate be protected by putting it in a separate entity? 
• Considerations include ... 

• Some states have a sales tax on lease payments, so having the real estate in a separate entity could 
trigger a liability for sales tax on the rental payments. 

• Particularly when buying older dealership facilities, it may be desirable to set up a separate entity 
to make the acquisition in order to contain any potential liability that might arise from 
environmental impact issues that might be associated with the property being acquired. 

• If there are continuing losses where rental property transactions are occurring between related parties, 
these losses should raise the question of whether the amount of rent being charged is a fair market 
rental value. 
• Perhaps an exception to this might be where depreciation deductions under a cost segregation 

study result in significant front-end deductions (Le., significantly larger amounts in the early 
ears). 

• Usual areas of inquiry ... Entertainment, travel expenses, possible personal expenses, who is on the 
payroll (family members, children in college) 

• Outside services 
• Company credit cards 
• Internal controls over cash 

~Ph~o~toC~O~pY~in~g~Or~R~ep~ri~nti~ng~W~i~th~ou~tP~e~rm~is~s~ion~l~s~pr~oh~ib~ite~d~~~~~~~ 
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DEALERSHIP PLANNING AREAS & ISSUES 

HIGHLIGHTED BY PRACTITIONERS TAX PANEL 
Page 1 "r2 

• In connection with this discussion, a two page handout, "Choice of Entity fi'om a Taxation 
Perspective" was distributed. 

• Although fewer C corporations are being set up now, there are still many C corps. that are still 
around. 
• The big disadvantage of the C corp. set up is the double taxation upon liquidation. 
• If you still have a C corp., it is probably advisable to stop putting new franchises or other asset 

acquisitions into that C corp .... 
• Rather, it may be desirable to set up new entities for new acquisitions, and very likely the 

choice for the new entity form would be an LLC (or some entity structure similar to that). 
• The S corporation entity choice is no longer as attractive as i10nce was. 

• Inside vs. outside basis adjustments can be a problem. 
• In some dealerships, different classes of ownership, from a management standpoint, may be 

desirable. However, this is difficult to achieve because of the "one class of stock" requirement. 
• Limitations on ownership (Le., who can be owners). 
• Restrictions on transferability of shares. 

• For some dealers in heavier metropolitan areas, there may be opportunities to enter into economic 
incentive or revenue sharing agreements with a municipality. 
• Section 118 allows dealerships operating as C corporations to treat payments made by the 

municipality as paid in capital by a non-shareholder. 
• It was emphasized that Section 118 interacts with Section 362 and this Code Section (i.e., 

Section 362) is found in the part of the Revenue Code (Subchapter C) that deals with C 
corporations (not S corporations). 

• In order to qualify for that deferral and to apply those proceeds that the dealership receives against 
the cost of the land andlor building, the dealership must be operating in corporate form. 
• This is one of the few instances where, at least in terms of real estate, a S corporation-type of 

relationship should be carefully considered. 
[Note: In this connection with Section 118, see Tax Watch Out comment #5 (on page 5) ... "IRS 
Expresses Concern Over Possible Abuse a/Capital Contribution Provision" ... IRS Large and Mid­
Size Business (LMSB) Division Industry Directive 04-1007-069 ... October 5,2007.] 

• In the Panel's experience, almost all new dealership entities are now being set up as limited liability 
companies (LLCs) because LLCs afford comparatively more flexibility and savings (than C or S 
corporate arrangements) ... 
• Enhanced limited liability protection 
• Partnership tax treatment (if that is elected) 
• Confidentiality protection 
• Multiple classes of ownership interest are possible 
• Different entities can be members of an LLC 

• Some manufacturers may be uncomfortable with LLC arrangements (due to lack offamiliarity with them). 
As a result, in some situations where an LLC arrangement is desirable ... 
• Before approving the dealer, some manufacturers may require that the distribution section of an 

operating agreement has to have a restriction that says that the dealership will never distribute 
money that would result in an impact on the working capital (the manufacturers minimum 
mandated working capital requirement). 
• Such a restriction may not always be in the dealership's best interests. 

• Some manufacturers prohibit against the pledge of the ownership interests in the company. In an 
S corp., that can be a problem if it is necessary to borrow money at the shareholder level. 
• If this prohibition exists, then at a later date, a shareholder may find that he or she is prohibited 

from pledging his or her interest in the dealership to the lending entity. 
• Some manufacturers may want to impose a condition that there will be no change in ownership 

without the manufacturer's approval. 
• Another limitation could be that the activities of the entity will be limited to those which are 

consistent with the 0 eration of a motor vehicle dealership. 
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DEALER - FRANCHISE ISSUES UPDATE 
MANUFACTURER-BY-MANUFACTURER 

At the 2006 AICPA National Auto Dealership 
Conference, Mr. Richard Sox, Esq., a partner with 
Myers & Fuller, P .A., provided an outstanding discus­
sion of "Emerging Manufacturer Initiatives Impacting 
Automobile Dealerships." That presentation was 
reported on pages 24-40 of the December 2006 
Dealer Tax Watch. Atthis year's AICPA Conference, 
Mr. Sox returned to provide an update on various 
manufacturer programs and initiatives that are creat­
ing "problems" for dealers. 

In this year's presentation, Mr. Sox approached 
his update on a manufacturer-by manufacturer or 
linemake-by-linemake basis. In some instances, he 
combined two manufacturers in his discussion. Mr. 
Sox also answered many questions, and where the 
question(s) involved a specific manufacturer, it has 
been included with his remarks concerning that manu­
facturer. 

-- , 

GENERAL MOTORS 

GM's channel strategy is its latest marketing 
approach which has been around for the several 
years. In this approach, GM encourages dealers to 
combine certain linemakes with other linemakes in 
the same dealership. The line makes that Myers & 
Fuller (M & F) works with the most is the Pontiac­
Buick-GMC channeling, which is where GM is push­
ing dealers to combine those linemakes in a given 
market. 

Buick, in particular~ is not doing well. So, what's 
going to happen if a dealer gets pushed into buying a 
Buick franchise? For example, GM is offering money 
to assist dealers in purchasing these franchises and 
getting them in the right combinations. But, in these 
cases, the dealer is being asked to put some of his or 
her own money into the deal/rearrangement. 

"Exclusive use" & "performance" agreements. 
Along with that money comes what is known as the 

I 
I 
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WHAT ARE THE MANUFACTURERS REALLY UP TO? 

i Update I 
A LINEMAKE-BY-LINEMAKE ANALYSIS 

By Richard Sox, Esq. (Myers & Fuller, P.A.) 
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"exclusive use agreement." This is an agreement 
where General Motors requires the dealer to maintain 
those franchises, and only those franchises, at that 
dealership site. 

For several years now, M & F has had concern 
with those agreements, and Buick illustrates this 
concern. If a dealer signed an exclusive use agree­
ment several years ago (before things went down hill) 
... what happened was the dealer ended up with a lot 
of capacity in the dealership and was not selling 
enough cars of these linemakes to make the mort­
gage payment. 

The problem is that an exclusive use agreement 
will more than likely be enforced by a judge who would 
say to say a dealer, in effect, "Sorry, you knew what 
you were agreeing to, and you can't bring in Kia, 
Hyundai or any other Iinemake or any of the Chinese 
linemakes or Mahindra. You're not going to be able 
to bring in anyone of these linemakes into your 
dealership if you have signed an exclusive use agree­
ment." 

So Myers & Fuller recommends that dealers think 
very carefully before signing an exclusive agreement. 

The most recent development with GM and the 
exclusive use agreement is something they've deemed 
a "performance agreement. " 

This performance agreement is the "next genera­
tion of the exclusive use agreement," when dealers 
push back and push back against GM on the exclu­
sive use issue, and dealers decide that it is not worth 
it to them because they don't really want that (Le., a 
Buick) franchise to go along with their Pontiac-GMC. 
If the dealer resists, GM will soon present the dealer 
with a performance agreement which doesn't man­
date that the dealer maintain only GM linemakes at 
the dealership site. 

However, these performance agreements do 
impose specific performance requirements on the 
dealer. The dealer has to meet a certain retail sales 
index percentage over the next three years after the 
dealer has signed the agreement. If the dealer fails to 
meet these targets, then the dealer will have to return 
1/3 of the money that GM contributed to the dealer­
ship for each of those years. That can be very 
onerous. 

There is more to be said about these types of 
performance requirements and the issues that M & F 
has with these. They're not always fair. They're 
based on an average, which (by definition) creates 
problems for some dealers. 

(Continued) 

VOLKSWAGEN & AUDI 

It is amazing how many manufacturers have an 
existing margin incentive program in place where the 
manufacturers are taking margin away from dealers 
and paying them only when they meet performance 
and/or facility requirements. As an alternative to 
these programs, other manufacturers have created 
incentive programs to push sales . 

In the case of VW and Audi, they've created the 
1 % holdback program which is holding back 1 % of the 
margin to meet "the Big 3" performance requirements 
... which are (1) sales performance requirements, (2) 
service performance and/or customer satisfaction 
requirements and (3) facility requirements. 

Price discrimination considerations. The ques­
tion becomes ... "Are these programs equivalent to 
price discrimination?" This was discussed last year, 
but a review is valuable because there are many new 
programs of this kind, just in the last 12 months. 

When dealers call Myers & Fuller about a new 
holdback program and state that they can't comply 
despite knowing that the repercussions for noncom­
pliance will be severe (Le., "I'm going to get murdered 
under~his program ... the guy down the street is going 
to be able to comply, and I'm not"), the first question 
M & F addresses is ... Why can't the dealer/dealer­
ship comply? What are the reasons? 

If it's a sales component ... Is there a reason that 
is outside the control of the dealer so that the sales 
requirement can't be met? ... If there is an outside 
reason, then that program is potentially discrimina­
tory as it applies to the dealer. 

Similarly, with facilities ... many dealers have 
been spending money regularly on their facilities 
(especially with annually emerging programs requir­
ing changes). M & F looks at the law to determine if 
it is practical or economically viable for the dealer to 
meet that facility requirement. If it is not, then that 
program is potentially illegal as applied to that dealer. 

M & F first looks to see if there are any franchise 
protections available for the dealer under state law. 
There are some state laws that very specifically say 
that, regardless of who the manufacturer is, or re­
gardless of whether there is another dealer down the 
street receiving the incentive (while another dealer is 
not), the only question (under these state franchise 
laws) is whether the net price that the dealer pays for 
the vehicle after incentives and bonuses is the same 
price for everybody. If it's not the same price, then it's 
a prohibited program. There are states like Texas 
that have regularly knocked these programs out 
using that prohibition. 
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Most states don't have that kind of franchise 
protection. If the state doesn't, then M & F turns its 
attention to the Federal price discrimination laws. 
Those get a little bit more detailed and get into the 
issue of whether the incentive program is practically 
or functionally available to the dealer. 

The question to ask, as you see these programs, 
is, "Is this just something we don't like, or is it some­
thing thattruly, that even if we wanted to, we could not 
comply with?" That's the test on price discrimination. 

Newmodel program (Audi RBJ. Several months 
ago, Audi came out with a new model - the RS - that 
all the dealers were all very excited about. Audi sent 
out correspondence to all of their dealers saying that 
if they wanted to participate in receiving this model, 
they needed to send Audi a check for $100,000 and 
do a few certain things. Some state dealer associa­
tions called M & F to ask if Audi could legally make 
these demands. 

The answer is, "No," Audi cannot do that. 

If it is a model within the franchise in which the 
dealer already has a franchise agreement, the 
dealer has to be able to receive that model. The 
only things the dealer is required to pay for in order 
to receive that new model are (1) special tools, (2) 
training materials and (3) any upgrades to the 
service facility that need to be made for that vehicle. 
The dealer doesn't have to pay money in return for 
the right to sell the new model. 

In this case, Myers & Fuller wrote some letters 
to Audi on behalf of the dealer associations that 
were sent to AudL To Audi's credit, Audi agreed 
that M & F was right, and Audi reduced the dealer's 
payment amount to about $25,000 which paid for 
training materials, some special tools and the things 
that are reasonable to have to pay for in order for a 
dealer to get a new model. 

Audi's new program pushing for exclusive 
dealership facilities. Unlike the VW 1 % holdback 
program, Audi has come out with a slightly different 
program. Audi is not going to hold any money back. 
Instead, Audi is going to pay additional monies for 
meeting certain requirements. Audi's big push (like 
so many of the other manufacturers') is for exclu­
sive facilities. 

But, the same test applies here ... and, even 
though Audi is not holding back money that the dealer 
used to receive as part of their margin, the same test 
for price discrimination applies even though this is 
new money being paid to certain dealers that meet the 
exclusive dealership requirements as compared to a 
dealer who has a dual facility. 

(Continued from page 13) 

To be clear, the question the dealer has to ask! 
answer in connection with this program is, "Is it 
practical for the dealer to provide an exclusive facility 
under its circumstances?" If it is not, then it needs to 
be looked at further to see whether that program is 
being applied to that dealer in a legal manner. 

NISSAN 

Nothing much has changed over the past year 
with regard to Nissan. (This is almost the same 
slide as last year.) Nissan continues to push very 
hard for its NREDI dealership facilities program. 
Like all of the others, Nissan's program is very 
expensive and very large. 

If a dealer doesn't comply with this program, the 
next thing that this dealer can expect if it is not 
performing up to the regional average is to receive 
a default letter from Nissan. This letter warns the 
dealer that the dealership is not in compliance with 
the dealer agreement, and it could be terminated. 
Then the negotiations start. .. That's what Nissan 
puts in writing. 

However, in its verbal discussions with a dealer, 
Nissan tells the dealer that it (Le., Nissan) is not really 
going to terminate the dealer. Instead Nissan tries to 
convince the dealer that its performance will improve 
(and Nissan will back off) if the dealer just builds one 
of these new facilities. The decision is up to the 
dealer, but Myers & Fuller always advises the 
dealer that this has to be a business decision. A 
manufacturer can't "bully" a dealer into a new image 
program. There is no requirement in the dealer 
agreement that the dealer must maintain a certain 
image at the facility. 

The law always says (in orderto protect dealers) 
that a dealer has to meet minimum and reasonable 
guidelines, which usually have to do with the (1) 
amount of square footage provided, (2) number of 
parking spaces provided and (3) number of service 
bays provided, etc. 

The image is a whole separate, other issue. 
Dealers have to keep this in mind. And, often the 
dealers just have to withstand the pressure because 
Nissan just keeps applying the pressure. 

Nissan will, unfortunately, proceed with some 
terminations. M & F has been involved in more than 
a handful in the past 2 or 3 years with Nissan. Some 
terminations came out of an argument over whether 
the dealer would build the big NREDI facility or not. 
Some terminations were straight-up performance 
issues. 

Non-viable points issues. Lastly (and M & F 
thought this problem had gone away), 2 or 3 years 
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ago, Nissan sent out letters to dealers in small mar­
kets stating that Nissan's research showed that the 
dealers' points was no longer viable points. Thus, 
while Nissan would continue to service them as 
dealers, if the dealers ever decided to sell or transfer 
their dealerships, then Nissan wouldn't entertain those 
requests ... These dealers would then be asked to 
turn in their franchises voluntarily for no money. At 
that time, M & F told dealers who called that this was 
something that Nissan couldn't do. 

All the franchise laws in every state provide some 
minimum protection to the dealers where the manu­
facturers have certain criteria that they are required to 
look at, and are limited in looking at, as it relates to a 
transfer. These criteria usually include (1) good 
moral character, (2) enough capital to make the deal 
happen and (3) past business experience in the 
automotive industry. 

These criteria are what the manufacturers are 
limited to looking at in evaluating whether to turn 
down a dealer's transfer request. The manufactur­
ers can't add on to this list of criteria the further 
condition of "whether or not the manufacturer deems 
the point viable." 

In these cases, M & F wrote letters to Nissan 
objecting to what Nissan was trying to do (Le., 
telling Nissan it couldn't do this). But, Nissan 
ignored them. M & F now has a dealer in Kansas 
who is ready to transfer majority ownership of this 
franchise to the General Manager. The dealership 
sent in the normal paperwork to Nissan. Nissan 
sent back a letter referring the dealer back to its 
original letter from 3 years ago which stated that 
Nissan wouldn't entertain this (transfer) request. M 
& F was shocked because this course taken by 
Nissan is so fundamentally against the franchise 
laws of which Nissan is well aware. 

Currently, M & F is involved in this dealer's 
dispute with Nissan ... trying to get Nissan's attention, 
to convince Nissan that it really doesn't want this 
issue to result in Court action. It doesn't make sense 
for Nissan to do so. Incidentally, the dealer has said 
that he might be willing to consider going out of 
business if Nissan were willing to pay him ... but the 
dealer won't just turn in his franchise for no money 
and walk away. 

HONDA 
All of a sudden, Honda dealers are getting pushed 

to sell a lot more cars. This is something that Honda 
dealers are not used to. Honda dealers have always 
had a great relationship with the manufacturer. There 
was never a lot of tension or pushing to sell additional 
volume. Now that is happening. 

(Continued) 

Honda is now sending letters pushing its dealers 
to keep up with the Toyota dealers in their markets. Of 
course, that is difficult for Honda dealers to do without 
the same array of product that Toyota dealers have. 

So, Myers & Fuller recommends that when a 
dealer receives these types of letters, the dealer 
should respond in writing and create a paper trail to 
point out in a polite, but business-like, way that Honda 
can't be comparing its dealers just to one other 
manufacturer (Le., Toyota). 

Honda dealers should point out that this (Le., 
another manufacturer) is not what the dealer agree­
ment says Honda is going to compare the dealer to 
when it comes to sales. Such a comparison is not 
practical. Honda dealers should be compared to 
other Honda dealers, if anything else, and not to 
Toyota dealers. M & F has written a lot of these letters 
lately to help Honda dealers to hopefully push back 
Honda and keep it at bay. 

Add points. Next, unfortunately, the other shoe 
that's going to drop for Honda dealers will be add 
points ... That push has already begun. Honda is now 
on a kick to add points (new dealerships), and it has 
set this up by sending letters telling dealers that they 
are not selling enough cars ... that they're not keeping 
up with the other dealers in their markets. 

When those letters arrive, dealers are going to 
have to look at their franchise laws to see if there is a 
way to protest those add points, and hopefully they 
will succeed at that. This hasn't happened yet, but M 
& F expects that it's right around the corner. 

Question: Are you seeing more litigation by 
Honda dealers when Honda is adding points in an 
area that touches their markets? 

Mr. Sox's Answer: Yes. As I said, forthe longest 
time, we never heard from a Honda dealer because 
they were happy - selling lots of cars and the manu­
facturers weren't putting a lot of demands on them 
that were unreasonable in their minds. There wasn't 
a problem there until recently when things have just 
taken a turn all of a sudden, as far as the pressure that 
Honda wants to put on its dealers. The result of that 
is the dealers saying, "OK, we're going to step up and 
enforce our rights and try to protest another point from 
going in down the road." 

TOYOTA 
Toyota facilities. With regard to Toyota, the big 

issue involves dealership facilities. Dealers have told 
Myers & Fuller that this program is beyond anything 
they've ever seen. Toyota is projecting numbers out 
to the year 2012 based on units in operation. M & F 
has had Toyota dealers call saying that they're happy, 
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loyal Toyota dealers who thought they'd never have 
to call M & F about anything, but this push by Toyota 
is just unreasonable and "beyond the pale." 

Toyota wants a dealer to spend millions of dollars 
to meet square footage requirements that the dealer 
can't meet at his/her current facilities on his/her 
current property. For example, for a dealer in Long 
Island, NY, there may not a 20 acre parcel available 
to be purchased anywhere ... at any price. In this 
case, what would that dealer do? 

