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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. 2008 .•• THE YEAR IN REVIEW. On page 3, 
you'll find a timeline of the various developments 
covered in the Mid-Year issue and in this issue of the 
Dealer Tax Watch. 

All in all, 2008 heralded two major Revenue 
Procedures. Rev. Proc. 2008-23 is basically of inter
est for dealerships on LIFO, and Rev. Proc. 2008-52 
(discussed in this issue) is a major update of the IRS 
procedures for automatic changes in methods of 
accounting. 

There were three court decisions of note - none 
of them out of the Tax Court. There were also three 
Automotive Alerts and several IRS Administrative or 
Internal Announcements and Memos. 

We've also included a few other developments in 
the timeline because they involve matters we track in 
the Dealer Tax Watch. 

Regrettably, as noted below, the guidance from 
the IRS on dealer cost capitalization issues that we 
were hoping for a year ago still has not materialized. 

IRS audits. Conversations with various CPAs 
lead me to conclude that there isn't much IRS audit 
activity going on currently. The few dealership audits 
of which I'm aware have been pretty much routine and 
Section 263A was not even prominently involved. 
IRS budget restrictions and personnel cutbacks seem 
to be involved with this lesser degree of audit activity. 

'2. UPDATE ON SECTION 263A ••. IRS "NON-
GUIDANCE" ON COST CAPITALIZATION FOR 
AUTO DEALERSHIPS. Ironically, the only ac

tion the IRS seems to be able to bring to bear on this 
subject is to keep moving it further down or around on 
its "to do lists" - all with special names, of course - that 
hint at some future official pronouncements. 

Again at this year's 2008 AICPA Auto Dealership 
Conference, Ms. Terri Harris (the IRS MVT A) couldn't 
really add anything new to what we have already 
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covered at length in previous issues ofthe Dealer Tax 
Watch. 

So, for the time being, you're on your own in 
finalizing dealership tax returns for 2008. When the 
IRS does final/yeome out with something precedential, 
we plan to analyze it fully for you. 

In the meantime, again this year, it's probably 
best to not make any changes in anticipation of what 
the IRS mightsay. Maybe we'll have more to report 
on this in 2009. 

Meanwhile, NADA has continued its efforts to 
convince the IRS to expand its Section 263A guid
ance beyond the "producer" issue and to cover many 
of the other, broader Section 263A (i.e., the non-

see DEALER TAX WATCH OUT, page 2 
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producer) cost capitalization issues affecting 
dealerships. 

Although there has been no formal statement of 
policy by the IRS, it appears that, in effect, the IRS has 
agreed to "stand down" on cost cap audits involving 
non-producer issues, many of which surfaced in TAM 
200736026. My discussions with a few CPAs have 
indicated that the IRS has not really intensively au
dited cost capitalization practices in some of the 
audits going on this year. And, Ms. Harris' com
ments, discussed elsewhere, suggest other reasons 
for this result. 

#3. LIFO TIDBITS. LIFO matters covering auto 
dealerships have been fully covered in both issues of 
the LIFO Lookoutthis year. Briefly, for non-subscrib
ers to that publication, here's a quick rundown. 

We're expecting considerably more inflation in 
the LIFO indexes this year, with the Detroit Big 3 
having the highest inflation in their prices for 2008. 

Although we're not sure how long LIFO will be 
around ... everything to date about its demise is 
speculative. 

We believe that any dealer not on LIFO should 
not be crying about how hard it is to get a line of credit. . 
After all, using LIFO gives the dealer an interest-free 
loan from the U.S. Treasury, and we know hundreds 
(probably thousands, if we really had to count them) 
of dealers who have borrowed funds from the U.S. / 
IRS and used them wisely. 

Earlier in the year, the I RS gave dealers a real gift 
when it announced that they could opt to combine 
their LIFO pools into a single pool. Mid-year, the IRS 
issued informal guidance on how dealers implement
ing the change to the Vehicle-Pool Method should 
combine their pools. The Year-End issue of the LIFO 
Lookout discussed this guidance (Chief Counsel 
Memo 200825044) and demonstrates that some 
dealerships may wish they had not made the change 
if the IRS' method for combining is the only satisfac
tory approach. A very brief discussion of this can be 
found as part of the information reproduced from my 
Year-End Tax Update Outline. 

Dealers who did not elect to combine their pools 
for 2007 may want to consider this option for 2008 
and, if so, they should at least consider the potential 
results in their year-end projections. 

Finally, the IRS has now made it easier for 
dealerships to terminate their LIFO elections under 
the new automatic consent procedures. This is 
discussed in our coverage of Revenue Procedure 
2008-52 in this issue. 

(Continued from page 1) 

#4. MANY CHANGES IN ACCOUNTING 
METHODS ARE NOW EASIER TO MAKE. After 

reviewing its procedures for taxpayers making auto
matic changes in accounting methods, the IRS is
sued Revenue Procedure 2008-52 in Augustof 2008. 
This Revenue Procedure supersedes its previous 
guidance and procedures for taxpayers who are 
voluntarily making changes in accounting methods 
that the IRS favors under its "automatic consent 
process." 

These procedures affect all taxpayers and in
clude many changes in accounting methods that 
affect auto dealerships. One of the presentations at 
the AICPA Dealership Conference in October dis
cussed many practices that dealerships may want to 
review in connection with valuing their used vehicle 
inventories. The automatic changes incorporated 
into Rev. Proc. 2008-52 are of special interest in this 
respect, especially if dealers are using inconsistent 
hybrid-judgment methods in applying lower of cost or 
market and/or Black, Blue or Yellow official industry 
guide book approaches to value their used vehicle 
inventories. 