So far, Toyota doesn't want to hear any of those 
excuses. Toyota is diligent in pressing forward in its 
requests that dealers meet the Image II program. M 
& F recommends that the dealers articulate their 
reasons clearly for not being able to comply. It's not 
a matter of "I don't want to." A dealer doesn't even 
have to go there, if he or she can explain (in a letter) 
that there are reasons why he or she cannot comply. 
In these cases, M & F eventually finds that Toyota will 
make some adjustments on the requirements or that 
Toyota will give some relief as far as time pressures 
are concerned. 

It is important for a dealer to maintain his/her 
good relationship with the manufacturer on these 
image programs bywriting such a letter. That letter 
will be in the dealer's file to represent the dealer's 
good-faith effort to find land, and to establish that 
additional land is not available at a reasonable 
price. This letter puts the ball back into the 
manufacturer's court. 

One of the things that M & F has done in its 
letters to Toyota is to ask the question ... "How did 
you arrive at these targets based on units in opera­
tion in 2012?" So far, M & F hasn't received any 
clear answers back from Toyota. According to Mr. 
Sox, Toyota doesn't like to answer these kinds of 
questions, and it's not used to having to do so. He 
said that Toyota is putting itself in a position where 
it's rapidly getting cross-wise with its dealers who 
are generally happy to be Toyota dealers. 

KIA & HYUNDAI 

It's appropriate that Kia and Hyundai be lumped 
together because, for years now, both have steadily 
been adding new dealerships. But, in the last 18 
months, there appears to be a relationship between 
who is getting these new dealerships. 

Kia dealership clients are calling Myers & Fuller 
to report that they are in the running for a Hyundai 
dealership while Hyundai clients are calling the firm to 
report their bid for a Kia dealership in their market. 
There appears to be some relationship now (more 
than there used to be) in the minds of the Kia and 

(Continued from page 15) 

Hyundai executives as to who is going to receive the 
new points. 

When it comes to new points, M & F always 
recommends that dealers contact an experienced 
franchise lawyer or someone who understands the 
state laws to see if there are protest rights ... Most 
states have a radius around the dealership, so that 
if a new point comes in, the existing dealer has the 
right to attempt to stop that addition. That attempt 
involves showing that due to market events, it's not 
justified to add another dealership because it's just 
going to "split up a piece of the pie that everybody 
is already feeding from." 

Mr. Sox noted that he is aware of a Kia point that 
is coming in Ohio where demographics for the popu­
lation are flat, at best, across almost the entire state. 
So, there are good arguments in a state like that (and 
in markets like that) that it is not appropriate to add 
another point. 

Of course, Kia is demanding stand-alone facili­
ties, just like the other manufacturers, and in this 
case, the same advice applies ... Dealers should 
make a business decision and not be pushed into it. 
If the dealer decides that it is not economically viable, 
he/she should make su re everything is put into writing 
and sent to the manufacturer. 

Tiered price incentive programs. Lastly, Kia's 
tiered price incentive program is no longer in place. 
However, Mr. Sox reported that his firm has repre­
sented a dealer who is involved a lawsuit against Kia 
over its (old) tiered price program. 

Recently, Kia called asking what M & F would 
consider a "legal" incentive program to be. M & F 
explained its understanding of the law, and to its 
credit, Kia's attorneys said they would like to con­
tact M & F's client/dealer directly to see if a new 
incentive program could be put in place that would 
satisfy the client/dealer going forward. This hap­
pened, and the new incentive program was satis­
factory because it was based on that particular 
dealer's potential in its market. 

Mr. Sox cautioned that other manufacturers will 
try this type of program - that they keep recycling 
these old tiered price incentive programs that are 
based on arbitrarily set targets. 

For example, if a dealer sold 15 vehicles in a 
month, it would receive $500 per vehicle, retroactive 
to the first car sold in the month. If a dealer sold 30 
vehicles, it would receive $750 per vehicle sold in the 
month. If45 vehicles were sold, then the dealerwould 
receive $1,000 per vehicle sold in the month, etc. This 
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program was employed with no recognition towards 
any particular dealer's potential in their market. 

With respect to the Kia dealership that M & F is 
representing in the lawsuit, that dealer's own planning 
volume as Kia prescribed it was to sell no more than 
15 vehicles a month. Yet, that dealer was competing 
against a Kia dealer in a larger, neighboring market 
who regularly hit that top 45 vehicles sold and above. 
The dealer client was placed at a major competitive 
disadvantage. 

M & F contends that, as a result Of what was 
happening in that market, that was a violation of the 
Federal Price Discrimination laws. Mr. Sox reports 
that, "So far, so good." The case is moving, and the 
Judge has agreed with the dealer that it has a valid 
claim, so they are in the process of proving this now. 
He believes that his firm's efforts had an impact on 
getting that incentive program changed. 

Question: For a Hyundai dealer, even though 
the incentive program has changed and the target 
is supposedly geared towards that dealer's po­
tential, what do you do if that target still seems to 
be off the charts and unobtainable as compared 
to other similarly sized dealerships in similar 
markets? 

Mr. Sox's Answer: The first action that we take 
is to write a letter on behalf of the dealer, and say, 
"Please explain in detail how you arrived at my 
objective." Then, we can take it from there and start 
to break it down to see if there are any flaws in the 
reply. I still think that the manufacturer uses some 
computer program to generate these targets and that 
computer program, by definition, is not going to take 
into account something unusual about what is going 
on in that dealer's market. 

Also, the dealer should make sure to explain that 
its inability to meet the manufacturer's target impacts 
the dealership financially in a big way. It is helpful to 
be able to quantify that because, that tends to get their 
attention. Sometimes ifthe manufacturers think, "Oh, 
there's an attorney in the background setting this 
thing up for a lawsuit," ... Sometimes it's not a bad 
thing for them to be thinking that way. That's going to 

. get their attention, and they may provide the dealer 
with some useful information. 

M & F uses a couple of different experts around 
the country that have all kinds of market data from all 
over the country that they use to run tests on a 
dealer's census track data. As lawyers, our job is to 
ask the questions to get some information which we 
can look at. Sometimes, it's really obvious that 
something is not right, and then we send it on to our 
experts and let them do the detail analysis. 

(Continued) 

CHRYSLER 

There has been a lot of activity with Chrysler 
which has led to a series of problems for the dealers. 

Incentives to order. First, the dealers had a glut 
of inventory that Chrysler was "cramming down deal­
ers'throats." Dealers were unsure whether they had 
to take the inventory because they were offering 
money (Le., $1,000 "on the hood") of each vehicle. 
According to Mr. Sox, the dealers didn't have to take 
the inventory. That should be a business decision for 
the dealer to make. The dealers only have to take 
what they order. Every franchise law gives the 
dealers that protection. 

The problem arose because Chrysler was so 
desperate to get rid of that volume that they started 
cutting deals with some of their larger dealers who 
could take on larger volume ... and Chrysler was 
giving these larger volume dealers maybe $2,000 per 
vehicle. This creates a competitive disadvantage and 
a potential violation of the law. 

Default/etters. In July of2007, Chryslersentout 
a letter to roughly 200 dealers stating that the dealers 
were below 85% of their sales requirement, and 
therefore, in default of their dealer agreement. These 
letters gave the dealers 180 days to "cure the prob­
lem." The 180-day period hasn't run out yet, so 
according to Mr. Sox, the other shoe hasn't dropped. 
He said that this is part of Chrysler's efforts to consoli­
date its dealer body. 

As dealer advocates and lawyers, Myers & Fuller 
understands that there is a business reality for the 
manufacturers that, in many places, they do need to 
consolidate the market. However, M & F feels that 
there is a "right" way to do that, and running dealers 
out of business without paying them the value of their 
franchises is not how to do it. That's what it seems 
Chrysler is doing with these default letters. 

MSRs, census tracks & sales targets. So, on 
behalf of these dealers whom Chrysler alleges are 
performing below sales requirements, M & F re­
sponded in writing (with the dealer's signature), 
helping the dealers explain what is going on in their 
market, why it is that they are performing below 
theirtargets ... assuming that Chrysler's MSR (mini­
mum sales responsibility) is accurate (which is a 
big assumption) for that dealer ... the dealer still 
has to explain in the letter what is going on in his/her 
market that might explain something out of the 
dealer's control as to why the dealership is perform­
ing below 85%. 

An example of this would be a Chrysler dealer in 
Spartanburg, South Carolina. There's a BMW plant 

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

De Filipps' DEALER TAX WATCH, Vol. 14, No.4 

see DEALER - FRANCHISE ISSUES UPDATE, page 18 

*~~~~~~Ph~ot~oC~OP~Yi~ng~O~r R~ep~ri~nti~ng~W~i:~:~u:~:e~:7~s~:i;~n2~1:~::;r;h~ib~:e; 



Dealer - Franchise Issues Update 

in Spartanburg which might explain why, compared to 
other dealers in his state or in his region, he is 
performing less than 100% of an average. The key is 
that the reason forthis below-average performance is 
completely out of the dealer's control. 

M & F often finds that, when dealers start to think 
about this and to put it in writing, they can start to 
identify some very good reasons why they're not 
meeting their sales requirements. 

Also, with regard to sales performance responses, 
M & F questions the target itself that has been given 
to a particular dealer. Those targets are usually 
based on an area of land - in technical terms, "census 
tracks." They get assigned to the dealer and that 
dealer is judged on the number of sales that he or she 
makes in that area. 

Many times, M & F finds that the manufacturer's 
computer programs do not assign a census track 
correctly. In a multi-dealer market, that computer 
program tends to assign a census track based on the 
dealer who is physically closet to the center of that 
census track ... as the crow files. 

When you overlay a road system or natural 
barriers like a river on those census tracks, M & F has 
repeatedly found that those census tracks are as­
signed to a dealer across the river where the custom­
ers who live in the census track have to drive 10 miles 
up the side of the riverto the first bridge that gets them 
across the river and then down 12 miles to get them 
to the dealership. So, even though, as the crow files, 
those people are closer to that dealership, there has 
not been a fair assignment of territory. 

The same thing goes for when you put the road 
system over census tracks without natural barriers. 
Sometimes, a census track can be several miles 
further from another dealer, but if an Interstate runs 
right through there that drives a customer right past 
another dealer, then drive time becomes a critical 
analysis. And, if there is a big difference between 
your dealership and another dealership in drive time, 
then there is a good argument to be made that that 
census track should be assigned to another dealer­
ship. So, M & F looks at these considerations and 
others and includes them in the response letters. 

Fortunately, the VPA incentive money program is 
going away as of January 1, 2008. Mr. Sox described 
this as a "terrible" program that was different from the 
Kia program because Chrysler could never tell its 
dealers how it is that they arrived at any given sales 
targets for the incentive. 

Dealers asked Chrysler repeatedly how it 
(Chrysler) arrived at its target numbers, and Chrysler 
could never show a formula that got them there. This, 

(Continued from page 17) 

of course, made M & F very suspicious that Chrysler 
assigned those targets on a (somewhat) arbitrary 
basis. As soon as the element of someone getting to 
decide the target for one dealership versus another, 
then the potential for price discrimination arises. 

This VPA program is being replaced with a straight­
up, price-per-car incentive program which M & F 
perceives to be a fair incentive program. So, if you're 
a larger volume or exceptional dealer, you're going to 
benefit ... You're going to get $400 a car for every car 
you sell above where the average dealer is. But, if 
you're not, and you have other circumstances keep­
ing you from selling a lot of cars, you're still going to 
get the same amount per car. That's a fair and legal 
program, according to M & F's way of thinking. 

Question: Can you comment on a new 
Chrysler program that would penalize Chrysler 
dealers if they do not floor plan with Chrysler? 

Mr. Sox's Answer: Chrysler recently has come 
out with a new program, as I understand it, that in 
essence says, "If you don't floorplan with us, the way 
we're going to finance your customers-i~going to be 
less advantageous to you." I haven't seen any detail 
on the program yet. 

Generally speaking, the franchise laws overtime 
have started to address this issue. These laws say a 
couple different things, depending on what state 
you're in. A captive finance source will be treated, for 
all intents and purposes, as if it were the manufac­
turer. Therefore, anything that a state's franchise 
laws would prohibit a manufacturer from doing, a 
captive would also be prohibited from doing. If the 
manufacturer can't do it, then neither can the captive. 

Some other franchise laws have gone into more 
detail and said, "You can't use your captive to coerce 
the dealer to do something as it relates to financing 
(whether is floorplanning, customer financing, etc.) 
that you would not otherwise do, or that wou'ld not 
otherwise be your first choice." 

For Chrysler dealers, after M & F sees the 
details of the program, the first question is going to 
be "What does your state's franchise law say about 
this?" And then, "Is this going to impact you enough 
to justify starting to write the letter to see if you can 
get it changed?" 

[Note: In the first question related to Ford 
(discussed below), Mr. Sox compared Chrysler 
with Ford in certain respects ... See that ques­
tion also.} 
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FORD 

Ford is very active in the market with its consoli­
dations. Calls concerning Ford's activities are prob­
ably the saddest calls that Myers & Fuller gets from 
dealers because Ford is not doing anything wrong or 
anything illegal, per se. It's just that things are so bad 
out there for Ford and Lincoln-Mercury dealers. 

M & F is simply assisting Ford dealers in trying to 
get the most value for their dealerships, if they are the 
ones in their market who have been targeted to sell 
out. Ford will go to the other dealers in the market to 
see if they will contribute to the buy-out of the (target) 
dealership. Sometimes, M & F will represent the 
dealers who are being asked to contribute to the buy­
out of another dealer. Sometimes M & F will represent 
the dealer who is being bought out. 

In the case of the dealer being bought out, M & F 
tries to maximize the amount that Ford kicks in to the 
pot. The only complaint that Mr. Sox has heard from 
the Ford dealers who have been part of the consoli­
dation process is that Ford is trying to put a large 
financial burden on the other Ford dealers who will 
remain to pony-up substantial amounts of money to 
buyout the other target dealer. 

The problem with this is that often, none of the 
Ford dealers in that market area are doing very well, 
per se, and so for them to come up with $250,000 or 
$300,000 is difficult. Yet, Ford tries to put the burden 
on these other dealership to do so. It's important to 
know that all of this is negotiable. 

Question: Do you consider Ford's consolida­
tion in some markets to be unfair to other Ford 
dealers who won't have the opportunity to have 
the Lincoln-Mercury franchises and the full com­
pliment of vehicles? 

Mr. Sox's Answer: Unfortunately, the way the 
franchise laws are written, the only legal action that 
can be taken would be on behalf of another Lincoln­
Mercury dealer who is having that other Lincoln­
Mercury franchise brought closer to their franchise as 
it is being merged with an existing Ford dealer. There 
is not any franchise protection per se for the other 
Ford dealers that won't have the opportunity to sell 
Lincoln-Mercury. 

That said, M & F would always recommend the 
same thing ... Writing a letter to Ford saying "We're 
happy for Joe Smith Ford down the road that he's 
getting LinCOln-Mercury, but we're sitting here suf­
fering, too, and we'd like to be appointed a Lincoln­
Mercury dealer." If Ford really wanted to do it right, 
they'd come in and work these things out with all of 
the dealers. 

(Continued) 

M & F used to see Chrysler do that with its Alpha 
program. Chrysler would say to its dealers, "We want 
to put the Chrysler and the Dodge and the Jeep 
dealers together ... To avoid protests and problems, 
we're just going to give everybody all three of those. 
Whichever one you're missing, we're going to give 
you your missing franchise." That way, everybody is 
on a level playing field. 

That's a simplified version of what occurred be­
cause there was always somebody who was left out, 
and that person usually ended up in a lawsuit. But, 
Chrysler took care of most of the dealers that way. If 
Ford were to take that approach, I think it would save 
them a lot of problems and be a more fair way to do it. 

Question: Will the lawsuit that Navistar has 
with Ford affect Ford Dealers, and if so, how? 

Mr. Sox's Answer: Navistar is in a lawsuit with 
Ford. Some years ago, Navistar build a diesel engine 
for the Ford F-250 and above, and that engine had . 
major problems. The Ford dealers did a tremendous 
amount of repair work on it, submitted millions of 
dollars in warranty reimbursements to Ford, which 
Ford paid. 

Ford's agreement with Navistar (as the supplier 
of that engine) was that for certain repairs, Navistar 
would have to reimburse Ford for any money that 
Ford had to reimburse its dealers for warranty work on 
the Navistar engines. 

However, when Ford made the requestto Navistar 
for repayment, Navistar said, "No, we're not going to 
pay you ... We don't think there is/was anything 
wrong with our engines." 

So, Ford sued Navistar. It's a very simple breach 
of contract claim. Navistar came back and said that 
the reason Navistar wasn't going to reimburse Ford 
was because Ford dealers, in essence, committed 
fraud in their warranty work. They did work that was 
unnecessary ... they did the work incorrectly ... and 
Navistar listed 3 or 4 other claims that all focused on 
the dealers being at fault. Note that no dealers are 
parties to this lawsuit. 

. Next, Navistar sent out about 90 subpoenas to 
the Ford dealers (not heavy duty truck dealers, but 
regular dealers) asking for years of warranty records 
on that engine. A Ford dealer client of M & F's in 
Florida called to ask about compliance with Navistar's 
subpoena. M & F found that Navistar's subpoena is 
asking for records and information that go way be­
yond what the franchise laws require the dealerships 
to maintain and to provide to Ford. 

While Navistar is asking for the records, if the 
dealership produces those records and they are 
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entered into the record of the court proceedings, then 
Ford will have access to the dealership's records that 
it (as manufacturer) otherwise would not have access 
to pursuant to the franchise laws. 

Couple this with the possibility of an eventual 
decision by the judge that Navistar's claims are cor­
rect and that the Ford dealers were at fault ... What 
(do you think)Ford is going to do? ... They're going to 
turn around and charge back the dealers now going 
as far back as they have records ... We're talking 
hundreds of thousands of dollars in repairs. And, 
Ford would seem to be just in the kind of financial 
straits that it would do that, and put it on the backs of 
their dealers. 

Our concern is that, in that lawsuit, the dealers 
really don't have any representation. No one is 
defending them. So, M & F has been in front of the 
judge explaining why the subpoenas are over-broad, 
why they need to be narrowed and why they need to 
be disclosed under strict confidentiality orders. 

If there is another wave of subpoenas, and if you 
have a Ford dealer client who gets one, don't assume 
they're just innocuous. You need to take some action. 

Follow-up Question: Are Navistar's claims of 
fraud against Ford dealers well-founded? 

Mr. Sox's Answer: The dealers I've talked to 
have said that the (diesel) engine that Navistar built 
for Ford was a disaster. These dealers have told me, 
'That engine cost us a lot of time in warranty repairs, 
and it also cost us a lot of customer loyalty." 

You're always going to have some errors in the 
warranty process ... "fraud" really isn't the right word. 
There is a reason that the statutes protect the dealers 
from the manufacturers going back only so far. And, 
a dealer doesn't want to open that door. 

LINCOLN-MERCURY 

Everyone asks what has been going on with 
Lincoln-Mercury. This linemake is struggling and 
there is very little product in the pipeline. So the 
question is ... "Is this another Oldsmobile?" 

Myers & Fuller represented a lot of Oldsmobile 
dealers in lawsuits against General Motors in trying to 
obtain forthose dealers the value of the franchise that 
had been discontinued. Mr. Sox believes that what is 
going to be different about the current Mercury situa­
tion is that it is going to be more like what happened 
when the Plymouth linemake was discontinued and 
the Plymouth dealer body had to be satisfied. 

It appears that Ford may be going to take the 
Mercury models that are left and roll them over into 
Lincoln. If that happens ... most of those dealers who 
have Mercury also have Lincoln, and theoretically, 

(Continued from page 1 Q) 

there may not be as much damage done. M & Ffinds 
that those dealers usually just want to move on, and 
they do not want to pursue trying to obtain additional 
value for their Mercury franchise. Mr. Sox believes 
that this is the way Ford is headed with the Lincoln­
Mercury issue. 

With regard to Ford-Mercury stand-alone fran­
chises (Mr. Sox is unaware of any Mercury stand­
alones), there may be something these dealers want 
to do to try to get some money out of Ford if, in fact, 
Ford makes an announcement pretty soon that there 
is no new product coming, and they're going to wind 
the linemake down. 

MERCEDES BENZ 

Mercedes Benz has been unusually active in the 
last year, and this probably has a lot to do with the new 
president of Mercedes Benz. He wants to get a lot 
done, and he is doing the same things that the 
domestic manufacturers are doing. He said, "I want 
everyone to comply with the Autohaus facility image 
design," and he wants every dealer to meettheir MSR 
sales responsibilities. He also wants their customer 
satisfaction scores to improve. So, Mercedes Benz 
has tackled these objectives in several ways. 

Autohaus Design Program. Earlier this year, 
Mercedes Benz sent out 2-year term agreements to 
dealers whose dealer agreements had expired under 
their own terms as of the end of last year. As part of 
those term agreements, MB sent improvement 
addendums to any dealer that was not meeting their 
MSR or who had not committed to the Autohaus 
design. 

In these improvement addendums, Mercedes 
Benz asked the dealer to sign the addendum that 
admitted, "I am not meeting my sales [and/or facility] 
obligations, and I agree that within 6 months I will 
have brought my sales to such and such level [and/or 
I will have met with the designer and have plans 
submitted to you for my Autohaus facility]." 

Myers & Fuller advised dealers that they should 
not ever sign anything that admits in writing that they 
have not met their obligations under their franchise 
agreements. This would be the death knell because, 
in the future, if it ends up in a fight, a dealer wouldn't 
want that signed acknowledgement to surface. 

Dealers questioned whether they had to sign 
these term agreements (and addendums) because 
their old agreements had expired. M & F advised that 
these dealers did not have to sign. The reason is 
because the franchise laws in every state give deal­
ers the protection that says, in essence, that the 
franchise agreement is perpetual. That means that 
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the dates put in these franchise agreements don't 
mean anything. 

The only thing that a manufacturer can do is to 
give the dealer notice that it is going to terminate the 
dealership agreement or give the dealer written 
notice that it is not going to renew the agreement at 
its expiration. 

Consistently, the manufacturers do not send no­
tices of non-renewal. Instead, they're sending out 
improvement addendums and term agreements hop­
ing to convince the dealers to agree to these various 
types of new conditions and in many cases, to give 
away their (the dealers') legal rights. 

Dealers are giving away their legal rights when 
they sign term agreements and addendums. Here's 
why ... The franchise laws say that if a manufacturer 
tells a dealer that it is going to non-renew orterminate 
that dealer, then a whole series oftests come into play 
under the franchise laws. 

These laws require the manufacturer to prove it 
has good cause to take that action (Le., either to 
terminate or non-renew a dealer). And, a manufac­
turer usually does not want to "go there" (Le., pursue 
this course). These test generally are difficult for a 
manufacturer to meel~And they have been made 
difficult to meet for a reason ... Franchise laws are in 
place to protect the dealers' investments. 

Accordingly, M & F advises dealer clients not to 
worry that their dealer agreements have expired, and 
not to be convinced that they have to sign what the 
manufacturer has sent. Dealers should respond, in 
writing, saying (1) that they want to comply with this 
or that issue, but that the language which is included 
in the Addendum is unacceptable, and (2) that they 
would like a full-term dealer agreement. 

After these two points are addressed, then the 
dealer can offer to look at the Autohaus design in 
another venue. But that should not be addressed 
within the dealer agreement because "that is a set­
up." Mr. Sox reported that his firm has written a lot of 
those letters on behalf of Mercedes Benz dealers. 

Margin holdback programs. The other way that 
Mercedes Benz is going about trying to get dealers to 
commit to the Autohaus design program and to sales 
performance requirements is through its new margin 
holdback program. This program is pretty simple ... 
It's 3% ... 1 % goes towards the dealer if they've met 
the image facility program, 1 % is for sales perfor­
mance and 1 % is for customer satisfaction. So, the 
same test applies. 

In and of itself, this is not an illegal program. But, 
as it is applied to any given dealer, it is necessary to 

(Continued) 

look at whether these requirements are practically 
doable and/or economically viable for the dealer. If 
they are not, then it is necessary to look further to see 
if there might be any price discrimination. 

Regarding Mercedes Benz and its Autohaus de­
sign program, Mr. Sox noted that MB is pushing 
dealers hard to participate, and M & F is not necessar­
ily happy with the way dealers are being pushed. 
However, once a dealer commits to participate in the 
program, there appear to be some pretty significant 
dollars as a reward on the back end to help the dealer 
pay for some of the costs ($400 a car). To be fair, Mr. 
Sox wanted to acknowledge that this seemed to be a 
pretty good incentive program. 

Question(s): How recently did the Mercedes 
Benz term agreements come out? Do dealers 
still have an opportunity to avoid signing them? 

Mr. Sox's Answer: I have found that dealers will 
let those kinds of things sit on their desks for months. . 
So, these came out earlier in the year, but I don't think 
that's any reason to assume that dealers have al­
ready made a decision one way or the other. 

If you have Mercedes Benz clients, you need to 
find out if they just put that on the corner of their desks. 
With everybody in the retail industry focused on trying 
to sell more cars, it's very hard for dealers to take the 
time to focus on agreements that are sent to them by 
the manufacturer. 

And, this is part of the problem. If the dealer 
doesn't have time to do it, someone else should read 
that agreement all the way through ... from the front 
to the back. The reason is because about once a year 
M & F will see the same agreement, the same form, 
and then all of a sudden it will find some new provision 
in it that wasn't in there before, and that newly slipped 
in provision is usually a real negative for the dealer. 
That's why dealers have to read these agreements. 
They can't just stick their heads in the sand as much 
as they would like to as it relates to these things. 

There is still enough time for Mercedes Benz 
dealers to claim that they don't want to agree that they 
are in violation of anything ... that if the manufacturer 
wants to pursue theirsales performance record, there 
is room underthe regular dealer agreement to do that 
- there is provision there that says that the dealer has 
to meet a certain sales responsibility. 

If the manufacturer doesn't think the dealer has 
met that responsibility, then the manufacturer can 
take action under the dealer agreement, but it shouldn't 
ask a dealer to agree up front that he or she is not 
meeting his or her obligations. 
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CHAMCO & CHINA CAR (CHINA) 

First of all, Chery is not an opportunity for dealers 
anymore. Many questions were raised when dealers 
called Myers & Fuller to ask if they should contribute 
the $2 million or so for the that franchise. However, 
everything now seems to have fallen through. 

China Car and Chamco are both there now as 
opportunities for dealers. M & F is advising dealers to 
obtain copies of the dealer agreement they're going to 
propose. Dealers should also obtain copies of the 
distribution agreement between the U.S. distributor 
and the foreign car maker. The reason for the latter 
is because the distribution agreement is really where 
the protections for the dealer ... if there are any ... are 
going to be found. 

For a dealer to try to go after a foreign manufac­
turer in a country like China that doesn't operate 
under a free trade economy, it's going to be a hope­
less cause. So, if something were to happen after a 
dealer has made an investment in a faciUty and 
dealership and the foreign manufacturer pulls the 
plug, the distributor needs to have some rights against 
that manufacturer on the dealer's behalf. If the 
distributor does not have any rights on the dealers 
behalf against that manufacturer, the dealer is not 
going to be able to do anything about recovering 
some of its investment. 

M & F has dealers who are looking at Chamco 
and China Car, and M & F has seen those dealer 
agreements and distribution agreements. Mr. Sox 
noted these companies, through their U.S. distribu­
tors, are already acting like the other manufacturers. 
They have had dealers sign confidentiality agree­
ments before they would allow M & F to look at their 
agreements for them. So, Mr. Sox was not allowed to 
tell the audience what was found in the agreements or 
what the concerns were. 

Regardless, whatever franchise dealers are inter­
ested in, they should have an experienced franchise 
lawyer review these agreements on their behalf. 

MAHINDRA (INDIA) 

Mr. Sox noted that his firm is a little more comfort­
able with Mahindra, but only because of the economy 
and the free trade system in India and also because 
Mahindra has a track record. However, at the same 
time, there are risks. 

Myers & Fuller is advising dealers to look at those 
agreements carefully and to know what they're get­
ting themselves into. Dealers should also try to "slow 
walk" the requirements that Mahindra is putting into 
those agreements as it relates to giving them an 

(Continued from page 21) 

exclusive facility within 6 to 8 months of a year from 
receiving the first cars. 

This strikes M & F as awfully quick for a dealer to 
be spending that kind of money when no one really 
knows what is going to happen with the product and 
whether it's going to get a bad reputation because it 
has some flaw. So, Mr. Sox advice was to "slow walk 
those expenses." 

Question: Do you have any more information 
on Mahindra? 

Mr. Sox's Answer: I had the opportunity to 
review the distribution agreement with Mahindra un­
der their confidentiality agreement. They didn't even 
want me to have a copy of it in my possession, so I 
flew up to Atlanta to their Alpharetta offices. I sat in 
their boardroom to review Mahindra's distribution 
agreement and met some of their executives. 

I don't want anybody to take my advice on which 
of these manufacturers is the right one to hook up 
with; but, from what I could tell, their management has 
some real good car experience. I'll leave it at that. . 

Question: Do you have any more information on 
Crosslander? 

Mr. Sox's Answer: A few years ago, some 
dealers bought Cross lander, and then they didn't get 
their money back when Crosslander didn't come 
through. My understanding is that so far, when 
dealers ask if they can apply the money that they paid 
years ago for Crosslander to any of the initial fees for 
a Mahindra franchise, they are being told that they 
cannot because Mahindra is a separate corporation. 
Unfortunately, we haven't seen any progress in that 
regard. 

SELECTED QUESTIONS 

#1. Can a manufacturer legally require a 
dealer to participate in its local marketing group 
(LMG)? 

Mr. Sox'sAnswer: The answer is, "No." Manufac­
turers don't like that answer, but the answer is still, "No." 

We have represented several dealers who have 
become fed up with contributing towards a local 
marketing group, and for whatever reason (they may 
be a fringe dealer in that market), they don't feel like 
they're getting the full benefit from all of the money 
they're putting into it. 

What we have done is put the designated leader 
of the marketing group on notice that our client does 
not want to participate anymore. We'll ask for copies 
of the bylaws of the LMG, which will provide the exit 
for any dealer that doesn't want to participate in the 
LMG any more. If those procedures are followed, the 
dealer should be in the clear. 
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As a practical matter, what has happened when 
we do that is the manufacturer comes knocking on the 
dealer's door and asks what the dealer is doing, 
saying, "We need to have full participation in this." 
This gives the dealer the opportunity to say ... "I'm a 
team player but, for the following reasons, I didn't 
think I was getting the benefit out of it." This should 
open the door for negotiations with the manufacturer 
to correct the problem. 

Again, a dealer is not legally required to partici­
pate in a LMG. 

#2. Question: How important are capital 
standards in dealership acquisitions? 

Mr. Sox's Answer: That's usually one of the big 
3 criteria that a manufacturer can focus on in order to 
turn a deal down. It doesn't happen very otten, but we 
have had some dealers both on the selling side or on 
the buying side who say, "This capital requirement 
just doesn't seem to be right." 

We recommended that the dealer have a discus­
sion with its manufacturer to find out how the manu­
facturer arrived at the capital standard(s) it had set. 
Sometimes, the manufacturer will reconsider and 
say, "OK, we see where you're coming from," and 
they lower the capital requirement. They reach some 
kind of agreement. It is certainly something that is 
negotiable. 

#3. Question: Has your firm been involved in 
any of the litigation involving how administration 
and/or doc fees were charged to the customer at 
closing? 

Mr. Sox's Answer: Yes. We've brought in 3 
attorneys that specialize in F & I compliance, and 
we've been involved in some of the class actions. 

Many states are moving towards some kind of 
action - whether it be to put a cap on those fees, or to 
require specific disclosure language that needs to be 
included on the buyer's order as to what that fee 
represents. What M & F recommends is that dealers 
disclose them on a line separate from any other 
regulatory fees or taxes. The reason is because the 
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first thing that the class action attorneys usually say 
is, "You have deceptively presented that fee as if it is 
non-negotiable, as if it is just another regulatory fee." 
That gets a lot of traction in court. 

So, dealers want to make sure that these fees are 
set forth separately; and underneath, in parentheses 
and in lettering as big as you can make it, make some 
kind of disclosure that ''This fee represents costs and 
profits to the dealership." This is the language that is 
required in Florida and it is what we recommend to 
dealers who don't have any kind of regulatory guide 
in their state. 

#4. Question: Can you comment a recent 
change in Florida law that affects manufacturers' 
payments to dealers? 

Mr. Sox's Answer: Florida passed a law that 
provides that dealers are now required to be paid their 
retail rate, not only for their labor but also for their 
parts. The manufacturers have responded to this 
very unhappily - challenging it as unconstitutional. 
They've said, "If you want your retail rate for your 
parts on ou r warranty work, then we're going to bring 
in audit teams to determine whether you're charging 
a reasonable retail rate." 

At the next legislative session in Florida, M & F will 
attempt to define the formula that is going to be used 
by the dealers to compute the retail rate that the 
manufacturers will have to pay. There are only 5 
states whose laws are so specific that they say, in 
effect, that the dealer submits 100 repair orders and 
takes an average mark-up of those repair orders, and 
that average percentage mark-up is what is applied 
going forward on all their warranty reimbursement 
requests. This approach strikes us as a pretty simple 
and good formula. 

The manufacturers don't like the result, but that's 
where they forced the Florida dealers to go because 
they put up such a fight over the current law which 
doesn't have a specific formula in it. Certainly many 
dealers are counting on the additional money such a 
formula approach would provide to help with their 
bottom lines. * 
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STRICTER STANDARDS FOR AVOIDANCE OF PREPARER 
PENALTIES REQUIRE MORE DUE DILIGENCE 

EXECUTIVE SUMMARY 

Recent changes make it easier for the IRS to 
assess penalties against tax return preparers. In the 
filing season now upon us, more thought and atten­
tion will have to be given to thoroughly researching 
tough tax questions and to determining whether vari­
ous disclosures are required with the tax returns to 
avoid these penalties. 

In light of the interim guidance in Notice 2008-13, 
a prudent course of action would be for tax return 
preparers to documenttheirfiles by including a memo­
randum indicating the extent to which they were able 
to comply (Le., satisfy themselves) with its guidelines. 

CHANGES IN THE LAW 

The Small Business & Work Opportunity Act of 
2007 amended Section 6694 (1) to increase the first 
tier and the second tier penalty amounts and (2) to 
alter the standards of conduct to be complied with in 
order to avoid imposition of tax return preparer penal­
ties in connection with positions taken on aI/tax returns. 

These penalties have been extended to preparers 
of tax returns forestate, gift, employment, excise tax and 
exempt organizations. Although there is minor transi­
tional relief, these changes apply to all tax returns ... not 
just to income tax returns ... prepared after May 25, 
2007. They also apply to preparers of claims for refund. 

"Unreasonable position. " The penalty for filing 
a return that has a tax .liability understatement due to 
an "unreasonable position" is now the greater of (1) 
$1,000 or (2) 50% of the income earned (whether or 
not collected) by the tax return preparer for preparing 
the tax return or the claim for refund. 

"Willful or reckless conduct." The penalty for 
filing a return that has a tax liability understatement 
due to "willful or reckless conduct" is now the greater 
of (1) $5,000 or (2) 50% ofthe income earned (whether 
or not collected) by the tax return preparer for prepar­
ing the tax return or the claim for refund. 

Under the new rules, a penalty for an incorrect 
return position can be avoided only ifthere is a "reason­
able belief" that the position taken will "more likely 
than not"be sustained on its merits ... That requires 
a greater than 50% ... an over 50% ... chance. 

Under prior law, a penalty for taking a tax return 
pOSition could be avoided if there was a "realistic 
possibility" ... one-in-three or 33-1/3% ... chance 
that the position taken in the tax return could be 
sustained on its merits. 

Under these new, higher standards, it is possible 
that a tax return preparer could be penalized ... if 
there is not a more than 50% chance (Le., a more 
likely than not chance) of being right ... even though 
the taxpayer might be able to avoid a comparable 
penalty. The taxpayer is only required to have a more 
than one-third chance of being right (Le., a realistic 
possibility that the position taken in the tax return 
could be successfully defended). 

Should you attach Form 8275 to the tax re­
turn? Some tax questions require studying the Code 
and the Regulations and trying to understand what 
they say. Sometimes what they say is clear; how­
ever, despite this clarity, the taxpayer may still want 
to take a contrary position in filing the tax return. Also, 
some tax questions require a study of the case law 
involving similar situations with varying fact patterns, 
and from these cases, some judgment must be made 
as to where the case at hand falls on the spectrum of 
sustainable possibilities. 

If, as thetax return preparer, you're notsureofthe 
correct tax treatment for a transaction, should you 
attach Form 8275, Disclosure Statement to the tax 
return? Take a close look atthis form and its compan­
ion Form 8275-R. You'll probably be needing them 
this year. 

INTERIM GUIDANCE ... "REASONABLE BELIEF" 

Mercifully, on December 31, 2007, the IRS is­
sued 3 notices (Notice 2008-11, -12 and -13) provid­
ing some clarifications and interim guidance. Notice 
2008-13 is especially important, and it contains 12 
examples illustrating some of these new rules. 

Notice 2008-13 provides the following interim 
guidance in connection with "reasonable belief that 
the tax treatment of the position would more likely 
than not be sustained on the merits." 

" ... [A] tax return preparer is considered rea­
sonably to believe that the tax treatment of an item 
is more likely than not the proper tax treatment ... if 
(1) the tax return preparer analyzes the pertinent 
facts and authorities [in the manner described in Reg. 
Sec. 1.6662-4(d)(3)(ii)] and, (2) in reliance upon 
that analysis, reasonably concludes in good faith 
that there is a greater than fifty percent likelihood 
that the tax treatment of the item will be upheld if 
challenged by the IRS ..... [Emphasis added.] 

" ... [A] tax return preparer may rely in good faith 
without verification upon information furnished by the 
taxpayer, as provided in Reg. Sec. 1.6694-1 (e). ~ 

~Ph~ot~oc~OP~Yin~g~Or~R~ep~rin~tin~g~W~ith~ou~tP~e~rm~is.~io~n~t.~pr~oh~ib~~e~d~~~~~~ 
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Stricter Standards 

"In addition, a tax return preparer may rely in good 
faith and without verification upon information fur­
nished by another advisor, tax return preparer or 
other third party. Thus, a tax return preparer is not 
required to independently verify or review the items 
reported on tax returns, schedules orotherthird party 
documents to determine if the items meet the stan­
dard requiring a reasonable belief that the position 
would more likely than not be sustained on the merits. 

"The tax return preparer, however, may not 
ignore the implications of information furnished to 
the tax return preparer or actually known to the tax 
return preparer. 

''The tax return preparer also must make rea­
sonable inquiries if the information furnished by 
another tax return preparer or a third party appears to 
be incorrect or incomplete." 

CIRCULAR 230 

Another consideration in these discussions is the 
fact that, in September 2007, the IRS issued pro­
posed Regulations that would change Section 10.34(a) 
of Circular 230, which governs practice before the 
Treasury and the IRS. 

This change provides that a practitioner can sign 
. a tax return as preparer only if there is "a reasonable 
belief that the tax treatment of each position on the 
return would more likely than not be sustained on the 
merits." This change is intended to maintain some 
parity between the thresholds in Section 6694 and 
Circular 230. 

TWO EXAMPLES OF NEW PENAL TV TENSIONS 

1. Taxability of manufacturer "reimburse­
ments" to dealerships for consolidation and/or 

. facilities & image upgrades. This is an issue that's 
a good example of the "rock-and-a-hard-place" di­
lemma that now confronts a CPA tax return preparer. 