Rather than trying to "cherry pick" only those 
provisions that might be of interest to readers of the 
Dealer Tax Watch, we have included our complete 
analysis of Revenue Procedure 2008-52 in this issue. 

#5. BY THE WAY, DON'T BLOW OFF FILING A 
COPY OF FORM 3115 WITH THE IRS 
NATIONAL OFFICE. One of the requirements 

that continues in place is that when a Form 3115 is 
filed with an income tax return for the year of change 
in which an "automatic" change in accounting method 
becomes effective, the taxpayer is required to file a 
copy of that Form 3115 with the National Office of the 
IRS in Washington, DC. 

Occasionally, this requirement may be overlooked 
or blown off by a practitioner. Just in case you think 
the IRS doesn't (at least spot) check on this, consider 
Letter Ruling 200838012. In this situation, the tax
payer timely filed its Federal income tax return with an 
original Form 3115 included in it to notify the IRS that 
a change in method of accounting (for bad debts) was 
being made. However, a duplicate of the Form 3115 
was not filed with the IRS National Office until a much 
later date, way beyond ... one day(!) ... after the 
deadline contained in Section 6.02(3)(a) of Rev. 
Proc. 2002-9. 

The Letter Ruling states that "this delay was due 
to inadvertence and circumstances beyond taxpayer's 
control." Someone has to accept the blame for this in 
order for the taxpayer to obtain an extension of time 
to file the copy of the Form 3115 with the National 

see DEALER TAX WATCH OUT, page 4 
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I 

2008 Timelille 

January 

Januar 30 

Feb. 8-12 

Feb. 25 

March 4 

March 8 

March 26 

April 2 

April 16 

April 24 

May 7 

May 8 

Various 

July 2 

August 

October 22 

October 23-24 

October 28 

·Various 

JAN. 1 TO DEC. 31, 2008 •.. THE YEAR IN REVIEW 

• Several new Automotive Alerts, all dated January 2008, are issued by the office of the IRS 
Motor Vehicle Technical Advisor , .. 
• IRC Section 263A TAM 200736026 Addresses Dealership UNICAP Issues 
• Electronic Records Retention Requirements/or Auto Dealerships ... Rev. Proc. 98-25 
• Alternative Motor Vehicle Credit or ali ,ed H brid Vehicles & Alternative Fuel Vehicles 

• General Alert issued on IRS Cross-Divisional Team re: Employee Tool & Equ' ment Plans 
• At NADA Convention in San Francisco, CA, Ms. Terri Harris (IRS Motor Vehicle Technical 

Advisor - MVTA) resents a worksho on dealershi Federal income tax issues. 
• Cost Segregation (depreciable asset lives) for dealerships is addressed comprehensively in a 

new cha ter added to IRS Audit Techni ue Guide. 
• U.S. Court of Appeals for the 6th Circuit affirmed Tax Court decision in Hujfman. et al., 

allowing IRS to change accountant's errors in LIFO calculations by making a Section 481 (a) 
ad'ustment to the dealershi 's earliest 0 en ear. 

• Revenue Procedure 2008-23. IRS permits dealerships to use a single, combined LIFO pool 
for all new vehicles ... and/or for all used vehicles (Rev. Proc. 2008-23). 
• Alternatively, IRS clarifies how new and/or used crossover vehicles should be treated by 

dealershi s if the do not elect to use the sin Ie, combined LIFO 001 method. 
• Sec. 263A ... NADA submission to the IRS requests that non-producer dealership cost 

ca italization issues be considered for uidance under the IIR Pro ram. 
• In Irwin Muskat v. U.S.A.. IRS prevails in District Court, and taxpayers who sold their 

business are not able to prove that $1 million of the proceeds received under a non-compete 
a eement were reall allocable to oodwiU that the sold in connection with their business. 

• In Solomon v. Comm .• IRS prevails in Tax Court, and the individual sellers of a portion of 
their business are not successful in claiming that a portion of the proceeds received were 
received for the sale of customer lists (which should have been taxed as long-term capital 

ain . Instead, amounts received were attributable to the sellers' covenants not to com ete. 
• De Filipps seminar ... How Auto Dealership LIFO Inventories Can Benefit by Using the New 

Sin Ie Pool Method a 2-hour CCH audio seminar 
• IRS Chief Counsel's Office issues Memo No. 200825044 ... Guidance on Combining Pools 

Under Rev. Proc. 2008-23 Vehicle-Pool Method ... otential roblems with IRS a roach 
• NAPA seminar ... Recent Tax Issues Affecting Auto Dealers presented by Mr. Paul Metrey 

(NADA) and Ms. Terri Harris IRS Motor Vehicle Technical Advisor (a 2-hour web seminar) 
• De Filipps seminar ... Mid-Year 2008 Dealer Tax Update Tax Strategies & IRS Activities ... 

various dates & locations 
• Employee tool & equipment plans ... IRS issues Coordinated Issue Paper for the Motor Vehicle 

Industry ased u n Chief Counsel Advice issued in late 2007) ... LMSB-04-0608-037 

• Revenue Procedure 2008-52. IRS revises and updates procedures for taxpayers to secure 
designated automatic changes in accounting methods (Rev. Proc. 2008-52). The revenue 
procedure includes an updated list of all changes eligible for "automatic change" treatment. 
Effective for Forms 3115 Chan e in Accountin Metho filed after Au ust 18, 2008. 

• Red Flag Suspension. The Federal Trade Commission announced a 6-month suspension of 
enforcement of the "Red Flags" rule requiring creditors and financial institutions to have 
identity theft prevention programs in place. This delay in enforcement (which otherwise 
would. have be un on November 1, 2008 wi II end on Ma 1, 2009. 