As discussed in the Dealer/Factory Issues Up­
date (pages 12-23), many manufacturers have incen­
tive or other programs which provide that a dealership 
will be "reimbursed" if it participates in certain consoli­
dation and/or facility and image upgrade activities. 
Are such payments received by the dealership cur­
rently taxable? ... Or, can the basis of the assets or 
improvements be reduced by the amount of the 
manufacturer's "contribution" or "reimbursement?" 

I'm not going to try to answer that tax question 
here. However, many CPAs with whom I have 
recently discussed this tax question have said that 
they believe that the manufacturer's reimbursement 
is not (immediately) taxable to the dealership. They 
have taken the position that the reimbursement re­
ceived can be offset against the basis of the facility or 
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improvement. Sometimes, they have cited Section 
118 of the Code as the basis for their conclusion. 
(Frankly, I have my own doubts that this would be 
correct. Also in this regard, see the IRS recently 
issued Internal Directive cautioning against the misuse 
of this provision, as discussed in Update #5 in the ''Tax 
Watch Ouf' section of this issue of the OTW) 

Certainly, one consideration bearing on how a 
dealership should treat these payments from the 
manufacturer lies in the wording of the contract or 
agreement between the manufacturer and the deal­
ership. Are services being provided? Are there other 
conditions or requirements? etc. 

Another consideration is what the Code (espe­
cially Section 118), Regulations and various pro­
nouncements and cases have held on similar situa­
tions in the past. 

What if, after all of your research, you conclude 
that it should be proper to reduce the basis of the· 
improvements ... butyou're not entirely sure? Well ... 
How sure are you ... on a scale of 1 to 1 00, where you 
have to get to at least 51 in order to avoid a tax return 
preparer penalty? 

If the correct tax treatment is that the payment 
received from the manufacturer is taxable immedi­
ately as ordinary income (and the payment should not 
be treated as an offset against basis), then it is 
possible that the IRS could impose penalties on both 
the return preparer and the taxpayer if the tax return 
did not report the payment as income and no further 
disclosures were made in the tax return. Here's 
where completing Form 8275 and attaching it to the 
tax return becomes important. 

The changes in the law have established a dis­
parity in the now higher "greater than 50%" threshold 
at which penalties will be assessed against tax return 
preparers vis-a.-vis taxpayers (who "can live with" a 
lower one-in-three threshold). This disparity is likely 
to necessitate some potentially unpleasant discus­
sions with clients, especially if you are going to give 
your client a lecture explaining the differences be­
tween your respective, relative, tolerable degrees of 
(un)certainty. Things could get tense and touchy and 
conflicts of interest could arise. 

2. Tool reimbursement plans. With the exten­
sion of Section 6694 penalties to preparers of em­
ployment tax returns, similar considerations arise for 
those preparing quarterly Forms 941 for employers 
who have (or believe they have) Section 62(c) ac­
countable plans. Preparer liability is no longer limited 
to the preparation of income tax returns for those 
participating in these arrangements. In this regard, 
see our discussion on ILM 200745018. * 



DOL 
Letter 

FAILURE TO PROMPTLY REMIT SECTION 401 (k) PLAN CONTRIBUTIONS 

WITHHELD FROM EMPLOYEES CAUSES DEALERSHIP BIG PROBLEMS 

U.S Department of Labor 

SEP 19,2007 

Employee Benefits Security Administration 
Washington District Office 
1335 East-West Highway, Suite 200 
Silver Spring, MD 20910-3225 

(301) 713-2000 Fax (301) 713-2008 

Certified No: ... Return Receipt Requested 

Dear [Plan TrusteeJ: 

Pa e I of3 

The Department of Labor (the "Department") has responsibility for administration and enforcement of Title I of 
the Employee Retirement Income Security Act of 1974 (ERISA). Title I establishes standards governing the 
operation of employee benefit plans such as the [XYZ Dealership] Section 401 (k) Plan and Trust (the "Plan"). 

ERISA Violations by Plan Administrator & by Plan Trustee 

This office has concluded its investigation of the Plan, of the [XYZ DealershipJ (the "Company") as Plan 
Administrator and of you as the Plan trustee. Based on the facts gathered during this investigation, it appears that, 
as Plan Administrator and Plan trustee, the Company and you, respectively, violated several provisions of ERISA. 
Accordingly, during the on-site investigation and by telephone, we apprised you of your specific actions, which we 
believe violated ERISA. 

Facts 

As we understand the facts, many of which were provided to this office by you during the course of our 
investigation, the Company's established practice from [X date in calendar year 2002J through [X date in calendar 
year 2007J was to remit employee contributions to [ABC, Inc.J(the "Principal") (the Plan's asset custodian) up to 66 
days following the pay date on which contributions were withheld. 

From 2002 through the present, the Company remitted employee contributions electronically. ... The shortest 
delay pursuant to the remittance of employee contributions was 2 days. Three Company dealerships participated in 
the Plan specifically, [Dealership #1J, [Dealership #2J and [Dealership #3J. 

The Company took 34 days, 31 days and 27 days on average, per the three aforementioned dealerships, to remit 
employee contributions to the trust. During an on-site interview, you explained that the Company established a goal 
to remit contributions to the Plan by the 15th business day of the following month subsequent to the month in which 
the employee contributions were withheld from payroll. You also explained that the earliest point at which 
employee contributions could be reasonably segregated from the Company's general assets was on the pay date. 

It Was Possiblejor the Dea/ership(.s) to Remit Withheld Contributions Much Sooner 

In an interview with Company personnel responsible for administering the day to day Plan operations, it was 
explained that if the Company had not established a goal to remit employee contributions to the Plan by the 15th 
business day of the following month, it would have been administratively feasible for the Company to have remitted 
employee contributions to the Plan on the pay date for which the contributions were withheld - specifically, each 
week on Friday. 

Therefore, in consideration of the Company's administrative practice and procedures, the pay date for which the 
contributions were withheld was selected as the date for employee contributions to be reasonably segregated from 
the employer's general assets. 

~Ph~o~toC~O~pY~in~g~Or~R~ep~rin~ti~ng~W~it~ho~u~tP~e~rm~is~si~on~l~sP~r~oh~ib~ite~d~~~~~~~ 
26 December 2007 ~ 
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DOL 
Letter 

FAILURE TO PROMPTLY REMIT SECTION 401(k) PLAN CONTRIBUTIONS 

WITHHELD FROM EMPLOYEES CAUSES DEALERSHIP BIG PROBLEMS 
Pa elof3 

Lost Interest Is Due to the (Section 401(k)) Plan 

Based upon this review of the Company's timeliness pursuant to the remittance of Plan employee contributions, 
the Department determined lost interest due to the Plan. 

In the Department's lost interest calculations, the pay date (specifically, each week on Friday) was selected as 
the date for employee contributions to be reasonably segregated from the employer's general assets for the period 
from [X date in calendar year 2002J through [X date in calendar year 2007]. 

Generally, the Payroll Pay Date Will Reflect the Date When Such Contributions Can Be Segregated and Become 
Plan A.~sets 

Department of Labor Regulation 29 CFR 2510.3-102 specifies in part, that employee contributions to a plan 
become plan assets " ... as of the earliest date on which such contributions can reasonably be segregated from the 
employer's general assets ... ". Generally, the payroll pay date will reflect the date when such contributions can be 
segregated and become plan assets. At that time, the contributions are considered to be for the exclusive benefit of 
the participants. 

Violation of ERISA Provisions 

Your failure to collect and the Company's failure to forward employee contributions to the Plan in a timely 
manner is a violation of ERISA Sections 403(c)(l), 404(a)(1)(A) and -(8), 406(a)(1)(D), and 406(b)(I) and -(2). 

403(c)(J) 

404(a)(l) 

The assets of a plan shall never inure to the benefit of any employer and shall be held for the 
exclusive purposes of providing benefits to participants in the plan and their beneficiaries and 
defraying reasonable expenses of administering the plan. 

A fiduciary shall discharge his duties with respect to a plan solely in the interest of the 
participants and beneficiaries and ... 

-(A) For the exclusive purpose of (i) providing benefits to participants and their beneficiaries; and (ii) 
defraying reasonable expenses of administering the plan. 

-(B) With the care, skill, prudence, and diligence under the circumstances then prevailing that a 
prudent man acting in a like capacity and familiar with such matters would use in the conduct of 
an enterprise of a like character and with like aims. 

406(a)(l) A fiduciary with respect to a plan shall not cause the plan to engage in a transaction, if he knows 
or should know that such transaction constitutes a direct or indirect ... (D) transfer to, or use by 
or for the benefit of, a party in interest, of any assets of the plan. 

406(b)(J) A fiduciary with respect to a plan shall not deal with the assets of the plan in his own interest or 
for his own account. 

406(b)(2) A fiduciary with respect to a plan shall not (in his individual or in any other capacity) act in any 
transaction involving the plan on behalf of a party (or represent a party) whose interests are 
adverse to the interests of the plan or the interests of its participants or beneficiaries. 

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

. FAILURE TO PROMPTLY REMIT SECTION 401 (k) PLAN CONTRIBUTIONS 

WITHHELD FROM EMPLOYEES CAUSES DEALERSHIP BIG PROBLEMS 
Pa e3 00 

Corrective Actions Taken 

It is further my understanding that you have been verbally informed of the actions which we believe resulted in 
violations of ERISA. It is my understanding that corrective action has been taken, in that you have ... 

• Deposited [almost $70,OOO} into the Plan, which represented restoration of lost opportunity costs for 
delinquent employee contributions, and ... 

• Already changed your employee contributions remittance policy so that employee contributions will be 
remitted to the Plan's asset custodian on the pay date for which the contributions were withheld 
specifically, each week on Friday. 

Because you have taken the corrective action described above, the [Department of Labor} will take no further 
action with respect to this matter. 

Caveats ... Warnings 

• You are cautioned, however, to refrain from such conduct in the future. 

• You are further cautioned that this notice addresses only the Issues described above. 

• You must understand that by agreeing to take no further act on with regard to this issue, the [Department of 
Labor} commits only itself and cannot in any way restrain any other individual or governmental agency 
from taking any furtiler action it may dee"m appropriate with respect to either this or other matters. 

Prohibited Transaction Conduct and Possible IRC Section 4975 Penalties 

Further, as you may be aware, Congress, in enacting ERISA, added Section 4975 to the Internal Revenue Code 
of 1954. Section 4975 imposes an excise tax on disqualified persons (generally, the same as parties in interest 
under Title I of ERISA) who engage in prohibited transactions with employee retirement benefit plans. 

In general, this excise tax, which is administered and enforced by the Internal Revenue Service, is applicable in 
two steps ... 

• A first level tax equal to .,. 15% for prohibited transactions (occurring on or after August 5, 1997) of the 
amount involved in the transaction for each taxable year during which the transaction is outstanding, and 

• A second level tax equal to 100% of the amount involved if the transaction is not corrected. 

The excise tax is paid concurrently with the filing ofa Form 5330 (Form and Instructions enclosed). 

Information Required to Be Shared Between Internal Revenue Service and Department of Labor 

Please also be advised that pursuant to Section 3003(c) of ERISA, 29 U.S.C. Section 1203(c), the Secretary of 
Labor is required to transmit to the Secretary of the Treasury information indicating that a prohibited transaction has 
occurred. Accordingly. this matter will be referred to the Internal Revenue Service. 

Sincerely, 

Regional Director, Washington District Office 

Enclosures: 5330 Form and Instructions 

~P~ho~to~CO~pY~in~g~Or~R~ep~ri~nt~in~gW~ith~ou~t~pe~rm~i~ss~io~n~ls~p~ro~hib~it~ed~~~~~~* 
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.SrLEC7'Ll) COllllL\1S OS FORlI 5330 & CO,lJI'lTIT/OS OF SUTIO\ 4975 £H'15,'£ TL\;/:S 

WIIERL' ElII'U))LRS FilL TO PIWlll'lLr RLlIII' 5;LC. 401(11) PI- 1.\ CO,\TJilHlTIOSS 

WIT/llIELD FRO'" EIII'LOJEL\" H'IGES 

• Form 5330 is required to be filed for each year or portion of a year. The due date for Form 5330, if it is being 
filed only for Section 4975 taxes, is the last day of the 7th month after the end ofthe tax year of the filer (Le., the 
employer or other person who must file Form 5330). 

• Form 5330 is a 5-page form (last revision March 2007). Only Pages 1,3 and 4 appear on page 30. 

• The Instructions cover 12 pages. Only selected portions of the Instructions relevant to the Section 4975 excise 
tax are reproduced here. 

• A Form 5330 and tax payment is required for ... "Each year (or part of a year) in the taxable period 
applicable to a prohibited transaction under Section 4975." (Instructions, Page 2) 

• When calculating the prohibited excise tax where there is a failure to transmit participant contributions 
(elective deferrals) ... or amounts that would have otherwise been payable to the participant in cash ... the 
"amount involved" is based on interest on those elective deferrals. See Revenue Ruling 2006-38. 
(Instructions, Pages 1 & 7) 

• If Form 5330 is filed late, interest in penalties for late filing and late payment will be billed separately (by 
the IRS) after the tax return has been filed. (Instructions, Page 3) 

• In the dealership situation subject to the Department of Labor letter ... 
• It could be possible that as many as 18 Forms 5330 might have to be filed ... 3 dealerships x 6 years (2002-

2003-2004-2005-2006-2007). 

• When a prohibited transaction spans multiple tax years, and where that interest is not repaid in (or by the 
end of) a given year, that interest is added to the principal amount in the subsequent year. 

• Revenue Ruling 2006-38 provides an example of the computation of the first tier of excise tax. 

• The interest rate provided for in Section 6621 (a)(2) on the date of the prohibited transaction is an 
appropriate rate to calculate the "amount involved" if the Form 5330 is timely filed. 

• If Form 5330 is being filed late, a different interest rate could possibly be applied. 

• The second tier tax (under Section 4975), if the initial tax is not corrected within the taxable period, is an 
additional tax equal to 100% of the amount involved. 

• This tax is reported as an additional tax on Line 6b of Page 1, Part I. 
• If not all of the prohibited transactions have been corrected, it is necessary to complete Part V (Page 4) 

of Form 5330 in accordance with the Instructions on pages 8 and 9 (not reproduced). 

• Since the Forms 5330 are being filed late, the filers will also be subject to ... 

• Interest charged on taxes not paid by the due date, even ifan extension oftime to file is granted. 

• Penalty for latejlling of return * ... mUltiple penalty amounts, depending on how many days after due 
date the tax return is filed. 

• Penalty for late payment of tax. * 
* These penalties may be waived by the IRS if the filer can prove reasonable cause. 

• The Department of Labor has the authority to issue Regulations interpreting Section 4975(c)(I). 
• The Department of Labor has advised the Internal Revenue Service that the failure to remit employee 

contributions to an employee benefit plan may constitute a crime under 18 U.S.C. 664. 

• Accordingly, anyone who unlawfully and willfully converts to his or her own use or to the use of another, 
any of the moneys or funds, or other assets of any employee benefit plan could be subject to the fines 
and/or imprisonment as provided for under the provisions of Title 18. 

• Form 5330, Pages 1,3 & 4 .......................................................................... Pg. 30 

• Instructions, selected portions ............. , ........................................................ Pg. 31 

• Analysis of Revenue Ruling 2006-38 .......................................................... Pg.32 

~A~QU~.~rte~rIY~U~p~da~te~o~fE~.s~e~nti~al~T~ax~ln~fo~rm~.~t10~n~fO~ro~e~ale~rs~a~n~dT~h~ei~rc~p~As~~~~~~~~~Ph~m~oc~Op~Y~in9~O~r~Re~p~rin~tin~9~W~it~ho~ut~p~er~ml~ss~io~nl~s~pr~Oh~ib~ijed 
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Farm 5330 Retum of Excise Taxes 
Related to Employee Benefit Plans 

Section 4972 tax on nondeductible contl1butions to qualified plans (from Rna 141) • • • '01 , 

2 Section 4973(a)(3) tax on excess contributions to section 403(b)(7)(A) custodial accounts 
(from Hne24) ..•••••.••••••..•••••••••• \6' 2 

3 Section 4976 tax on disqualified beneflls for funded welfare plans (see instructions) • • ... 3 
4a SectIon 4978 and 4978A tax on certain ESOP dispositions (see instructions) • 2011 4a 

OM8No.I~ 

b The lax on line 4a is B raUl of the appIk:aIlon ot 0 Sec. 664(g) 0 Sec. 1042 0 Sec. 4978A 4b c" , 

fain 5380 (Rev. ~7J Pogo 3 

DUE DATE: Section 4975 taxes are due by the last day of the 7th month after the end of the tax year of the filer. 

_ Tax on Prohibited Tlllnsaclions (Section 4975)(8ee Instructions) 

25a Is the exciae tax a ~tt of a prohlbltad transaction that was (check one or more): 
o diaclete 0 other than discrete (a lease or a loan) 

b Complete the tabla below to disclose the prohlbHad transactions and frgure the ioH1a1 tax (see instructions). 

IdIAm ..... _ 
(eJ- ...... ~ 

~ 
{bIDate ilpro/liblled -~..." 01_ IC)Daecrlptlonof"", __ _Ion _il_.(cJb\' (100_701 

1100_7011111 the approptaIe nn (see .... !he _Ions! 
Ins1nIcIioIIs) _7oflhelns1ruclions)J 

(/) 

~) 

{iii} 

(x) 

25c Add arnounta in column le~ Enter here and on ina Sa • . . . . • . • . . . . • . ~ 
Sa Section 4978A tax on certain prohibited allocations of qualified ESOP securities (see '26 Have you corrected all of the prohibited tnmsactions that you are reporting on this return? (See page 8 

instructions) • • • • • , • • • • • . • • • • • • . • • , • • • • 203 Sa of the instructions) . • • • • • • • . • • • • • . . • • . . . . • • . • • • . 0 Yes 0 No 
b Section 4965 tax on prohlbHad tax shelter transactions. • • • '.' • • • .; • • J/!I7 5b .. If "Yes," complete Part V of this form. H 'No: complete Part V.of this form and see pege 8 of the instructions. 

~ 8a Section 4975(8) tax on prohibited transactions (from line 25c) •••.•..•. "" 8a _. ________________________________ _ 

!]!a b Section 4975(b) tax on failure to correct prohibited transactions (see Part IV instructions) ... Bb..... Farm 5330 
.. 7a Section 4971(8) tax on failure to meet minimum funding standards (saelnstructions) . • '83 7a (Roy,3-2IlO7) 

b Section 4971(b) tax on failure to correct minimum funding standards (see Part VI 
Instructions) • • • • . • • • • • • • • . • • • • • • • . •. . "" 7b 

8 Section 4977 tax on excess fringe benefits (from ine 3Od). . • . . . . • • -
9 Section 4979 tax on excess contributions to certain plans (see instructions). • • • • "" • 

10 Section 4980 tax on reversion 01 quaHfied plan assets to an employer (from line 34) • . 20C 10 
11 Section 4980F tax on failure to provide notice of significant reduction In future accruals 

(from line 41) ••••.••••••••.• , ••••••••.• 228 11 
128 Section 4971(1){1) tax on failure to pay liquidity shortfall (from line 45) • . • • • • • ... 128 

b Section 4971(1){2) additional tax on failure to correct Hquidlly shortfall (see Part XI 
instructions) • • • • • • • • • . • • • • • • . • • • • • • • • • LI !!'i'D41'!!:Q1!!J11-___ -t-_ 

1Sa Total tax. Add lines 1 through 12b (see page 5 of the Instructions). • • • • • • • 
b Enter amount of tax paid with Form 5558 or any other tax paid prior to filing this retum • 
c Total tax due. Subtract line 13b from line 13a. Attach check or money order payable 10 

'United Stales Treasury." Write your name. Identifying number, plan number, and "Form . 

For Privacy Act and PapetWork Reduclian Act Notice, see pagoll of !he insInIctions. Cal No. l1B1flM 

Dote 
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Instructions for Form 5330 
(Rev. March 2007) 

r..8ill Department of the Treasury 
fJJI/IIlnternal Revenue Service 

Return of Excise Taxes 
Related to Employee Benefit Plans 

Section 4975, Prohibited 
Transactions. Generally, for purposes 
of a prohibited transaction described In 
section 4975(c)(1 )(A), (8), (C), or (0), if 
a disqualified person enters Into a 
prohibited transaction in connection 
with the acqulslllon, holding, or 
disposition of certain securities, or 
commodities, and the transaction is 
corrected wfthln the correction period, It 
will not be treated as a prohibited 
transaction and no tax will be 
assessed. 

When calculating the prohibited 
transaction excise tax where there is a 
failure to transmit partlclpant 
contributions (elective deferrals) or 
amounts that would have otherwise 
been payable to the partlclpant in cash, 
the amount Involved Is based on 
interest on those elective deferrals. See 
Rev. RU!. 2006-38. 

, Interest and Penalties 
Interest. Interest is charged on taxes 
not paid by the due date even if an 
extension of time to file is granted. 
Interest is also charged on pen allies 
imposed for failure to fiie, negligence, 
fraud, gross valuation ovellltatements, 
and substantial understatements of tax 
from the due date (including 
extensions) to the dete of peyment. The 
interest charge Is figured at a rate 
determined under secticn 6621. 
Panalty for late filing of raturn. if you 
do not file a retum by the due date, 
Including extensions, you may have to 
pay a penalty of 5% of the unpaid tax 
for each month or part of a month the 
retum is late, up to a maximum of 25% 
of the unpeld tax. The minimum penalty 
for a retum that is more than eo days 
late Is the smaller of the tax due or 
$100. The penalty will not be Imposed if 
you can show that the failure to file on 
time was due to reasonable cause. If 
you file late, you must attsch a 
statement to Form 5330 explaining the 
reasonable cause. 
Penalty for late payment of tex. If 
you do not pay the tax when due, you 
may have to pay a penalty of 'fa of 1 % 
of the unpaid tax for each month or part 
of a month the tax Is not paid, up to a 
maximum of 25% of the unpaid tex. 
The penalty will not be imposed If you 
can show that the failure to pay on time 
was due to reasonable cause. 

Interest and penalties for late filing 
and iate payment wUl be billed 
separately after the return is filed . 

Part IV (Section 4975) 

Tax on Prohibited Transactions 
Section 4975 Imposes an excise tax on 
a disqualified person that engages in a 
prohibited transaction with the plan. 

Line 258. Check the box that best 
characterizes the prohibited transaction 
for which an excise tax is being paid. A 
prohibited transaction Is discrete unless 
it is of an ongoing nature. Transactions 
involving the use of money (loans, etc.) 
or other property (rent, etc.) are of an 
ongolnifnature and will be treated as a 
new prohibited transaction on the first 
day of each succeeding tax year or part 
of a tax year that Is within the taxable 
period. 
Line 25b, Column (b). Us! the date of 
all prohibited transactions that took 
place in connection with a particular 
plan during the current tax year. Also 
list the date of all prohibited 

,transactions that took place In prior 
years unless either the transaction was 
corrected In a prior tax year or the 
section 4975(a) tax was assessed In 
the prior tax year. A disqualified person 
who engages in a prohibited transaction 
must file a separata Form 5330 to 
report the excise tex due under section 
4975 for each tax year. 

Line 25b, Columns (d) and (e). The 
smount involved in a prohibited 
transaction means the greater of the 
amount of money and the fair inarket 
value (FMV) of the other property given, 
or the amount of money and the FMV 
of the othar property received. 
However, for services described in 
sections 4975(d)(2) and (10), the 
amount Involved only applies to excess 
compensation. FMV must be 
determined as of the date on which the 
prohibited transaction occurs. If the use 
of money or other property is Involved, 
the amount Involved Is the greater of 
the amount paid for the use or the FMV 
of the use for the period for which the 
money or other property Is used. In 
addition, transactions involving the use 
of money or other property will be 
treated as giving rise to a prohibited 
transaction occurring on the date of the ' 
actual transaction plus a new prohibited 
transaction on the first day of each 
succeeding tax year or portion of a 
succeeding tax year which Is within the 
taxable period. The taxable period is 
the period of time beginning with the 
date of the prohibited transaction and 
ending with the earliest of: 

1. The date the correction is 
completed, 

2. The date of the mailing of a 
notice of deficiency, or 

3. The date on which the tax under 
section 4975(a) is assessed. 

See the Instructions for Additional tax 
for failure to correct the prohibited 
transaction, 'under Part IV tor the 
definition of corraction. 

Failure to transmit participant 
contributions. For purposes of 
calculating the excise tax on a 
prohibited transaction where there is a 
failure to transmit participant 
contributions (elective deferrals) or 
amounts that would have otherwise 
bean payable to the Participant In cash, 
the amount Involved Is based on 
interest on those electlve deferrals. See 
Rev. Ru!. 2006-38. 

Column (e). The initial tax on a 
prohibited transaction Is 15% of the 
amount Involved In each prohibited 
transaction for each year or part of a 
year In the taxable period. MulHp/y the 
amount in column (d) by 15% • 

Additional tax for falllHfllo correct 
the prohibited transection (SectIon 
4975(b»). To avoid IlabHIty for 
additional taxas and penalties, and in 
some cases further Initial taxes, a 
correction must be made within the 
taxable period. The term correction Is 
defined as undotng the prohibited 
transaction to the extent possible, but in 
any case placing the plan in a financial 
poaItion not worse than that in which It 
would be if the d'1squ'alified person were 
acting under the highest fiduciary 
standards. 

If the Inillal tax is not corrected within 
the taxable period, an additional tax 
equal to 100% of the amount involved 
wni be Imposed under section 4975(b). 
Any disqualified person who 
participated in the prohibited 
transaction (other than a fiduciary 
acting only as such) must pey this tax 
Imposed by section 4975(b). Report the 
additional tax on line 6b. 

Line 26. If the "No' box is checked on 
line 26, there has not bean a correction 
of all of the prohibited transactions by 
the end of the tax year for which this 
Form 5330 is being filed. Attach a 
statement Indicating when the 
correction has been or will be made. 

Part V 

Schedule of Other Participating 
Disqualified Peraons and 
DesCription of Correction 
'If more than one disqualified person 
participated in the same prohibited 
transaction, list on this schedule the 
name, address, and social security 
number or employer Identification 
number of each disqualified person, 
other than the disqualified person who ' 
nles this nstum. 

Line 27. For all transactions 
oomplate columns (a), (b), and (c). If 
the transaction has been corrected, 
complete columns (a) through (e). If 
additional space Is needed you may 
ettach a statement fully explaining the ' 
correction and identifying persons 
Involved In the prohibited transaction • 

Correcting certain prohibited 
~Bnsactiona. Genendly,na 
disqualified person enters Into a direct 
or Indirect prohibited transaction (listed 
in items 1 through 4 below) In 
connection with the acquisition, holding, 
or disposlllon of certain securities or 
commodities, and tha transection is 
corrected within the correction period, It 
will not be treated as a prohibited 
transaction and no tax will be 
assessed. 

1. Sale or exchange, or leasing of 
any property between a plan and a 
disqualified person. 

2. Lending of money or other 
extension of credit between a plan and 
a disqualified person. 

3. Fumishlng of goods, services, or 
facilities between a plan and a 
disqualified person. 

4. Transfer to, or use by or for the 
benefit of, a dlsqualHied person of 
Income or assets of a plan. 

However, If at the time the 
transaction was entered into, the 
disqualified person knew or had reason 
to know that the transaction was 
prohibited, the transaction would be 
subject to the tax on prohibited 
transactions. 

For purposes of saction 4975(d)(23) 
the term correct means to: 
• Undo the transaction to the extent 
possible and in all cases to make good 
to the plan or affected account any 
losses resulting from the transaction, 
and 
• Restore to the pian or affected 
account any profits made through the 
use of assets of the plan. 

The correction period is the 14-day 
period beginning on the date on which 
the disqualified person discovers or 
reasonably should have discovered that 
the transaction constftutes a prohibited 
transection. 



COMPUTATION OF FIRST TIER (15%) PROHIBITED TRANSACTION EXCISE TAX 

WHEN PAYMENTS TO THE PLAN ARE NOT TIMELY REMITTED 

• Employer X sponsors a calendar year profit-sharing plan that is qualified under Section 401(a) of the Internal Revenue 
Code and contains a qualified cash or deferred arrangement described in Section 401 (k). 

• Employees of Employer X are paid on a payment date following the close of each payroll period. 
• Pursuant to the terms of the plan, during a specific payroll period, a portion of the pay of each employee was withheld 

from his or her pay in accordance with a cash or deferred election made by the employee. 
• The aggregate amount withheld for all employees for that payroll period totaled $100,000. 
• Failure spanned 2 years •.. 2004-2005. Although Employer X could reasonably segregate this amount from its general assets 

and transmit it to the plan on Dec. 8, 2004, Employer X failed to do so, and it did not correct the failure until Dec. 30, 2005. 
• The interest rate for underpayments under Section 6621 (a)(2) was 5 percent on Dec. 8, 2004, and on Jan. 1,2005. 

Law & A/1a~r.\i\ 

• Section 4975(a) imposes a 15% excise tax (the first tier excise tax) on a prohibited transaction. 

Two Tier • In addition, Section 4975(b) imposes a 100% excise tax (the second tier excise tax) on a prohibited 

Excise transaction if that prohibited transaction is not corrected during the taxable period. 
• The tax applies to any disqualified person who participates in the prohibited transaction (other than a 

Taxes fiduciary acting only as such). 

• Under Sec. 4975, the applicable excise tax is applied to the amount involved in the prohibited transaction. 

• A prohibited transaction includes any direct or indirect transfer to, or use by or for the benefit of, a 
disqualified person of the income or assets of a plan. [Sec. 4975( c)( 1 )(0)] 

Prohibited • A prohibited transaction also includes any act by a disqualified person who is a fiduciary whereby 

Transactions the fiduciary deals with the income or assets of a plan for his or her own interest or for his or her 
own account. [Sec. 4975(c)(1)(E)] 
• The definition of a disqualified person includes an employer any of whose employees are covered 

by the plan. [Sec. 4975(e)(2)] 

• The term "amount involved" is defined generally, as the greater of (1) the amount of money and the 
fair market value of the other property given or (2) the amount of money and the fair market value of 
the other property received in such transaction. [Sec. 4975(t)(4)] 

• Fair market value. 
• For purposes of the first tier excise tax, the fair market value is determined as of the date on 

which the prohibited transaction occurs. 
• In contrast, for purposes of the second tier excise tax, the fair market value is the highest fair 

Definitions market value during the taxable period described in Sec. 4975(t)(2). 

• The term "taxable period" is defined as the period beginning with the date on which the prohibited 
transaction occurs and ending on the earliest of ... 
• The date of the mailing of a statutory notice of deficiency, 
• The date on which the first tier excise tax is assessed, or 
• The date on which correction ofthe prohibited transaction is completed. [Sec. 4975(t)(2)] 

• The term' "correction" is defined as undoing the transaction to the extent possible, but in any case 
placing the plan in a financial position not worse than that in which it would be if the disqualified 
person were acting under the highest fiduciary standards. [Sec. 4975(t)(5)] 

• Use of money. Where the transaction involves the use of money or other property, the amount 
involved is the greater of the amount paid for such use or the fair market value of such use for the 
period for which the money or other property is used and the amount involved is determined for the 
entire period that the money or other property is used. [Reg. Sec. 53.4941(e)-1(b)(2)(ii)] 

• In addition, in the instance of a prohibited transaction that is a loan, an additional prohibited 

Other transaction is deemed to occur on the first day of each taxable year in the taxable period after the 

Considerations taxable year in which the use occurred. [Reg. Sec. 53.4941(e)-I(e)(I)] 
• Where principal and interest already have been repaid, the amount involved is the principal times the 

percentage that constitutes the fair market value of the use of money on the date of the transaction 
for each year or partial year in the taxable period. [Reg. Sec. 53.4941(e)-1(b)(4), Example (2)] 

• Transactions spanning multiple taxable years. Where a prohibited transaction spans multiple 
taxable years, if interest is not repaid in a given year, that interest is added to the principal amount in 
(i.e., as of the beginning of) the subsequent year. [Rev. Rul. 2002-43, 2002-2 C.B. 85] 

~Ph~O~IOC~o~~~in~g~Or~R~ep~rin~ti~ng~W~i~lhO~u~IP~e~rm~iS~Si~on~l~s~pr~Oh~ib~Re~d~~~~~~* 
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COMPUTATION OF FIRST TIER (15%) PROHIBITED TRANSACTION EXCISE TAX 
WHEN PAYMENTS TO THE PLAN ARE NOT TIMELY REMITTED 

Page 2 ofl 

• Amounts withheld from a participant's wages for contributions to a plan become plan assets as of the 
earliest date on which such contributions can reasonably be segregated from the employer's general 
assets. [Section 2510.3-102 of the Department of Labor Regulations] 

• In the case of a Section 401(k) plan, in no event does the date on which such contributions become 
plan assets occur later than ... 
• The 15th business day of the month following the month in which such amounts would otherwise 

have been payable to the participant in cash ... in the case of amounts withheld by an employer 
from a participant's wages, or 

• The 15th business day of the month immediately following the month in which the participant 
contributions are received by the employer ... in the case of amounts that a participant or 
beneficiary pays to an employer. 

Cu Ie lila I i () /I 

In the facts above, the failure to transmit the contribution until Dec. 30, 2005, constitutes a prohibited transaction for 2004 
and a prohibited transaction for 2005 under Section 4975(c)(I). 
• For the 2004 prohibited transaction ... 

• The amount involved is interest on $100,000 from Dec. 8, 2004, to Dec. 31, 2004, and 
• The taxable period begins on Dec. 8,2004 and ends on Dec. 30, 2005 (date ofthe correction). 

• For the 2005 prohibited transaction ... 
• The amount involved is interest 011 the new balance owed to the plan after increasing the principal as a result of 

there not being a correction of the 2004 prohibited transaction, and it is calculated from Jan. 1, 2005, to Dec. 30, 
2005. 

• The taxable period begins on Jan. 1, 2005 and ends on Dec. 30, 2005 (date of the correction). 
For purposes of calculating the Section 4975 excise tax (on a timely filed Form 5330) for a failure to transmit participant 
contributions ... , the interest rate for underpayments described in Section 6621(a)(2) on the date of the prohibited 
transaction is an appropriate rate used to calculate the amount involved. 

• For this purpose, the amount involved if an employer does not timely pay the participant deferrals or 
contributions to a qualified plan is based on interest on those elective deferrals. 

Calculation • The following illustrates the application of the 5% interest rate to the facts above (and taking into 
o/the account only the first tier excise tax): 

Amount Date Princieal Interest Rate Time Amount Involved 
Involved 12/8/2004 $ 100,000 0.05 0.0628415 $ 314 

111/2005 100,314 0.05 0.9972602 5,002 

Date of 2004 2005 
Prohibited Taxable Taxable 

Calculation 
Act # Transaction Taxable Period Year Year 

o/the 1 12/8/2004 12/8/04 to 12/30105 $ 314 $ 314 

Section 4975 2 1/1/2005 111/05 to 12/30105 - 51002 

First Tier $ 314 $ 5,316 

Excise Tax x .15 x .15 
$ 47 $ 797 

• The Section 4975(a) first tier excise tax totals $844 ($47 + $797). 

Other • Note: This example does not address ... 
• The computation of any interest or penalties for late filing or late payment of tax. 

Problems • The calculation, or applicability, if any, of the second tier excise tax. 

Citation • Revenue Ruling 2006-38 (2006-29 I.R.B. 80) 
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SECTION 62(c) ACCOUNTABLE PLANS FOR 
TECHNICIANS'TOOL REIMBURSEMENTS ... UPDATE 

This topic and area of the law continues to be 
among the most significant that the IRS is pursuing in 
terms of its application to auto dealerships. But, auto 
dealerships are just one example out of a large class 
of businesses in our economy that would like to obtain 
the benefits under Section 62(c) of the payment of 
tax-free income to their employees. 

Evidence of the IRS' tenacious concern over 
potential abuse in the application of Section 62(c) 
continues. Our 2007 year-end update considers 
three developments ... (1) recent remarks by the IRS 
MVTA at the 2007 AICPA auto dealership confer­
ence, (2) Revenue Ruling 2006-56 and, most impor­
tantly, (3) ILM 200745018. 

1. REMARKS BY IRS MOTOR VEHICLE TECH­
NICAL ADVISOR AT 2007 AICPA NATIONAL 
AUTO DEALERSHIP CONFERENCE 

Ms. Terri Harris' update comments at the 2007 
AICPA National Dealership Conference clearly em­
phasized the IRS enforcement and policing in this 
area. The text of the slides that Ms. Harris used in her 
comments on tool plans appears on the facing page. 

2. REVENUE RULING 2006-56 

This Ruling was issued in late 2006 in the context 
of employer per diem allowances to employees in the 
trucking industry. This factual background, therefore, 
involves a situation where the law allows employees 
to receive fixed amount per diem allowances or 
minimums. 

What is significant about Rev. Ru!. 2006-56 is its 
holding that the failure of the arrangement to treat the 
excess allowances as wages for employment tax 
purposes causes all payments made under the ar­
rangement to be treated as made under a 
nonaccountable plan. 

In this Ruling, the employer's expense allowance 
arrangement had no mechanism or process to deter­
mine when an allowance paid to an employee ex­
ceeded the amount that could be deemed substanti­
ated. In this case, the employer's arrangement rou­
tinely paid allowances to employees that were in 
excess of the amount that could be deemed substan­
tiated without requiring actual substantiation of all the 
expenses or repayment of the excess amount. 

The holding in Rev. Ru!. 2006-56 should come as 
no surprise, especially in the context of the facts and 
holding in Revenue Ruling 2005-52 (analyzed in the 
September 2005 issue of the Dealer Tax Watch) 

~Ph~ot~oc~OP~Yin~g~Or~R~ep~rin~tin~g~W~ith~ou~t p~e~rm~iss~io~n ~Is~pr~oh~ib~ite~d ~~~~~* 
34 December 2007 

which was addressed specifically to auto dealership 
technician tool plans. 

Rev. Ru!. 2006-56 is analyzed on pages 51-52. 

3. ILM 200745018 

More recently, in November 2007, the IRS re­
leased ILM 200745018 which was dated August 2, 
2007. This ILM was authored by the Branch Chief, 
Employment Tax Branch 1 (Exempt Organizations/ 
Employment Tax/Government Entities ... TEGE). 

The plan involved in this ILM was set up in the 
context of an employment situation where the 
employer's service technicians were required to pro­
vide their own tools as a condition of employment. 
The exact nature of the employer's business is not 
specified in the ILM. During the 4-year period (2003 
through 2006) that the plan was under IRS audit, it 
underwent several modifications and facelifts. 

The ILM's conclusion was that the employer's 
plan for technicians did not qualify for the tax-free 
benefits available under Section 62(c) for reimburse­
ments under accountable plans. Therefore, all 
amounts paid to the employee technicians under the 
Employer's Tool Plan would have to be ... (1) in­
cluded in the technician's gross income, (2) reported 
as wages or other compensation on the technician's 
Form W-2 and (3) subject to withholding and payment 
of employment taxes. 

IMPORTANCE OF THIS ILM 
CANNOT BE OVERSTATED 

This document provides a clear indication of the 
technical arguments available to the IRS. It contains 
perhaps the most complete statement, to date, of the 
position that the IRS is now taking - and can be 
expected to take - to challenge dealership technician 
tool plans. The ILM fully discusses the issue of "wage 
recharacterizations" as a recurrent theme. Further­
more, its analysis integrates both Namyst decisions 
(Tax Court and Appeals) and Revenue Ruling 2005-
52 into the overall discussion. 