• AICPA Dealership Conference. At the Annual AICPA National Auto Dealership Conference in Las 
Vegas (at Caesars Palace), a broad range of subjects and speakers attracted individuals from dealerships 
and CP As with auto dealership practices. Presentations included an update on IRS tax developments by 
Ms. Terri Harris the IRS Motor Vehicle Technical Advisor and on several other tax sub' ects. 

• S Corp Shareholder Loss Deduction Limitations. Final regulations were issued to limit the amount 
of basis attributable to open account indebtedness that a shareholder in an S Corporation can use to 
absorb losses from that S co . in his or her individual income tax return. (Re . Sec. 1. 1367-2) 

• De Filipps seminar ... Year-End 2008 Dealer Tax Update Tax Strategies & IRS Activities ... 
various dates & locations 
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Office. Because of this inadvertence, the taxpayer 
had to incur considerable time and expense in order 
to apply for relief - in the form of an extension of the 
filing date - under the special provisions in Reg. Sec. 
301.9100-1 (c). 

Requesting an extension under this relief provision 
costs a pretty penny, not to mention embarrassment 
over failing to follow the procedure in the first place. 

Consider this L TR a reminder that you can't even 
let upon doing ''the little things." 

#6. AICPA NATIONAL AUTO DEALERSHIP 
CONFERENCE. The AICPA Annual National 

Auto Dealership Conference was held October 23-
24,2008 at Caesars Palace in Las Vegas, NV. The 
broad range of subjects and speakers was intended 
to attract individuals from dealerships and CPAs with 
auto dealership practices. 

We've included summaries of several of the pre
sentations. Richard Sox's update on dealer legaV 
franchise issues was excellent, as usual. Mr. Sox's 
90-minute presentation included discussions of impli
cations of bankruptcy proceedings for the dealer 
body at large. He also allocated a considerable 
amount of his time to discuss the. problems and 
pressures that are now being created by floorplan 
lenders and what dealers might be able to do to 
protect themselves when these lenders seek to capi
talize on the almost daily out-of-trust position many 
dealers are experiencing. See page 13 for details. 

(Continued from page 2) 

Throughout his presentation, Mr. Sox discussed 
various protections that he and his firm have been able 
to help write into various state laws for dealers. From 
this portion of his presentation, we've developed the 
Suggested Franchise Protections checklist on page 5. 

Incidentally, the Automotive News recently re
ported (Dec. 8, 2008) the end of a five-year battle one 
CheVrolet dealership in Ohio successfully fought with 
GM over GM's planned relocation of another dealer
ship that was too close for comfort. 

The attorney for the dealership said that the 
decision of the Court supports a trend in board rulings 
that a dealership's sales performance is not neces
sarily best measured against a state-wide average of 
sales per dealership, which is the measure manufac
turers typically use. And in this case, GM used an 
Ohio average. The attorney had successfully argued 
that it was more reasonable to measure the economic 
impact of a relocation locally. As part of the settlement, 
GM is reported to have paid more than $400,000 in that 
dealership's attorneys fees and expert witness costs. 

At the AICPA Conference, a session on buy
here, pay-here (BHPH) operations was presented by 
Ken Shilson. Ken is a good friend and frequent 
contributor of materials on this subject to the Dealer 
Tax Watch. His presentation contains a wealth of 
information, including operating statistics and guide
lines drawn from Ken's enormous database. 

see DEALER TAX WATCH OUT, page 6, 

Af-A-Glallce 
A/CPA ANNUAL NATIONALAUTO DEALERSHIP CONFERENCE 

OCTOBER 23-24,2008 •.• LAS VEGAS, NV 

Tax 
& 

DeaJer
Factory 
Issue 

Presentations 

Other 
Sessions 
o/Note 

Excellent 
Resource 

• IRS Update presented by-Terri Harris, IRS Motor Vehicle Technical Advisor 
• Practical Tax Applications for Dealerships presented by Sid Tobiason & Kelly Porter, Moss 

Adams LLP 
• Reinsurance Programs: the Good, the Bad and the Confusing presented by Andrew Weill, 

Benjamin, Weill & Mazer, APC 
• Latest Manufacturer Initiatives Threatening Dealership Viability presented by Richard Sox, 

Esq. Myers & Fuller, P.A. 
• Riding the Regulatory Title Wave presented by Paul Metrey, NADA 

• Buy-Here, Pay-Here presented by Ken Shilson, Shilson, Goldberg, Cheung & Assoc. 
• Increased Dealership Profitability Through Expense Reductions 
• Expense Management ••• Top Ten Expense Controls 
• Key Ratios to Help You Manage Your Business 
• Best Ideas From NADA 20 Groups 
• Mining the Gold Out of Parts Management Reports 
• Practical A&A (Accounting & Auditing) Applications for Dealerships ... discussions on 