The ILM differentiates the situation the IRS ad­
dressed in Rev. Ru!. 2005-52 insofar as that Revenue 
Ruling did not discuss how an arrangement intending 
to reimburse tool expenses can satisfy the business 
connection requirement. In the ILM, the IRS stated, 
" ... Accordingly, Rev. Ru!. 2005-52 did not address 
the prohibition against wage recharacterization nor 
the level of detail necessary to establish the requisite 
connection between the expense and the employee's 
job. Such analysis was not necessary in light of the 

see SECTION 62{c}, page 36 
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EMPLOYEE TOOL & EQUIPMENT PLANS 

PRESENTATION SLIDES 
By TERRI S. HARRIS ... IRS MOTOR VEHICLE TECHNICAL ADVISOR 

• A program intended to compensate technicians and trades people, who are required to 
provide their own tools, for both their labor and the use of their tools. 

• Technicians are provided with two checks ... 
• Labor payments from the employer 
• Tools payment through plan providers 

• Pro rams u ort to com I with the accountable Ian rules of IRS 62 c). 
• Characterize a portion of the technicians' compensation as reimbursement for tools rather 

than as wages. 
• A voiding both employment and income taxes on the tool payment amount. 

• Tool & equipment payments are paid based on an hourly rate. 
• Combination of tool rate and labor rate generally remains the same as prior rate after the 

im [ementation of the Ian. 
• Employer S pays its engineers $200 a day. 
• On those days that an engineer travels away from home on business for Employer S, 

Employer S designates $50 of the $200 as paid to reimburse the engineer's travel expenses. 
• Because Employer S would pay en engineer $200 a day regardless of whether the engineer 

was traveling away from home, the arrangement does not satisfy the reimbursement 
requirement of paragraph (d)(3 )(i) of this section (part of business connection). 

• No part of the $50 Employer S designated as a reimbursement is treated as paid under an 
accountable plan. 

• All payments under the arrangement ware treated as paid under a nonaccountab[e plan. 
• Employer S must report the entire $200 as wages or other compensation on the employees' 

Forms W-2 and must withhold and, a em 10 ment taxes on the entire $200 when aid. 
• Auto and Truck Dealerships 
• A viation techniques 
• Rig Welders 
• Construction Workers 
• Heavy Equipment and Farm Implement Dealers 
• Electrical, HV AC, lumbin contractors and re airmen 
• The Service has significant concerns with tool plans under the accountable plan rules. 

• This concern focuses on that some/many of these plans may just be wage 
recharacterization plans. 

• The plans also may not meet the other accountable plan requirements. 
• Business connection 
• Substantiation 
• Return of excess 

• Rev. Rul. 2005-52 addressed plans as they existed at the time, but did not ultimately resolve 
all of the concerns. 
• Industry mistakenly thinks it doesn't apply. 
• Plans have ada ted a bit to add substantiation-sound in conce ts to Ian. 

• The Service has established a cross divisional and cross functional team to address the issues. 
• The team includes members of Examination and Counsel functions of SBSE, TEGE, and 

LMSB as well as Chief Counsel in a coordinated process. 
• There are promoter exams underway and we are obtaining client lists using summons 

enforcement mechanisms if necessary. 
• Employer examinations are starting as a result of obtaining client lists. 

• To the extent lans do not meet the accountable Ian rules, there will be assessments. 
• Taxpayers are encouraged to take a cautious approach to tool plans and not to take "IRS­

approved" statements at face value. 
• The Service is reviewing the Coordinated Issue Paper last issued in 2000 and will update it 

to address the latest derivations of the tool lans. 
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Section 62(c) 

tool allowance's failure to satisfy the equally funda­
mental requirements of substantiation ,and return of 
excess." 

Well ... The ILM takes care of that ... thoroughly. 

PLAN FAILED ALL 3 REQUIREMENTS 

In the ILM, the IRS concludes that the tool plan 
fails each of the three requirements of business 
connection, substantiation and return of excess. 

After analyzing only the first requirement for 
compliance with Sec. 62(c) ... business connection 
... the ILM author(s) state, " ... The failure to satisfy the 
business connection requirement is sufficient to dis­
qualify the Tool Plan as an accountable plan and to 
require treatment of all payments made under the 
Tool Plan as taxable wages. However, forpurposes 
of providing a complete legal analysis, we will 
also address whether the Tool Plan satisfied the 
substantiation and return of excess requirements." 
[emphasis added] 

Because this ILM thoroughly analyzes all three 
requirements ... despite the fact that it could have 
stopped after analyzing the first requirement ... it 
provides great insights on many levels. 

The ILM states that the tool plan under audit failed 
the business connection and return of excess re­
quirements, both in design and operation. As to the 
substantiation requirement, the ILM holds that, though 
the tool plan (as outlined in the plan materials) may 
appear to contain elements that satisfy the substan­
tiation requirement, it (i.e., the plan) was insufficient in 
both design and in operation, and therefore, the plan 
also failed the substantiation requirement. 

PATTERN OF ABUSE .•. CLEAR & CONSISTENT 

Then, the ILM goes further and brings the "pat­
tern of abuse" element into its analysis. 

In discussing the "pattern of abuse," the ILM 
states, "We [the IRS] also note that, in addition to 
violating the basic requirements of an accountable 
plan, (namely substantiation, business connection, 
and return of excess), the plan as adopted by the 
employer and as administered by the promoter may 
also evidence a pattern of abuse under Reg. Sec. 
1.62-2(k), requiring the treatment of payments made 
under the plan as made under a nonaccountable plan. 

"These violations were not isolated errors 
with regard to a particular technician or particular 
period of time or type of tool. They are routine and 
fundamental to the design of the tool plan, where 

(Continued from page 34) 

the goal is to ensure that the gross pay of each 
technician never changes, by altering the como: 
pensation structure so that the amount of wages 
decreases by the same amount "reimbursed" in 
order to save on income and employment taxes 
that otherwise should be withheld and paid. 

"The accountable plan rules were not meant to 
allow taxpayers to avoid paying taxes on their wages, 
even if for a short period of time, in the guise of 
expense reimbursement." 

An abuse of the accountable plan rules was 
evidenced by the plan's practices of (1) routine reim­
bursement of unsubstantiated expenses and (2) 
recharacterizing wages as reimbursement until ex­
penses are reimbursed, only to reinstate the original 
compensation amount at that point. 

ILM CONCLUSION 

The ILM concludes that, in light of the plan's 
failure to satisfy any of the three requirements for an 
accountable plan and the pattern of abuse evi­
denced by its structure and operation, the 
employer's reimbursements to its employee techni­
cians did not satisfy the requirements of an account­
able plan under Section 62(c). Therefore, these 
"reimbursements" were to be treated as paid under a 
nonaccountable plan. 

FINAL THOUGHTS 

One might infer that this ILM (which concludes 
that the plan was "abusive" and refers to some of 
those involved with its operations as "promoters") 
reflects the background for the controversy with the 
ominous "promoter" overtones that we discussed in 
our June 2007 DTWupdate on tool plans. 

Interestingly, the ILM does not discuss the possi­
bility of Section 6662 accuracy penalties nor does it 
discuss the possibility of (old) Section 6694 tax return 
preparer penalties. 

Because of the overall significance of ILM 
200745018, we have devoted a great deal of space 
and attention on the following pages to the facts in the 
case (pages 37-41) and to the I RS' analysis of those 
facts (pages 42-45). If you are alreadyfamiliarwith all 
of the legal citations, you can easily skip over the 
discussion of law (pages 46-50) which we have 
included as supplementary information, along with 
the discussion on pages 51-52 of Revenue Ruling 

2006-56. * 
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• The Employer's employee service technicians (Technicians) are required to provide their own 
tools as a condition of employment. The tools used may range from simple wrenches to 
sophisticated power tools and computer analysis equipment. 
• Prior to the years at issue, Technicians had been compensated solely on an hourly wage 

basis, with no specific amount attributed to the provision of tools or other factors related to 
their employment qualifications. 

• In late 2002, the Promoter approached the Employer regarding implementation of the 
Promoter's program (Tool Plan) as a tax savings opportunity related to the reimbursement 
of Technicians' tool expenses without requiring the Employer to pay to the Technicians 
an additional cash over their houri wa es. 

• The Employer completed a number of forms to permit the Promoter to determine projected 
tax savings and to enroll in the Tool Plan. 
• As part of this enrollment process, Technicians were asked to estimate their tool inventory 

value. 
• From the estimates and other information provided by the Employer, such as the hourly wage 

rate of each eligible Technician, the Promoter then compiled a benefit analysis for Employer 
to determine projected the Employer savings. 
• However, the Promoter increased each estimated inventory value by $2000 to reflect an 

estimate of the Promoter's administrative fee that would be charged to each Technician 
and treated as an expense covered by the Tool Plan. 

• Once the Employer chose to implement the Tool Plan in early 2003, eligible Technicians 
could artici ate at their 0 tion b com letin and si nin an enrollment form. 

• The plan materials state that to become a Tool Plan participant, a Technician must average a 
minimum of 20 hours of employment per week and have a minimum of $ J ,000 worth of 
"qualifying expenses." 
• The Tool Plan materials state that the following may be claimed as employee business 

expenses ... "all tools required as a condition of employment, all ordinary and necessary 
trade and business expenses incurred by the employee in furtherance of his employer's 
business, such as uniforms, safety clothing and gear, training and certification, travel and 
lodging to obtain training and certification, insurance on tools, and maintenance of tools, 
equipment, and uniforms, etc., interest paid on tools, personal property taxes paid on tools, 
and the replacement cost oftools lost, stolen, or damaged." 

• We (Le., the IRS technicians involved with writing the ILM) are not certain how these 
non-tool expenses were claimed by the Technician and incorporated into the Tool Plan. 

• After receiving a Technician's enrollment form, the Promoter notified the Technician of his 
acceptance as a plan participant and the amount of the Tool Benefit he would receive, if any. 
• The Technician's Tool Benefit amount was based on the information provided on the 

enrollment form, as described further below. 
• The enrollment form (in the years 2003, 2004 and part of 2005) asked the Technician to list 

the tools the Technician was "required to provide, hold liability insurance for, keep, and 
maintain for purposes of [the Technician's] job" and to provide the cost of each category of 
tools. 
• Technicians were asked to sign the form, which included a statement that "the information 

contained here is accurate to the best of my knowledge and, if required, full substantiation 
can be provided." 

• Although the enrollment form asked the Technician to sign a statement that "T only use the 
above listed tools/equipment for my employer's business related activities," the Employer 
has not provided any evidence that it verified whether the tools listed by a Technician were 
actually re uired for or used in the Technician's em 10 ment with the Employer. 
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• The enrollment form did not ask for any information regarding date of acquisition of the tools 
in order to determine when the listed cost may have been paid. 

• The enrollment form asked the Technician for information regarding any depreciation taken 
by the Technician for the listed tools. 

• Other Tool Plan materials indicated that the Employer may have asked Technicians whether 
any prior reimbursements had been received for such tools. 

• However, the Employer has not provided any evidence that the Technician provided this 
information or that the Employer made any attempt to otherwise determine if Technician had 
recovered any tool cost through depreciation or previous reimbursement. 
• The Promoter has stated that its procedure was to ask each Technician to either provide 

copies of the prior four year's tax returns or sign a Form 4506T which would allow the 
Promoter to access tax return information from the IRS to verify whether the Technician 
had previously claimed a tax deduction based on the tools listed on the Tool Inventory as 
either an itemized deduction on Form 1040, Schedule A, or as a business expense 
deduction on Schedule C. 

• Neither the Employer nor the Promoter has provided any evidence that it obtained signed 
Forms 4506T or the tax return information. 

• The Promoter's materials stated that the Tool Plan asked for receipts or documentation related 
to the acquisition of the tools, if available, however, the Employer has not provided any 
evidence that it ever requested or obtained this documentation or otherwise determined if 
precise cost information was available. 

• The Promoter claims that it asked each Technician to fill out a form to permit the Promoter to 
access each Technician's tool purchase records, ifany, from certain tool companies. 
• For the 11 technicians involved with the plan in 2003 through 2005, only four of these 

forms were identified. 
• Therefore, the information provided by the Technician on the enrollment form appears to be 

the only documentation of the Technician's tool expenses. 
• We (i.e., the IRS technicians involved with writing the ILM) understand that the 

Technicians may have submitted pictures of their tools to attempt to document their Tool 
Inventory estimates or subsequent lists of tools on enrollment forms. 

• We (Le., the IRS technicians involved with writing the ILM) do not know the relevance 
placed by the Employer or the Promoter on these pictures to establish the values or costs of 
Technicians' Tool Inventories. 

• The Promoter updated its records of the Technician's initial Tool Inventory estimate to reflect 
the tool costs listed on the form. 
• However, we (i.e., the IRS technicians involved with writing the ILM) understand that for 

one or more Technicians enrolled in the Plan, the Employer has not provided any evidence 
that the Employer ever updated the Technician's initial estimate of tool inventory with tool 
cost information that would have been listed on an enrollment form if one was completed 
by the Technician. 
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• In late 2005 the enrollment form changed and was supplemented with an extensive tool 
inventory list with prices for each tool that could be purchased from certain specific tool 
companies. 
• The price lists were generally 3 years old. 
• The tool inventory list had another column for the Technician to list tools acquired from 

other companies. 
• The Promoter instructed the Technician to go through the list and insert the number of each 

tool he had available for use at the place of employment at that time. 
• The Promoter multiplied the number of tools by the price on the list to estimate the cost of 

the Technician's Tool Inventory. 
• The Promoter's materials reference the Technician's ability to modifY the price listed if 

necessary. Some of the Promoter's materials refer to information establishing the 
"value" of the Technician's tool inventory. 

• The Promoter then updated its records of the Technician's initial Tool Inventory estimate 
with the Tool Inventory as determined by the enrollment form and the tool inventory list 
the Technician had completed. 

• As with the previously used enrollment form, the new enrollment form did not ask for any 
information regarding date of acquisition of the tools or previous cost recovery through 
depreciation or prior reimbursement. 
• The new enrollment form asked the Technician to sign only that "I will be asked to provide 

substantiation for future expenses on a quarterly basis,' which will also be reimbursed 
through [the Promoter]." [Emphasis added by IRS in ILM text.] 

• Furthermore, while the Promoter's materials stated that the Tool Plan asked for receipts or 
documentation related to the acquisition of the tools, if available, the Employer has not 
provided any evidence that it ever requested or obtained any additional documentation for 
those expenses. 

• The prices listed on the tool inventory list were the only documentation of the Technician'S 
tool ex enses for an tools listed on the form. 

• The Promoter charged a two-part fee for setting up and administering the Tool Plan. 
• The Promoter charged the Employer a flat fee per Technician ($50 per Technician joining the 

Plan) when the Technician signed up. 
• The Promoter also charged the Technician an administrative fee of 10% of the computed 

value of the Technician's Tool Inventory as derived from the enrollment form. 
• In states that do not have an income tax, the Promoter administrative fee was 8% of the 

computed value of Technician's tool inventory, to reflect the reduced tax savings for 
employees who enrolled in the Tool Plan in those states versus states that did have an 
income tax. 

• The 10% amount was added to the Technician's Tool Inventory to arrive at the Total Tool 
Dollar Amount. 

• By increasing the Technician's Tool Inventory by 10% and then calculating its 10% of the 
new Total Tool Dollar amount, the Promoter effectively receives a 11 % fee of the Tool 
Invento amount. 

• The Tool Plan then calculated the Technician's Tool Benefit based on the Total Tool Dollar 
amount (Le., the Tool Inventory plus 10%). 
• The Tool Benefit was paid to the Technician as an hourly reimbursement rate (Tool Rate) 

over a determined number of reimbursement hours. As a formula, the computation was as 
follows: 
• (Tool Inventory + 10% fee) / Tool Rate = reimbursement hours 

• The Tool Plan determined the Tool Rate as a fixed dollar amount per hour for each Technician. 
• The starting point was 35% of the Technician's current hourly wage, although under the 

Tool Plan the Tool Rate could not exceed $8.00 per hour, or an amount that [when 
recharacterized from the Technician's hourly wages] left an hourly wage below the legal 
minimum wage. For example, the Tool Rate for a Technician receiving compensation of 
$20 er hour would be 35% of$20, or $7. 
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• The number of reimbursement hours for which the Technician would receive the calculated 
Tool Rate was based on the formula above. 
• The Technician received the Tool Rate for each hour worked until the reimbursement rate 

times such hours equaled the Technician's Tool Inventory plus the 10% fee, or the Total 
Dollar Amount. 

• To pay the Tool Benefit, the Employer divided the Technician's compensation into two 
components ... (1) the hourly wage rate and (2) the hourly Tool Rate. 
• The sum of the two components equaled the Technician's previous hourly wage. 
• Once the Total Dollar Amount was paid via the Tool Rate over the number of 

reimbursement hours, the portion of the Technician's hourly wage that had been 
recharacterized as a Tool Rate immediately reverted back to part of the hourly wage, so 
that the Technician always received the same gross wages. 

• The tax savings promoted by the Tool Plan resulted from treating the Tool Rate portion as 
nontaxable. 

• More specifically, once a Technician enrolled in the Tool Plan, the Employer began making 
two payments at the end of each pay period. 
• Check #1 ... The Employer issued one check to the Technician at the reduced hourly wage 

rate and treated this amount as wages and withheld income taxes and Federal Insurance 
Contributions Act (FICA) tax on the amount reported. 

• Check #2 ... The Employer made the second payment each pay period to the Promoter 
based on the determined Tool Rate; the Employer treated this check as not subject to 
income tax withholding or FICA tax for the employer or the employee. 

• The Promoter took its fee of 10% of the Total Dollar Amount out of the remitted funds and 
paid the balance to the Technician as the Tool Benefit. 

• The Promoter did not treat such amount as wages subject to FICA tax or income tax 
withholding. 

• Accordingly, the recharacterized hourly rate was treated as nontaxable income, including 
the portion paid to the Promoter as the fee. 

• Technicians continued to receive tlte same amount per hour as they did before the 
implementation of the Tool Plan, but it was split into two portions ... (1) one portion was 
treated as wages and (2) tlte other portion was treated as nontaxable reimbursementfor 
tool enses and tlte Tool PIan's administrative ee. 

• Technicians could increase their Total Tool Dollar Amount or again participate in the Tool 
Plan after receiving full reimbursement of their original Total Tool Dollar Amount if they 
purchased additional tools and submitted a "Tool Purchase Quarterly Update" form. 

• Unlike the costs or prices provided on the original enrollment forms, the new tool expenses 
included on the Tool Purchase Quarterly Update forms required the attachment of receipts or 
invoices for the expenses listed. 
• The Promoter added these tool purchases to any balance of the Technician's previously 

computed Tool Inventory which had not yet been reimbursed. 
• As the amount paid to a Technician as a Tool Benefit approached the Total Tool Dollar 

Amount, the Promoter informed the Employer. 
• The letter (sent to the Employer) indicated how many pay periods were left for payment of 

the Tool Rate for the calculated reimbursement hours. 
• . If the number was "0," the letter also stated, "[M]ake sure that you do not take any more 

Tool Plan deduction until further notified. The technician should return to their [sic] 
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• Generally, a Technician continued to receive his Tool Benefit until he had received an amount 
equal to his Total Tool Dollar Amount or until he quit. 
• The records provided by the Employer indicate that some Technicians received amounts as 

Tool Benefit in excess of their Total Tool Dollar Amounts. 
• The Employer has not shown that it required the Technicians to repay any excess 

reimbursements received or that it included these amounts on Forms W-2. 
• Although the correct reporting of excess amounts would be on a Form W-2, we (Le., the 

IRS Technicians involved with writing the ILM) also note that neither the Employer nor 
the Promoter reported such amounts on a Form 1099. 

• The Promoter asserts that if a Technician terminated employment, he forfeited the ability to 
obtain reimbursement of the remaining balance on his Tool Inventory. 
• However, as a payment made on an hourly basis, such "forfeiture" was consistent with the 

simultaneous cessation in the a ment of hourI wa es u on termination. 
• At the end of 2005, six new Technicians and two Technicians who had received prior 

reimbursements were signed up for the Tool Plan with benefits starting in January of2006. 
• At that time, the Tool Plan had been modified to treat the tool reimbursements as a "lump 

sum" pre-tax deduction from the technicians' pay check. 
• The Tool Benefits would no longer be based upon the number of actual hours worked 

during a particular pay period. 
• The "lump sum" deduction was determined as follows ... 

• The total hourly wage rate was multiplied by 35% to arrive at the Tool Rate (same as before). 
• This rate was then multiplied by a set 80 hours per pay period to determine the pre tax 

"lump sum" deduction. 
• The Total Tool Dollar Amount (beginning tool inventory for the Technician plus the 10% 

administrative fee, same as above) was divided by the "lump sum" amount to determine how 
many pay periods the Technician'S benefit would last. 
• There/ore, each "lump sum" deduction and Tool Benefit payment to the employee would 

be exactly the same/or each pay period. 
• The Employer would issue a check each pay period to the Promoter for the total of the 

"lump sum" payment determined for the Technicians currently receiving benefits. 
• The Promoter would issue a Tool Benefit check to each Technician after deducting its 10% 

administrative fee. 
• The remainder of the prior wage amount was paid to Technician by the Employer and 

treated as taxable wa es. 
• Note: The .party administrating the Employer's plan is referred to as the "Promoter" 

throughout the entire ILM. 
• An alternative reference to "Promoter" mi ht have been "Third-Party Administrator." 

• Analysis 
• Business Connection Requirement .................................................................................. Pg.42 
• Substantiation Requirement ............................................................................................... Pg. 44 
• Returning of Excess Requirement. .................................................................................... Pg. 45 
• Pattern of Abuse & Final Summation ............................................................................... Pg. 45 

• Law 
• Section 62(c) & Namystv. Comm . .................................................................................... Pg. 46 
• Business Connection Requirement ... Wage Recharacterization .................................. Pg. 47 
• Substantiation Requirement. .............................................................................................. Pg. 48 
• Requirement to Return Amounts in Excess of Expenses ................................................ Pg. 49 
• Anti-Abuse Provision ........................................................................................................ Pg. 49 
• Revenue Rulin 2005-52 ................................................................................................... P . 50 

• Revenue Ruling 2006-56 ... All Per Diem Reimbursements to Employees ... 
Not Just Excess Amounts .. , Are Fully Taxable as Wages 
• Issues, Facts & Holding ......................................................................................... Pg. 51 
• Law & Anal sis ..................................................................................................... P . 52 
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Based on the facts provided, the s Tool Plan does not satisfy each of the three the requirements of an 
accountable plan (i.e., business connection, substantiation and return of excess). 

• The Tool Plan fails the business connection and return of excess requirements, both in design and operation. 
• Though the Tool Plan as outlined in the plan materials may appear to contain elements that satisfy the 

substantiation requirement, it is insufficient in both design and in operation and therefore also fails the 
substantiation requirement. 

Anal) sis .•. Pal·t # 1 ... BusiIH.'ss COI1lH'CtiOIl RCl)uit'cll1Cllt 

• To satisfy the business connection requirement, the Tool Plan must pay amounts only for deductible business 
expenses that are actually paid or incurred or are reasonably expected to be paid or incurred. 
• A reimbursement arrangement can also reimburse nondeductible bona fide employee business expenses, but such 

reimbursements are treated as a separate plan and are includible in income and wages. [Reg. Sec. 1.62-2(d)] 
• Additionally, the expenses must be paid or incurred by the Technician in connection with the Technician's 

performance of services for the Employer, rather than another employer. 
• If amounts are paid regardless of whether the Technician pays or incurs or is reasonably expected to payor 

incur expenses, the business connection requirement is not satisfied. 
• Theflrstjailure of the plan to satisfy the business connection requirement ... 

• The Tool Plan does not require Technicians to provide information sufficient for the Employer to 
determine the amount of expenses (assuming for purposes of this analysis that all of the tools listed were in 
fact used in employment with Employer) related to the performance of services for the Employer that 
properly may be reimbursed. 
• [In contrast,] while Rev. Rul. 2005-52 references the ability for reasonable expectations to establish 

business connection, that Revenue Ruling does so in the context of a tool allowance provided under a 
plan that failed to follow up such reasonable expectations with the substantiation and return of excess 
necessary to satisfy the accountable plan rules. 

• While some versions of the enrollment forms requested information pertaining to prior depreciation and 
reimbursement of the cost of the tools, there is no indication that this information was actually obtained 
from the Technicians or taken into account. 

• The enroIlment forms also failed to request information on other elements needed to establish business 
connection (for example when the tools were purchased) that could be used to determine whether the 
expenses were incurred in connection with employment for a different employer. 

• In fact, we (i.e., the IRS technicians involved with writing the ILM) understand that life-time guarantees, 
the payment for tools as part of tuition for educational programs, and the sharing of tools mean that it is 
quite possible in some cases that a complete tool inventory has little or no correlation to the actual types or 
amounts of expenses that may be related to performing services for the Employer. 
• Also, references in the Tool Plan materials to "value" of inventory may belie the Tool Plan's purported 

attempts to obtain information about cost. 
• Therefore, the amount that purportedly is being reimbursed under the Tool Plan is not based on the tool 

expenses incurred in connection with performing services for the Employer. 
• The second failure of the plan to satisfy the business connection requirement ... is perhaps more fundamental 

to the structure of the Tool Plan. 
• The amounts at issue are not reimbursements. 
• Instead, the Tool Plan merely recharacterized a portion of a Technician's compensation and labeled that 

compensation as a "reimbursement." 
• The employees (i.e., the Technicians) received the same hourly amount regardless of whether they incurred 

or would reasonably be expected to incur expenses. 
• The hourly amount was merely broken down into two components and issued via two different 

payment methods. 
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• The second/ai/ure of the plan to satisfy the business connection requirement ... (continued) 
• The Technicians continued to receive the same amount of total compensation regardless of the amount of· 

expenses paid or incurred, and the amount treated as wages varied in relation to the amount of the Tool 
Benefit. [See Rev. Rul. 2004-1.] 

• Under the totality of circumstances, the Plan effectively served to recharacterize as expense reimbursement 
that which was previously treated as wages and would be treated as wages again once the total Tool Benefit 
amount had been paid out. 
• In fact, the Plan materials marketed the fact that Technicians' gross compensation would stay the same, 

with more take-home pay in light of the saved taxes. 
• Under the Plan, once a Technician received his full Tool Benefit, the Technician's "wages" 

automatically reverted back to its original hourly amount. 
• The fact that the Technician's previous hourly wages may have inherently included some unstated portion 

to cover any tool expenses does not mean the Tool Plan merely altered a previous "nonaccountable" 
reimbursement plan into an "accountable" reimbursement plan only to go back to a nonaccountable plan 
once the entire Tool Benefit was paid. 
• An employer's general intent that the compensation it pays be sufficient to cover any expenses does not 

create an expense reimbursement arrangement of any sort, even a nonaccountable one. 
• The Employer has not shown that there was any type of reimbursement arrangement in place prior to 

implementation of the Tool Plan. 
• The third/ai/ure of the plan to satisfy the business connection requirement ... 

• An accountable plan may not reimburse an expense that had already been reimbursed, regardless of 
whether the first "reimbursement" was taxed. 

• Even if the Employer had a taxable reimbursement arrangement (i.e., a nonaccountable plan) prior to 
implementation of the Tool Plan, the Tool Plan would still need to satisfy all the requirements of the 
accountable plan rules. 

• Consequently, in order for the Tool Plan to have qualified as an accountable plan, the Employer would 
have had to distinguish the previously reimbursed expenses, whether reimbursed in full by the Employer or 
reimbursed in part through depreciation, from any expenses reimbursed by the Tool Benefit. 

• However, the Tool Benefit amount was based on the entire tool inventory cost, including those expenses 
that purportedly had been reimbursed under the prior non accountable plan, and did not identify any 
previously reimbursed expenses. 

• The/ourth failure of the plan to satisfy the business connection requirement ... 
• The gross amount paid to the Technicians prior to implementation of the Tool Plan, the gross amount paid 

under the Tool Plan, and the gross amount paid once the Tool Benefit Amount had been paid are identical. 
• The only difference is the portion treated as taxable. 
• Accordingly, the facts above evidence impermissible wage recharacterization under the totality of the 

circumstances surrounding the Tool Plan since the Technicians' gross compensation remained the same 
and was payable in all events. 

• Based on the failure of the Tool Plan to demonstrate the connection between the tools listed and the supposed 
expenses incurred in performing services for the Employer and the impermissible wage recharacterization, the 
Tool Plan fails the business connection requirement, both in its design and operation, and does not qualify as an 
accountable plan. 

• The failure to satisfy the business connection requirement is sufficient to disqualify the Tool Plan as an 
accountable plan and to require treatment of all payments made under the Tool Plan as taxable wages. 

• However, for purposes of providing a complete legal analysis, we will also address whether the Tool Plan 
satisfied the substantiation and return of excess requirements. 
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PATTERN OF ABUSE, FULLY TAXABLE PAYMENTS, PROMOTER INVOLVEMENT 

• Based on the facts provided, the Tool Plan also fails the substantiation requirement. 
• The general substantiation requirement under Reg. Sec. J.62-2(e)(3) requires the substantiation of the 

elements of the expense in accordance with Reg. Sec. 1. 162-1 7(b)(4), which includes providing an expense 
account or other written statement showing the amount and business nature of each expense. 

• The Tool Plan fails the substantiation requirement because the plan fails to require substantiation of all of the 
elements of the expenses. 
• Reg. Sec. 1.62-2(e)(3) requires substantiation of each element of an expenditure or use, including business 

purpose and amount .. 
• The plan does not require substantiation of purchase dates, prior depreciation, prior reimbursements, and 

other relevant information required to substantiate these elements. 
• To the extent the Tool Plan relied on cost totals for categories of tools without obtaining any information 

regarding the acquisition date, to determine when the initial expense was incurred, and any depreciation of 
such tools or prior reimbursement to the Technician, the Tool Plan failed to require the Technicians to 
substantiate the elements of the expenses so that the Employer could determine which expenses were 
attributable to its business activities. [See Reg. Sec. 1.62-2(e)(3).] 

• The Tool Plan's requirement for receipts for new expenses submitted on the Quarterly Update form, while 
satisfying substantiation for those particular expenses, does not salvage the substantiation failures in the design 
or operation of the remainder of the Tool Plan. 

• The Employer attempts to rely on the Cohan rule for the tools not subject to Section 274(d) to assert that its use 
of estimates is permissible. 
• The Cohan rule allows the use of estimates to establish the amount of expenses not subject to the 

substantiation requirements of Section 274(d). 
• However, there must be a reasonable evidentiary basis for the estimate. [Namyst v. Commissioner] 
• There is no indication that the Employer made any attempt to obtain accurate cost information before 

relying on estimates. 
• Additionally, there is no reasonable evidentiary basis to establish the other elements of the expenses that 

the Employer must substantiate ... such as whether the expenses for the tools were paid or incurred in 
connection with performing services for the Employer or whether any of the cost was previously recovered 
... , and no indication that the Employer made any attempt to obtain this information. 

• Some of Technicians' tools may include computer components and may be subject to the more rigorous 
substantiation requirements of Section 274( d). 
• These statutory requirements supersede the Cohan rule, and a court may not estimate deductible expenses 

when the requirements are not met. [Sanfordv. Commissioner, 50 T.C. 823, 827-828 (1968), affd per 
curiam 412 F.2d 201 (2d Cir.); Chong v. Commissioner, T.C. Memo 2007-12.] 

• The Employer and the Tool Plan did not obtain substantiation that would satisfy Section 274(d). 
• As a result, the Tool Plan in overall design and operation fails the substantiation requirement, and it does not 

qualify as an accountable plan for this additional reason. 
• Although some specific expenses incurred in connection with performing services for the Employer appear to 

have been properly substantiated (i.e., the Quarterly Update form), the reimbursement of these expenses 
nonetheless fails the business connection requirement. 
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• All amounts paid under the Plan that were not properly substantiated are treated as excess reimbursements. 
• Based on the facts provided, both as designed and implemented, the Employer's reimbursement arrangement 

does not require that employees actually return any amounts paid in excess of substantiated expenses. 
• Furthermore, the facts show that several Technicians received amounts in excess of their Tool Inventory value 

as calculated by Promoter and were not required to return the additional amounts. 
• The Tool Plan therefore does not satisfy the return of excess requirement, either in design or operation, and it 

does not qualify as an accountable plan for this additional reason. 

Anal) sis ... Part #-l ... Pattern of Abuse 

• We (i.e., the IRS technicians involved with writing the ILM) also note that, in addition to violating all three of 
the basic requirements of an accountable plan, the Plan (as adopted by the Employer and as administered by 
the Promoter) may also evidence a pattern of abuse under Reg. Sec. 1.62-2(k), requiring the treatment of 
payments made under the Plan as made under a nonaccountable plan. 

• These violations were not isolated errors with regard to a particular Technician or particular period of time or 
type of tool. 

• These violations were routine and fundamental to the design of the Tool Plan, where the goal is to ensure that 
the gross pay of each Technician never changes, by alterin& the compensation structure so that the amount of 
wages decreases by the same amount "reimbursed" in order to save on income and employment taxes that 
otherwise should have been withheld and paid. 

• The accountable plan rules were not meant to allow taxpayers to avoid paying taxes on their wages, even iffor a 
short period of time, in the guise of expense reimbursement. 

• The routine reimbursement of unsubstantiated expenses and the practice of recharacterizing wages as 
reimbursement until expenses are reimbursed, only to reinstate the original compensation amount at that point, 
evidence an abuse of the accountable plan rules. 

Anal)'sis ... Final SUlIlmation (Holding) 

• In light of the failure to satisfy any of the three requirements for an accountable plan and the pattern of abuse, 
the Employer's reimbursements to its employee Technicians do not satisfy the requirements of an accountable 
plan and are to be treated as paid under a nonaccountable plan. 

• Therefore, amounts paid to the employee Technicians under the Employer's Tool Plan must be ... 
• Included in the Technician's gross income, 
• Reported as wages or other compensation on the Technician's Form W-2, and 
• Subject to withholding and payment of employment taxes. 

IRS Lc~al i\\CIl10rantlulll 2()07"&5tI18 from thc Braudl Chief, Employmellt Tax Branch I (Excmpt Organizations! 
Emplo)'ll1l'11t Tax/GoH'rJ1l1lcnt Entitics) ... Datcd August 2, 2007 ... Relcascd NmellliJcr II, 2()07. 
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" ILM 200745018 DENIES ACCOUNTABLE PLAN STATUS UNDER SEC. 62(c) 
CITATIONS ... CODE, REGULATIONS, RULINGS & CASES 

• The ILM 200745018 discussion of law consists of .. . 
• Sec/ion 62(c) & Namyst v. Comm ............................................................................................................ pg. J oJ5 
• Business Connection Requirement & Wage Recharacterization .. ........................................................ Pg. 2 oj 5 
• Substantiation Requirement ..................................................................................................................... Pg. 3 oj 5 
• Returning Amounts in Excess oj Expenses Requirement ....................................................................... Pg. 4 oj 5 
• Anti-Abuse Provision ..... ........................................................................................................................... Pg. 4 oj 5 
• Revenue Ruling 2005-52 .......................................................................................................................... Pg. 5 oj 5 

Section 62( c) & NaJl~".\t 

• Section 61 defines gross income as all income, from whatever source derived. 
• Section 62 defines adjusted gross income as gross income minus certain identified deductions. 

• Section 62(a)(2)(A) provides that, for purposes of determining adjusted gross income, an employee may deduct 
certain business expenses paid by the employee in connection with the performance of services as an employee 
of the employer under a reimbursement or other expense allowance arrangement. 

• Section 62(c) provides that, for purposes of Reg. Sec. 62(a)(2)(A), an arrangement will not be treated as a 
reimbursement or other expense allowance arrangement if 
(1) The arrangement does not require the employee to substantiate the expenses covered by the arrangement to 

the person providing the reimbursement, or 
(2) The arrangement provides the employee the right to retain any amount in excess of the substantiated 

expenses covered under the arrangement. 
• A reimbursement or other expense allowance arrangement satisfies the requirements of Sec. 62(c) if it meets the 

requirements of ... 
(1) Business connection, 
(2) Substantiation, and 
(3) Returning amounts in excess of substantiated expenses. [Reg. Sec. 1.62-2(c)(1)] 

• If an arrangement meets these requirements, all amounts paid under the arrangement are treated as paid under an 
accountable plan. See Reg. Sec. 1.62-2(c)(2). 

• Amounts treated as paid under an accountable plan are excluded from the employee's gross income, are not reported 
as wages on the employee's Form W-2, and are exempt from withholding and payment of employment taxes. See 
Reg. Sec. 1.62-2(c)(4). 

• Conversely, if the arrangement fails anyone of these requirements, amounts paid under the arrangement are treated as 
paid under a nonaccountable plan and are included in the employee's gross income, must be reported as wages or 
other compensation on the employee's Form W-2, and are subject to withholding and payment of employment taxes. 
See Reg. Sec. 1.62-2(c)(3) and (5). 

• The business connection, substantiation and return of excess requirements apply on an employee-by-employee basis. 
• The failure of one employee to substantiate his expenses would not cause reimbursements to other employees to 

be treated as made under a nonaccountable Ian. See Re . Sec. 1.62-2(i) and Nam st. 

Na/lZI'.\'t ••. 

4 1s.\'I{('.\' 

& 
Tax Cour' 
/loldillg\' 

(affirmt!d by 
Appt!ar .. Court) 

Citations 

• Namyst had received significant payments which he omitted from income on the basis of his belief 
that these amounts were received as payments from his employer under an accountable plan. 

• First ... Were amounts received by Namyst excludable from his income because they were received 
under a Section 62(c) accountable plan? ... No, the payments Mr. Namyst received were 
includable in his gross income. 

• Second ... Were the amounts received by Namyst for the sale of his tools includable in his gross 
income? ... Yes, the amounts he receivedfor the sale of tools were includable in gross income. 

• Third ... Did the 6-year statute of limitations under Section 6501 apply? '" Yes, the 6-year statute 
applied because the amounts not reported were Large enough to trigger the 25% limitation that 
extended the statute of Limitations from 3 to 6 years. 

• Fourth ... Was Namyst subject to accuracy-related penalties under Section 6662? ... No, the 
accuracy-reLated penalties did not appLy. 

• Steven J. and Terry L. 
• Affinned ... U.S. 
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• An arrangement satisfies the business connection requirement if it provides advances, allowances or reimbursements 
only for business sxpenses that are allowable as deductions ... and that are paid or incurred by the employee in 
connection with the performance of services as an employee of the employer. [Reg. Sec. 1.62-2(d)(I)] 
• 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 an approximation of value or hypothetical expenses 

.,. regardless of whether the employee incurs (or is reasonably expected to incur) the type of deductible business 
expenses described above ... the reimbursement arrangement does not meet the business connection requirement. 

• "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. 
• Ifa payor arranges to pay an amount to an employee regardless of whether the employee incurs (or is reasonably expected to incur) 

deductible business expenses or other bona fide expenses related to the employer's business, the arrangement does not satisfY the 
business connection requirement and all amounts paid will be treated as paid under a nonaccountable plan. [Reg. Sec. 1.62-2( dX3Xi)] 
• A payor arranges to pay an amount to an employee regardless of whether the employee is reasonably expected to 

incur bona fide business expenses by supplementing the wages of those employees not receiving the reimbursement 
(so that the same gross amount is paid regardless of the characterization), by reducing the wage payment in light of 
expenses incurred and paying the same or similar amount as reimbursement allowance to the employee, or by 
routinely paying a reimbursement allowance to an employee who has not incurred bona fide business expenses. 