FIN 48 and International Financial Reporting Standards 

• You can purchase a multi-media CD-ROM of the Conference presentations directly from the 
AICPA, Auto Dealers Conference, 220 Leigh Farm Road, Durham, NC 27707. 

~~~* 
= or Reprinting Without Permission Is Prohibked 
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CHECKLIST OF SUGGESTED DEALER F'RANC1UsE PROTEcnON PROVISIONS 

PROVISIONS 1'HA.T STATE DEALER PROTEcnON UHiY 
CAN OR SHOULD INCLUDE TO BEST PROTECT Tl1E DEALER 

(Des/er protection IIlws V1Ity from state to state. Dealers should check 
their sbIte Jaw to see if, or how JldequJlteJy, they JlTe protected) 

Re: Manufacturers Efforts to Com'olwate Dealer Network 
• Codify the "constructive termination" concept 
• Require manufacturer to pay fair market value to the dealer for termination 
• Limit the reasons manufacturer can give to support turning down a transfer request 
• Require new distributors/manufacturers to offer substantially similar franchise 

agreem~ts to all dealers 
• Comments 

• Define "franchise" as all agreements with manufacturers 
• Insure all prohibitions are "notwithstanding the terms of the franchise" 
• Require notice and right to protest change in dealer agreement 
• Com.ments 
Re: FacUltvlimage program issues 
• Prohibit a(ly facility upgrade or renovation that is not economically justified 
• Require m1lllufacturer to provide sales and service revenue projections in writiqg 
• Require manufacturers to provide sufficient supply of (popular) vehicles 
• Prohibit manufacturer from withholding allocations· of vehicles or any per car 

incentive bonus payments if the dealer does not participate in the program 
• Comments 
Re: Factory incentive program issues 
• Prohibit any incentive that is not equally available to all dealers 
• Prohibit any per car incentive that is tied to facility or image upgrade programs 
• Require manufacturer to pay treble damages, attorneys fees and costs where the 

dealer prevails in litigation or arbitration proceedings 
4t Comments 

Re: Factory audiis and vehicle export chargebacks 
• Prohibit any chargeback witliout right to protest and stay 
• Prohibit·export chargeback unless the manufacturer can show that the dealer had 

actual knowledge of the customer's intent to export the vehicle 
• No "actual knowledge" where vehicle is registered or titled in the United States 
• Comments . 

Re: Floorplan Ctnancing issues 
• Insure that a controlled finance company is treated as an agent of the manufacturer 

• Comments;;============================================JL ________ L-______ JL ______ ~ 
III 

Gellc!':}! 
for Termination of a Dealer's Selling Af7I~pPJ"'PI.1 

Dealer that Can Result in the Loss 

A manufacturer cannot arbitrarily (Le., without "good cause") terminate its Selling Agreement with a dealer unless the dealer has ... 
• Bad moral character (i.e., this usually applies if the dealer has a felony conviction), 
• Insufficient business experience, and/or 
• Insufficient capital (financing). 

Circumstances (that are essentially within the dealer's control) which can result in the dealer's loss of the franchise include ... 
• Poor sales performance 
• Failure to meet/maintain minimum capital requirements 
• Failure to meet/maintain minimum facility requirements 
• Filing of bankruptcy by the dealer 

\";Olmlllllll~lon ofa fraud related to WiUlCUILY 

~A~pa~ri~od~ic~U~pd~a~ta~o~f~Es~sa~n~tia~I~Ta~x~ln~fO~rm~a~ti~on~f~or~o~e~ale~rs~a~n~d~T~he~lr~c~PA~S~~~~~~~~~P~h~ot~OCO~PY~ing~O~rR~e~pr~in~tin~g~Wi~'t~ho~u~tP~e~rm~is~s~ion~I~S~Proh~ib~~~ed 
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#7. EMPLOYEE TOOL & EQUIPMENT PLANS. 
Since so much of the last issue of the Dealer Tax 
Watch (pages 48-62) was devoted to tool plans and 
the IRS Coordinated Issue Paper that was released in 
July, it seems appropriate to report that Ms. Harris 
(during her IRS Update presentation at the AICPA 
Conference) repeated the same dire warnings. 

She basically said that although most CPAs know 
better than to get their dealership clients involved with 
these plans, there are many dealerships and dealers 
out there who don't seem to know better and who 
have jumped at the chance to use these plans. 
Apparently, her review of the "promoter" lists of cli
ents which the IRS has accessed in some of its 
enforcement activities has made a strong impres
sion. 

It does seem thatthe mid-year Coordinated Issue 
Paper released by the IRS has accomplished its 
purpose in scaring less aggressive taxpayers and 
their advisors away from these plans. 

#8. DEALER PORCs. Another excellent presenta
tion at the Conference of special interest to DTW 
readers was an update on dealer producer owned 
reinsurance companies, or PORCs, by Andrew Weill. 

Mr. Weill is a strong proponent of the opinion that 
the term "PORC" is a misnomer. He prefers the term 
ARC (Affiliated Reinsurance· Company) to PORC 
because the latter is always viewed with suspicion by 
the IRS and it is not descriptive of the actual operating 
relationships that are involved. 

Mr. Weill represented the taxpayers who were 
involved with TAMs 200453012 and -013. These 
TAMs were covered in detail in the March 2005 issue 
of the Dealer Tax Watch. These TAMs, in which the 
IRS finally capitulated after making a big deal over 
nothing, provide much guidance on how PORC/ARC 
arrangements can be structured to withstand IRS 
suspicion and scrutiny. 

Mr. Weill's presentation was entitled Reinsur
ance Programs: The Good, the Bad and the Confus
ing. The "confusing" aspect related to the question ... 
Why is the IRS now trying to apply the rules for 
international transfer pricing (under Sections 482 and 
485) to ARC reinsurance transactions? This devel
opment was reported in our Mid-Year DTW Update. 
It seems that the IRS is having some difficulty with 
how dealers are pricing their transactions between 
their related ARC entities. Mr. Weill indicated his 
belief that the IRS is probably barking up the wrong 
tree here, as it has done before in prior attacks on 
perceived PORC/ARC abuses. However, it may take 
a long time before all of this is resolved. 

(Continued from page 4) 

#9. WATCH BASIS IN S CORPs FOR PURPOSES 
OF DEDUCTING LOSSES IN 2008. Many deal

ers this year are experiencing extraordinarily large 
operating losses. For dealerships operating as S 
Corporations, one of the factors limiting how much of 
the "flow through" losses that a shareholder can 
deduct in his or her individual income tax return is the 
amount of his or her adjusted tax basis in the S Corp. 
This basis includes the dealer's adjusted tax basis for 
the S Corp. stock basis plus the amount of any 
indebtedness by the S Corp. to the shareholder at 
yearend. 

There are two classes of indebtedness related to 
loans by shareholders to S Corps. They are (1) open 
account debt and (2) indebtedness evidenced by 
separate written instruments, usually notes. Where 
there is multiple indebtedness of an S Corp to a 
shareholder, there are differences in the basis adjust
ments resulting from the reductions of and restora
tions of basis as the debt levels change. 

The basis adjustments under these final Regula
tions apply to all indebtedness of an S Corporation to 
a shareholder, whether the indebtedness is evidenced 
by a written instrument or is 'open account debt' (Le., 
shareholder advances not evidenced by separate 
written instruments). 

Informal loans to an S Corporation by a ~hare
holder that do not involve formal contracts for repay
ment are treated as open account debt. 

The final Regulations add ressing the treatment of 
open account debt transactions involving S Corpora
tions and their shareholders became effective Octo
ber 20, 2008 (Treasury Decision TD 9428). These 
Regulations now may limit the amount of basis avail
able to absorb losses if there is open account debt 
transactions (Le., in-and-out shareholder loans to the 
S corp. during the year). 

Previously proposed Regulations would have 
limited such open account debt treatment.in cases 
where the outstanding principal amount was not more 
than $10,000 on any day during the year. The final 
Regulations increased the aggregate principal thresh
old amount per shareholder for open account debt 
from $10,000 to $25,000. 

The final Regulations permit a single determina
tion as of the last day of the S Corporation's tax year 
(ratherthan requiring a daily determination) of whether 
the open account debt threshold amount for each 
shareholder exceeds the $25,000 limitation amount. 

Now, for shareholder open account loan ad
vances or repayments to an S Corp on or after 
October 20, 2008, the open account indebtedness 
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will be treated as if it were indebtedness evidenced by 
a separate written instrument, and the resulting differ
ent adjustments to basis for this class of indebted
ness could limit the amount of losses that the share
holder will be able to currently absorb against his or 
her basis in the debt. 

tween a CPA/return preparer and his/her dealer or 
dealership/taxpayer client. 

Mercifully, one provision in the recently enacted 
Tax Extenders & Alternative Minimum Tax Relief Act 
of200Bhas relaxed the standard for imposing preparer 
penalties for undisclosed positions taken in tax re
turns. The standard has been reduced from "Milton" 
- an acronym for ML TN or the "more-likely-than-not" 
(i.e., a greater than 50% chance of success) standard 
to the somewhat lesser standard of "substantial au
thority" for the position taken in the tax return. This 
relaxation of this standard is retroactive back to May 
25,2007. 

These changes in the regulations under Section 
1367 -2 are intended to overturn the result - which the 
IRS obviously disliked - in the Tax Court Memo 
decision involving Brooks v. Comm. a few years ago 
(TCM 2005-204). 

#10. STANDARD FOR TAX RETURN PREPARER 
PENALTIES IS RELAXED ... BUT ... THERE'S 
MORE. On page 24 of the December, 2007 Thus, if the position taken on ~n issue is not 

adequately disclosed in the tax return, then the stan
dard for the condu'ct of the preparer is met if there is 
"substanti"al authority" for the position taken in the tax 
return. Ifthe position taken on an issue is adequately 
disclosed in the tax return, then the standard for the 
conduct of the preparer is "reasonable possibility of 

. Dealer Tax Watch we discussed the uncomfortable 
position that tax return preparers have been put in as 
a rE;lsult of a change in the law which increased the tax 
return preparer penalty standards. This article also 
included two examples of commonly encountered 
situations wh~re real conflict could easily arise be-

PRJ:I'.1RER 
Sr t YJ) l{WS 

Sources 

That 

Constitute 

"Substantial 

Authority" 

Cllanceso/ 
Success 

Probability 
Terminology 

see DEALER TAX WATCH OUT, page 8 

STANDARD FOR UNDISCLOSED POSITIONS 

TAKEN IN TAX RETURNS BY TAX RETURN PREPARER 

Only the sources listed in Reg. Sec. 1.6662-4(dX3Xiii) are authority for purposes of detennining 
whether there is ."substantial authority" for the tax treatment of an item in a tax return. These sourCes are: 

• Applicable provisions of the Internal Revenue Code and other statutory provisions 
• Proposed, temporary and final regulations construing such statutes 
• Revenue rulings 
• Revenue procedures 
• Tax treaties and related regulations and Treasury or other official explanations of such treaties 
• Court cases 
• Congressional intent as reflected in committee reports and other enumerated like sources 
• Private letter rulings and technical advice memoranda issued after October 31, 1976 
• Actions on decisions 
• General counsel memoranda issued after March 12, 1981 and certain other GCMs 
• Internal Revenue Service information or press releases 
• Notices, announcements and other administrative pronouncements published by the Service in the 

Internal Revenue BulIetin 

Sote: COllc!tl\iOIl\ reaclied ill trellfile\, leglll pel iot/im/l. leglll Opilliolll 0/" (Ipilli(ll/\ 
relldered by tliX pf'{!/e\liOllllfl life 1I0t aut/IOriO'. 

• More-Iikely-than-not (MLTN) ... more than a 50% chance of prevailing on the merits of the issue 
... more than lout of 2 chance. 

• Substantial authority ... something less than ML TN (i.e., less than a lout of 2 chance of 