• Example 1 of Reg. Sec. 1.62-20) illustrates a violation of the this reimbursement requirement by the payment of 
wages in lieu of a reimbursement allowance to an employee who has not incurred bona fide business expenses. 

In the example, Employer S pays its engineers $200 a day. On those days that an engineer travels away from 
home on business for Employer S, Employer S designates $50 of the $200 as paid to reimburse the engineer's 
travel expenses. Because Employer S would pay an engineer $200 a day regardless of whether the engineer 
was traveling away from home, the arrangement does not satisfy the reimbursement requirement of Reg. Sec. 
1.62-2(d)(3)(i). Thus, no part of the $50 Employer S designated as a reimbursement is treated as paid under an 
accountable plan. Rather, all payments under the arrangement are treated as paid under a nonaccountable plan. 
Employer S must report the entire $200 as wages or other compensation on the employees' Form W-2 and must 
withhold and pay employment taxes on the entire $200 when paid. 

• If a plan serves to recharacterize as a reimbursement allowance amounts previously paid as wages, amounts paid 
under it will not be treated as paid under an accountable plan. 
• Such recharacterization violates the business connection requirement of Reg. Sec. 1.62-2(c) because the 

employees receive the same amount regardless of whether expenses are incurred, the only difference being the 
ratio of the amount treated as taxable wages to the amount treated as nontaxable reimbursement. 
• Rev. Rul. 2004-1 (2004-1 C.B. 325) holds that a reimbursement arrangement that subtracted a mileage 

allowance (calculated at the standard business mileage rate) from the driver'S set commission rate and 
treated only the remaining commission as wages failed the business connection requirement. 

• The variable allocation between commission and mileage allowance in essence recharacterized as mileage 
allowance amounts otherwise payable as commission. 

• Consequently, all reimbursement allowances paid under the plan must be treated as paid under a nonaccountable 
plan, and must be included in the employees' gross income and reported as wages for FICA tax, FUTA tax, etc. 

• The recharacterization as a reimbursement allowance of amounts previously paid as wages violates the business 
connection requirement of Reg. Sec. 1.62-2(c) regardless of whether the employee actually incurs (or is 
reasonably expected to incur) deductible business expenses related to the employer's business. 

• The prohibition against wage recharacterization does not preclude an employer's prospective alteration of its 
compensation structures to include reimbursements of substantiated expenses, as long as such amounts, however . . .:..' 

• T//(' pre\ellce 01 wage rec//(/rac/eri;:a/ioll i\ hilled Oil (Ill' 1(}(Il/i~" 01 laetl ((1/(1 cirC'{//l/l/llIlC'('\ \0 (/tat tell/flormy 
II/f('l IItiOlI I ill cOlllpel/\Iltiol/ Itrl/ellll'(,1 111(1)' ill I (,1I1t~1' he i/lJ'lllid IIttC1IIp/l 10 lelll/)(}f'Ilri/l' l/tilf II portioll 01 a/l 
ell1f1ft~J'cc\ lax((hle ((Jl/lPCIII/ltiol1 .lor InTh-e,1 i/l(o II 1I01l11l,lllli/e rei/ll/)///'IelllL'/l( willt lite illfelll m e,\jiccllllioll {(/ 
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• An arrangement will be treated as meeting the substantiation requirement if it requires each business expense to be 
substantiated to the payor ... within a reasonable period of time. [Reg. Sec. 1.62-2(e)(1)] 
• What constitutes a reasonable period of time depends on the facts and circumstances of each arrangement. [Reg. 

Sec. 1.62-2(g)( 1)] 
• An arrangement that reimburses expenses governed by Section 274(d), meets the requirements of Reg. Sec. \.62-

2(e)(2) if information sufficient to satisfy the substantiation requirements of Section 274(d) is submitted to the payor. 
[Reg. Sec. 1.62-2(e)(2)] 
• Section 274(d) applies to "listed property" under Section 280F(d)(4). This "list" is limited to items such as 

property used for transportation including an automobile, computer or peripheral equipment and cellular 
telephone or similar telecommunications equipment. 

• Most technicians' tools are not listed in Section 280F(d)(4). 
• No deduction is allowed for an expense associated with such property under Section 274(d)(4), and any 

"reimbursement" of the expense must be treated as wages subject to withholding and payment of employment 
taxes, unless the taxpayer establishes by adequate records or by sufficient evidence corroborating the taxpayer's 
own statement (A) the amount of the expense, (8) the time and place of the use of the subject property, (C) the 
business purpose of the expense, and (D) the business relationship to the person using the property. 

• An arrangement that reimburses business expenses which are not governed by Section 274(d) meets the requirements 
of Reg. Sec. 1.62-2( e )(3) if information is submitted to the payor sufficient to enable the payor to identify the specific 
nature of each expense and to conclude that the expense is attributable to the payor's business activities. 
• Each of the elements of an expenditure or use must be substantiated to the payor, and it is not sufficient for an 

employee to merely aggregate expenses into broad categories or to report individual expenses through the use of 
vague, non-descriptive terms. 

• An employee need not report on his tax return expenses for travel, transportation, entertainment, and similar purposes 
paid or incurred by him solely for the benefit of his employer for which he is required to account and does account to 
his employer and which are charged directly or indirectly to the employer, or for which the employee is paid through 
advances, reimbursements, or otherwise, provided the total amount of such advances, reimbursements, and charges is 
equal to such expenses. [Reg. Sec. J .162-17(b)] 
• This Regulation is cross-referenced to Reg. Sec. 1.62-2(e)(3). 
• The term to "account" as used in this Section means to submit an expense account or other required written 

statement to the employer showing the business nature and the amount of all the employee's expenses broken 
down into broad categories such as transportation, meals and lodging while away from home overnight, 
entertainment expenses and other business expenses. 

• The Tax Court addressed the substantiation requirements for an accountable plan in Namyst v. Commissioner, in 
which it stated: 

"The substantiation rules for business expense deductions under Sections 162 and 274(d) are incorporated 
by Reg. Sec. 1.62-2( e)( 1) through (3), for the purpose of determining whether a reimbursement arrangement 
constitutes an accountable plan." 

• Employers must satisfy record keeping and substantiation requirements for tax benefits they claim. 
• Such records must show a sufficient business connection. [Chong v. Commissioner, T.e. Memo 2007- J 2] 
• Deductions are provided as a matter of legislative grace and the taxpayer has the burden of proving entitlement to 

them. [New Colonial Ice Co. v. Heivering, 292 U.S. 435 (1934)] 
• When the evidence shows that the taxpayer incurred a deductible expense, but the taxpayer does not have 

evidence of the exact amount, a court can allow an approximate amount. [Cohan v. Commissioner, 39 F.2d 540 
(2nd Cir. 1930)] 

However, before the court will apply the "Cohan rule," the record must contain sufficient evidence for the 
court to conclude that the taxpayer incurred a deductible expense, rather than a nondeductible personal 
expense, in at least the amount allowed. [Citations omitted.] 

• In applying the Cohan rule, a court is free to disregard testimony of a taxpayer if the testimony is not 
credible evidence that a deductible expense was incurred. [Charron v. United Stales, 200 F.3d 785, 793 
Fed. Cir. 1999 
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• In general, an arrangement meets the requirement of returning amounts in excess of expenses if it 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(f)] 
• An arrangement whereby money is advanced to an employee to defray expenses will be treated as satisfying the 

. return of excess requirement only if three conditions are met... 
The amount of money advanced is reasonably calculated not to exceed the amount of anticipated 
expenditures, 

• The advance of money is made on a day within a reasonable period of the day that the anticipated 
expenditures are paid or incurred, and 

• Any amounts in excess of the expenses substantiated are required to be returned to the payor within a 
reasonable period of time after the advance is received. 

• An arrangement will not meet the return of excess requirement if it fails to satisfy the substantiation requirement 
under Reg. Sec. 1.62-2(e) since any amounts paid under the arrangement that are not substantiated are treated as 
excess and must be returned. 

Anti-Ahuse PI'()\ isioll 

• If a payor's reimbursement or other expense allowance arrangement evidences a pattern of abuse 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)] 

• If a payor's reimbursement or other expense allowance arrangement evidences a pattern of abuse 
of the rules of Section 62(c) and the Regulations thereunder, all payments made under the 
arrangement are treated as made under a nonaccountable plan. 

• Payments made by employers under such plans are ... 
• Included in the employees' gross income amounts, 
• To be reported as wages or other compensation on the employees' Forms W-2, and 
• Subject to withholding and payment of employment taxes. 

• If an arrangement satisfies all three requirements of an accountable plan, but an allowance is paid 
under the arrangement that exceeds the amount that may be deemed substantiated, no actual 
substantiation is provided for the meals and incidental expenses (M&IE) covered by the 
allowance, and the excess allowance is not returned, [then] the excess allowance is treated as 
wages. 

• However, if the facts and circumstances evidence a pattern of abuse of the rules of Section 62( c). 
including the rule to treat excess allowances as wages, all payments made under the arrangement 
are treated as wages. 
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• Facts in Rev. RuL The employer paid each employee an hourly wage plus a set amount for each hour worked as a 
''tool allowance" to cover costs the employee incurred for acquiring and maintaining tools. 
• The employer set each employee's tool allowance annually by using a combination of data from a national 

survey of average tool expenses for automobile service technicians and specific information concerning tool­
related expenses provided by the employee in response to an annual questionnaire completed by all service 
technicians who work for the employer. 

• Employer then used a projection of the total number of hours the employee was expected to work during the year 
that would require the use of tools to convert the employee's estimated annual tool expenses into an hourly rate 
for the tool allowance. 

• Therefore, the tool allowance was an estimate of the tool expense projected to be incurred per hour by the 
employee over the course of the coming year. 

• At the end of each pay period, each employee reported the number of hours worked requiring the use of tools. The 
employer then multiplied the number of hours reported as worked requiring the use of tools by the employee's hourly 
rate for the tool allowance and paid the resulting amount to the employee in addition to compensation for services 
performed during the pay period. 

• The employer furnished each employee with a quarterly statement that reported the amount paid to the employee as a 
tool allowance during the quarter, and the tool expenses estimated to be incurred in the quarter. 

• The employees were not required to provide any substantiation of expenses actually incurred for tools either before or 
after the quarterly reports were issued. 

• The employer did not require employees to return any portion of the tool allowance that exceeded the expenses they 
actually incurred either before or after the quarterly reports were issued. 

• Holding in Rev. Rut. 2005-52. The Revenue Ruling concludes that the arrangement fails to meet both the 
substantiation and return of excess requirements because it does not require employees to substantiate the actual 
expenses they incur; rather, the employees report their time worked requiring the use of tools and employer converts 
the hours into an amount treated as expenses incurred based on statistical data. 

• The Ruling provides that although reasonable expectations for expenses can be used to establish that a plan providing 
an allowance meets the business connection requirement, satisfaction of the substantiation and return of excess 
requirements must be based on actual expenses., 

• The Ruling emphasizes that employers may not substitute a reasonable estimate of expenses based on statistical data 
and hours worked for the substantiation of actual expenses as required by Reg. Sec. 1.62-2(e)(3), absent explicit 
guidance permitting the use of such "deemed" substantiation. 

• The Ruling provides that the employer does not cure the absence of substantiation or return of excess by providing 
the employees with the quarterly statements, since the employer does not require the employees to provide 
substantiation of expenses actually incurred, nor does employer require employees to return any excess received 
within a reasonable period of time after receiving the quarterly statement. 

• The Ruling holds that employer does not provide a periodic statement within the meaning of Reg. Sec. 1.62-2(g)(2)(ii). 
• The Ruling goes on to provide that, even if employer required its employees to substantiate the actual amount of 

expenses incurred and treated any excess amount as additional wages, the arrangement would still fail to qualify as an 
accountable plan. 
• To qualifY as an accountable plan, an arrangement must require that amounts paid in excess of substantiated 

expenses be returned. 
• Simply including excess amounts in wages does not satisfy the requirement of returning amounts in excess of 

expenses, the exception being where employee expenses are covered through a mileage or per diem allowance 
pursuant to Reg. Sec. 1.62-2(f)(2). 

• Consequently, the ruling holds that the arrangement described is not an accountable plan and all tool allowances paid 
under the arrangement must be included in the employees' gross income, reported as wages on the employees' Forms 
W-2, and subject to withholding and payment of Federal employment taxes. 

• Rev. RuL 2005-52 distinguished/rom ILM. 
• It is important to note that Rev. Rul. 2005-52 did not address how an arrangement intending to reimburse tool 

expenses can satisfy the business connection requirement. 
• Rev. Rul. 2005-52 did not address the prohibition against wage recharacterization nor the level of detail 

necessary to establish the requisite connection between the expense and the employee'sjob. 
• Such analysis was not necessary in light of the tool allowance's failure to satisfy the equally fundamental 

of substantiation and return of excess. 
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ALL PER DIEM "REIMBURSEMENTS" TO EMPLOYEES ••• 

NOT JUST EXCESS AMOUNTS ... ARE FULLY TAXABLE As WAGES 

Issue ... Whether ( ... under an expense allowance arrangement which has no mechanism or process to determine when 
an allowance exceeds the amount that may be deemed substantiated and which routinely pays allowances in excess of 
the amount that may be deemed substantiated without requiring actual substantiation of all expenses or repayment of the 
excess amount ... ) the failure to treat the excess allowances as wages for employment tax purposes causes all 
payments made under the expense allowance arrangement to be treated as made under a nonaccountahle plan. 

• Holding ... This failure causes all payments made under the arrangement to be treated as wages. 
, , ., : 

Facts 

• The Employer is an employer of long-haul truck drivers in the transportation industry. 
• The Employer uses a monthly payroll period and compensates its drivers for their services on a mileage basis. 
• For 2006, the Employer pays its drivers compensation of X cents-per-mile driven during each month. 
• The Employer reports the compensation on the drivers' Forms W-2 and treats the compensation as wages for 

Federal Insurance Contributions Act (FICA) tax, Federal Unemployment Tax Act (FUTA) tax and for Federal 
income tax withholding purposes (collectively, "employment taxes"). 

• The Employer also reimburses its drivers for meal and incidental expenses (M&IE) paid or incurred while 
traveling away from home during the monthly payroll period. 
• The Employer reimburses its drivers for these expenses through an allowance for each day the driver is 

away from home for the Employer's business. 
• For 2006, the allowance is Y cents-per-mile driven. 
• The Employer;s industry commonly used this cents-per-mile driven method before December 12, 1989. 

• The Employer establishes the Y cents-per-mile rate based on its expectation of the amount of daily M&IE that will 
be paid or incurred, and its expectation of the average number of daily miles driven during the payroll period. 
• The Employer bases its expectations on reliable industry data and on the Employer's own data from recent years. 
• Based on Employer's specific methodology and data, the Employer's projected allowance is reasonably 

calculated not to exceed the drivers' anticipated daily M&IE. 
• The Employer requires its drivers to provide logs to substantiate the time, place, and business purpose of the 

travel away from home for each day (or partial day). 
• The Employer does not require its drivers to substantiate the amount of actual M&IE. Instead, for its 

drivers' substantiation of the amount of M&IE paid or incurred by the drivers, the Employer relies on 
administrative guidance published annually by the IRS under which the amount of ordinary and necessary 
business expenses of an employee for M&IE paid or incurred while traveling away from home is deemed 
substantiated when the Employer provides a per diem allowance to cover the expenses. 

• Per diem allowances. The guidance applicable for per diem allowances paid to an employee on or after Oct. 
1,2005, with respect to travel away from home on or after that date, is Rev. Proc. 2005-67, 2005-2 C.B. 729. 

• For 2006, the Employer elects to treat $52 per day as the Federal M&IE rate for all localities of travel. 
• Thus, for 2006, $52 or less per day ofM&IE paid or incurred by a driver while traveling away from home 

may be deemed substantiated ... pursuant to Sec. 4.04 of Rev. Proc. 2005-67. 
• The allowances paid by the Employer to many of its drivers for M&IE incurred on travel away from home 

during the monthly payroll period routinely exceed $52 per day, even when computed on a monthly basis 
pursuant to the periodic rule provided in Sec. 4.04 of Rev. Proc. 2005-67. 

• The Employer requires its drivers to return any amounts paid to them for M&IE with respect to days they were 
not away from home on business travel. 
• The Employer does not require drivers to return the portion of the allowance paid for days they were 

awayfrom home on business travel that exceeds the $52 per day that may be deemed substantiated. 
• Neither the policies nor actual practices of the employer's expense allowance arrangement include any process 

for tracking the amount of the cents-per-mile M&IE allowance paid to each driver on a per diem basis, nor is 
there any mechanism in place to determine when the allowances exceed the amount of expenses that may be 
deemed substantiated under Rev. Proc. 2005-67. 
• The Employer does not treat the excess allowances over $52 per day as wages for withholding or employment 

tax pu oses, nor does the Em 10 er report the excess allowances as wages on the drivers' Forms W-2. 
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ALL PER DIEM "REIMBURSEMENTS" TO EMPLOYEES """ 
NOT JUST EXCESS AMOUNTS """ ARE FULLY TAXABLE As WAGES 

• A substantial portion of the law and analysis discussion in this Revenue Ruling has been omitted below because 
it recites the general provisions in Code Section 62(c) andlor the Regulations thereunder. 

• Under the facts set forth above, the arrangement to reimburse the Employer's drivers for M&IE paid or incurred 
while traveling away from home meets the business connection requirement. 
• The Employer is permitted to compute a per diem allowance based upon the number of miles driven during 

the payrolI period as that method was commonly used in the Employer's industry before December 12, 1989. 
• For purposes of satisfying the substantiation requirements for 2006, the Employer relies on the special deemed 

substantiation rules provided for the transportation industry which are found in Sec. 4.04 of Rev. Proc. 2005-67. 
• With respect to the return of excess requirement, the Employer is permitted to pay per diem allowances for 

'M&IE paid or incurred while traveling away from home that exceed the deemed substantiated amount without 
requiring return of the excess. [See Reg. Sec. 1.62-2(f)(2) and ~ec. 7.02 of Rev. Proc. 2005-67.] 
• Under tJ,ese rilles, however, the Employer must take steps to ensure that the excess allowances are tracked 

and treated as wages subject to withholding and payment of employment taxes and reporting on Forms W-2. 
• In implementing its expense aiiowance arrangement for 2006, the Employer has not included any mechanism or 

process that tracks allowances and permits it to determine when the allowances paid to its drivers, computed on 
a per diem basis, exceed the $52 per day that may be deemed substantiated. 
• The Employer does not receive actual substantiation for the M&IE covered by the allowances. 
• The Employer neither requires repayment of the excess allowances nor treats the excess allowances as 

wages for purposes of withholding and payment of employment taxes and reporting on Forms W-2. 
• As operated in 2006, the Employer's expense allowance arrangement routinely results in payment of excess 

allowances that are not repaid or treated as wages. 
• The Employer's failure to track the excess allowances and its routine payment of excess allowances that are not 

repaid or treated as wages evidence a pattern of abu.'ie under Reg. Sec. 1.62-2(k). 
• Although the excess allowances that have not been repaid or treated as wages may be small in comparison 

to the total allowance paid to an individual driver, to the amount that may be deemed substantiated for any 
given period of travel away from home, and to the aggregate allowances paid to all of the Employer's 
drivers, the Employer's arrangement is neither structured nor operated to meet the requirements of the 
accountable plan regulations for per diem allowance arrangements. 

• More than just a failure ... Rather, a pattern of abuse. 
• The Employer has more than a failure to account for a particular driver's excess allowance or excess 

allowances paid to drivers for a particular period of travel. 
• The Employer's arrangement evidences a pattern of abuse of the accountable plan rules. 

• Accordingly, even if the Employer's expense allowance arrangement otherwise meets the business connection, 
substantiation, and return of excess requirements of an accountable plan for the allowances paid to the 
Employer's drivers up to the amount that may be deemed substantiated, all payments made under the 
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