prevailing) but greater than a realistic possibility of success. Some say: a 40% or better chance. 

• Realistic possibility of success ... something greater than a lout of 3 chance of success of being 
upheld on the merits of the issue. 

• Reasonable basis ... significantly higher than frivolous or not patently improper (Reg. Sec. 
1.6662-3(b)(3». Some say: this would be somewhere in the range ofa lout of4 or a lout of5 
chance of success (20%-25%) of being upheld on the merits of the issue. 

• Frivolous ... a position that is patently improper. 

A Periodic Update of I;ssential Tax Information lor Dealers and Their CPAs· 
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success" (Le., the position taken has a one-in-three 
chance of success of being sustained). 

These liberalized standards do not apply where 
tax shelters andlor reportable transactions (involving 
''transactions of interest") are involved. For these tax 
avoidance situations, the more-likely-than-not or over 
50% chance of success standard continues to apply. 

Two thoughts to keep in mind in this regard. 
First, the preparer conduct standard applies on a 
position-by-position basis to each tax return. Sec
ond, some states may not recognize the lower 
threshold (Le., the substantial authority standard) 
and still apply the more stringent more-likely-than
not standard to the reporting of all transactions. 

Interrogating the Taxpayer About the Return 
Preparer's Conduct. Large and Mid-Size Business 
(LMSB) Memorandum (LMSB-04-0308-009), dated 
April 13, 2008, discusses procedures for tax return 
preparer penalty cases. This Memo states that it is 
the examiner's responsibility to assert penalties if 
return preparer violations are found to exist. This 
determination is to be made bytlW IRS auditor based 
on oral testimony andlor written evidence gathered 
during the examination process. 

When facts and circumstances in the examina
tion give rise to the development of a penalty issue, 
the examiner must secure the Team Manager's ap
proval to begin the return preparer examination. If a 
preparer's misconduct appears to be pervasive and 
wide-spread, consideration will be given to opening a 
Program Action Case (PAC). A PAC is a preparer 
investigation where clients of an allegedly question
able tax return preparer are examined to determine 
whether preparer penalties andlor injunctive actions 
against the preparer are warranted. 

Each income tax examination is separate and 
distinct from the tax preparer violation case relating to 
the income tax examination case. Therefore, exam
iners are not to propose or discuss conduct penalties 
per se in the presence of the taxpayer. 

There are at least ten questions that an examin
ing agent might ask a taxpayer in a given situation to 
obtain information relating to whether penalties should 
be considered against the return preparer. These 
questions include ... (1) Did you meet with the 
preparer? (2) What documentation was provided to 
the preparer? (3) Did you receive a copy of the retu rn 
or claim? (4) How was the preparer compensated? 
(5) Are you aware of any errors, omissions or mis
takes on the return under examination? (6) Did you 
disclose this transaction on your return? Why? Why 
not? (7) Were there any concerns about how the 
transaction was reported? (8) What sort of process 

(Continued from page 7) . 

was used to address those concerns, and on what 
basis were decisions made? (9) Was there any. 
discussion regarding potential penalties? (10) Was 
there any discussion regarding whether the transac
tion is subject to disclosure under Revenue Proce
dure 94-69? 

#11. DE FILIPPS' YEAR-END DEALER TAX 
UPDATE SEMINAR. Since mid-year, I've made 

several year-end update presentations to different 
dealer-CPA groups. Once again, my outline includes 
some of the items that were not included by Ms. Harris 
during her presentation at the AICPA Dealership 
Conference. See page 45. 

Several of the topics in my year-end presentation 
are discussed more fully in this issue of the DTW. 
However, there are two items (a brief discussion of 
the IRS' guidance on combining LIFO pools and the 
two cases discussed below) which are not and I've 
included these discussions from my outline on pages 
46-52 in case you are interested. 

#12. PERSONAUINDIVIDUAL GOODWILL IN 
BUSINESS SALE SITUATIONS. My Mid-Year 

Dealer Tax Update outline referred to two cases that 
were both decided in April bearing on the question of 
whether there can be individual goodwill (or the sale 
of other assets resulting in long-term capital .gain 
treatment) in connection with the sale of a business 
by its individual owner employees. 

Neither of these cases - Solomon v. Commis
sionerand Irwin Muskat v. U.S.A. - involved the sale 
of an automobile dealership. However, each is 
instructive, in its own way, on the question of the sale 
of personal goodwill. 

In Solomon, the individual shareholders were not 
required to include monies they received from the 
buyer as a dividend, nor was the company required to 
include the amount as income when such amounts 
were payable to the shareholders. The individual 
shareholders had reported the amounts in their 
personal returns as (long-term) capital gains for 
personal goodwill. The Tax Court recharacterized 
these amounts as ordinary income payments re
ceived from the buyer for the individuals' restrictive 
covenants not to compete. 

Both Solomon and Muskat are discussed more 
fully in the portion of my Year-End Update Outline 
included at the end of this issue. 

#13. YEAR-END PLANNING ••• CONSIDER TAX 
RATES ON QUALIFIED INCOME AFTER 2008. 

Now that we know who the members of Congress are 
for next year, we can probably expect that after 2008 
... some time in the very near future ... the income tax 

see DEALER TAX WATCH OUT, page 10 
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MAJOR INCOME TAX PLANNING OPPORTUNITY 
IS STILL AVAILABLE FOR DEALERS •••• • • . , 

The Jobs and Growth Tax Relief Reconciliation 
Actof2003(JGTRRA} enacted significantly lower tax 
rates for individuals on income from investments, 
including so-called "qualified dividends" and long
term capital g~ins. Before this change, individuals 
were taxed on all divid~nd income at their highest 
marginal tax rates, and long-term capital gains were 
generally taxed at a flat 20%. 

For an individual, these preferential lower tax 
rates for qualified dividends and long-term capital 
gain were applied as follows ... . 

(1) A flat 5% tax rate is applied to that portion of 
the qualified dividend income and long-term capital 
gain that would otherwise be taxed in either the 10% 
or in the 15% tax rate brackets. 

(2) A flat 15% tax rate is applied to the remain
ing portion of any such income that would otherwise 
be taxed in the higher-than-15% tax rate brackets 
(i~e., thatwould have fallen into the 25%,.28°io, 33% 
or 35% tax brat:kets). 

(3) The beneficial tax treatment for both qualified 
dividends and long-term capital gains is also avail
able in computing an individual's income tax liability 
under the Alternative Minimum Tax. 

Planning & projections. In connection with 
planning for a large dividend distribution, it is neces
sary to project the taxes resulting from both (1) the 
regular income rates ~nd (2) the Alternative Minimum 
Tax (AMT) rates. Although the flat rate of tax on the 
qualifying income will be 15%, the effective rate of 
tax probably will be a little higher because of the 
interplay with the AMT on Form 6251. 

Before year-end, there are many variables to be 
. estimated. This prevents knowing exactly what the 
effective tax rate on the contemplated dividend will 
be. After yearend, tlie effective rate of tax on that 
dividend can be easily be computed. In several cases 
in the past, the effective rate has been between 
17.5% and 18%. Although this is sl\ghtly more than 
15%, it is still low enough to be attractive as the tax 
cost for taking out a large dividend. 

ProactivE? Planning for the Lower Rates. Many 
planners have seen opportunities to take advantage 
of the seemingly "too-good-to-be-true" low rates on 
investment income and gains which are effectively 
slightly more than 15% and less than 20%. 

Some dealers have built up accumulated earn
ings and profits (somewhat similar - but for tax pur-

poses, not technically the same as - retained earn
ings) in their regular C corporations or in years before 
their C Corporations switched over from being taxed 
as C Corps. to S Corps. 

Even now, in 2008, the lower tax rates are still 
cons.idered by some to be a ''take-it-while-you-can
get-it" invitation to withdraw earnings accumulated in 
their C Corporations at minimum tax cost. After all, 
who knows how long these lower tax rates are going 
to remain in effect? 

This planning scenario could be especially at-
. tractive to individuals whose C Corporations have 
accumulated assets that are not really needed in the 
business operations (toys - not necessarily cash) and 
who now want to take some of that accumulation out 
of the corporation at minimal tax rates. In business 
continuity planning situations, relieving the corpo
ration of these unneeded assets may a:lso make it 
easier for the next generation of successors to pay 
for the stock they are acquiring in the dealership/ 
business. 

. In this case, when a C Corporation distributes this 
property as a (non-liquidating) dividend, it will have to 
pay tax at the corporate level because that distribu
tion is treated as if it were a sale of the property by the 
corporation; 

However, if the amount of tax at the corporate tax 
level on the distribution will not be significant (be
cause the property being distributed has a depressed 
value or a high tax basis relative to. its fair market 
value), then the payment of a small amount oftax at 
the corporate rates will. be worth it to "simplify" 
things and reduce exposure to the IRS questioning 
the ownership and use of these assets by the 
corporation. 

In this case, the shareholder benefits from the low 
rates on qualified dividend income since the property 
distribution is pulling out accumulated earnings and . 
profits. And, after the distribution, the corporation's 
balance sheet will be a lot "cleaner." 

Borrow funds to pay the dividend? In some 
cases, the C Corporation may have earnings and 
profits, but it may not have adequate cash o'n hand to 
payout a large dividend to take advantage of these 
lower rates. As a final thought ... The corporation 
might consider borrowing the money to fund the 
dividend payment. * 

A Periodic Update of Essential Tax Information for Dealers end Their CPAs 
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rate on dividend income will increase from 15% to 
nearly 40% (39.6%). This is the full hit on taxing 
dividends paid by corporations to individual share
holders as ordinary income. 

Also, many expect that the rates on long-term 
capital gains will increase by at least one-third from 
15% to 20%. 

If you haven't explored the possibility of taking 
advantage of this situation with your corporate 
clients, there is still time. Just to make it easier for 
you to follow up, the article on page 9 is reprinted 
from our mid-year 2008 DTW. 

#14. "RED FLAGS" PROGRAM ••• 6-MONTH 
DELAY OF ENFORCEMENT. The identity theft 

Regulations and guidelines were promulgated pursu
ant to the Fair and Accurate Credit Transactions Act 
of 2003 (FACTA) and require financial institutions and 
creditors to develop and implement written "identity 
theft prevention programs." Dealerships, of course, 
are required to comply with these provisions and 
rules. 

Essentially, a "Red Flags" program must do four 
things ... (1) Identify red flags which are patterns, 
practices or specific activities that indicate the pos
sible existence of identity theft. (2) Detect red flags 
that exist in the dealership's environment. (3) Re
spond appropriately to any red flags that are de
tected. (4) Be periodically changed and updated to 
reflect changes in risks from identity theft. 

In general, a dealership is required to appoint a 
"Red Flags" Manager and to have its senior manage
ment andlor board of directors review the program. 
The FTC "Red Flags" program rules were covered in 
depth by Paul D. Metrey, Director of Regulatory 
Affairs, NADA, in his presentation entitled "Riding the 
Regulatory Tidal Wave" at the AICPA Dealership 
Conference. 

The final rules became effective on January 1, 
2008, but full compliance with them was not required 
until November 1, 2008. 

Reprieve. However, the Federal Trade Commis
sion, in a release dated October 22, 2008, said that 
it will briefly suspend enforcement of the "Red Flags" 
rules. This delay in its enforcement has been ex
tended for six months, and it will end on May 1, 2009. 

#15. GOOD, FREE INFORMATION ON DEALER 
FACTORY PROBLEMS. There are two excel

lent newsletters that you may not be aware of that can 
help you stay up-to-date on dealer-franchise activi
ties. Both are available at no cost. 

The first one is the Myers & Fuller Newsletter. 
This is published quarterly by Rich Sox's firm. You 

(Continued from page 8) 

can request to have your name added to their mailing 
list by contacting Richard N. Sox, Jr. at 
rsox@dealerlawyer.com (2822 Remington Green 
Circle, Tallahassee, Fla., 32308). 

The second newsletter is written by Ronald L. 
Coleman. Ron also is a frequent speaker for dealer 
and CPA groups and he is a partner in Davies, 
Pearson, PC, a legal firm headquartered in Tacoma, 
Washington. The newsletter is called the Automotive 
Dealer Update and it is published by the Automotive 
Dealer Practice Group of Davies, Pearson, PC. To 
request to receive this newsletter, you can e-mail 
msmith@dpearson.com. 

#16. DISCLOSURE OF TAXPAYER INFORMATION 
BY PREPARERS. In the December 2005 issue 

of the Dealer Tax Watch, under Watch Out #4 (''The 
Most Disturbing Development on the Horizon"), I 
commented on the groans of agony that accompa
nied the discussion of IRS Notice 2005-93 at a 
seminar I attended in late 2005. 

In that issue ofthe DTWon pages 6-7, this Notice 
was analyzed under the heading "Before Disclosing 
Any Tax Return Information, You'd Better Read No
tice 2005-93 First." 

The chickens have now come home to roost. 

On January 3, 2008, the IRS released the final 
Regulations under Sections 6713 and 7216 of the 
Code on the handling and release of taxpayer infor- . 
mation by tax return preparers. Treasury Decision 
9375 contains a full text of the IRS' response to 
practitioner comments that were offered in this re
gard. 

In Revenue Procedure 2008-12, the IRS issued 
guidance regarding the format and content of con
sents to disclose and consents to use tax information 
involving individual (Form 1040) returns. The ink on 
this revenue procedure was hardly dry when it was 
superseded and r;nodified by Revenue Procedure 
2008-35, which contains the new rules that become 
effective on January 1, 2009. 

Accordingly, we would repeat the same warning 
about the need for you to read Revenue Procedure 
2008-35 and mention it to your staff before you 
release any income tax return information relating to 
any individual's personal 1 040. 

#17. NEXT TIME YOU SIGN A POWER OF 
ATTORNEY (FORM 2848) ... CONSIDER THIS. 

Let's close with a bang! 

Here's something to think about overthe next few 
months when you are preparing all those Forms 3115 
for automatic changes in accounting method and 
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attaching a Power of-Attorney sign·ed by you as part 
of the filing. 

The IRS recently announced that tax practitio-. 
ners who file a Power of Attorney (Form 2848) will 
au~omatically undergo a tax check to ensure that they 
have timely filed and paid their own taxes. 

This announcement was made by Mr. Michael 
Chesman; Director of the IRS Office of Professional 
Responsibility (OPR) when he spoke during the week 
of October 20 in Boston at the 63,d Annual Conference 
of the Tax Executives Institute. 

Mr. Chesman stated "one of the issues that we 
take very seriously for tax practitioners is that a tax 
practitioner timely files and pays his or her own 
taxes." While a tax check has been standard proce
dure for enrolled agents, either at the time of applica
tion or at the time of renewal, this new approach "will 
now soon start applying to anybody who does a 
Power of Attorney." This was reported in Tax Notes, 
October 27,2008 (page 397). 

Have a good filing season ... and I'll catch up with 
you again soon~ * 
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A/CPA NATIONAL AUTO DEALERSHIP CONFERENCE - 2008 
SELECTED PRESENTATION SUMMARIES 

For many years, Ms. Terri Harris (the IRS Motor Vehicle Technical Advisor) has been one of the featured 
speakers at this Conference. The Mid-Year 2008 issue of the Dealer Tax Watch (pages 5-13) contains a detailed 
comparison of three of Ms. Harris' recent presentations (October 2007, February 2008 and May of 2008). 

In her 50-minute presentation at the Conference in October, Ms. Harris devoted about 35 minutes to discussing 
four major areas: (1) Section 263A or UNICAP, (2) LIFO terminations, (3) employee tool and equipment plans and 
(4) the Vehicle-Pool Method for LIFO inventories. The remaining 15 minutes of her time was devoted to answering 
questions from several attendees. 

The technical content in her presentation and slides is very similar to her recent presentations. Accordingly, 
you can basically refer to the material in the Mid-Year 200.8 issue of the DTWfor these details. 

Due to IRS resource limitations, Ms. Harris is now the only individual in the Motor Vehicle Technical Advisory 
Group. She is "the Team." 

Ms. Harris briefly reviewed various Section 263A issues and said that unfortunately, due to many other things 
that were going on in Treasury, the dealers' Section 263A problems and issues were not accepted into the Industry 
Issue Resolution Program but that these problems may be considered in the Chief Counsel's Business Priority 
Guidance Plan for 2009. She added that three things might happen: (1) a revenue ruling or revenue procedure might 
be issued, (2) the regulations might be changed or (3) nothing might happen. She advised that if you haven't read 
TAM 200736026 recently, you ought to take a look at it again to refresh your memory on the technical issues. 

The IRS recently designated Section 263A issues as Tier III issues. This means these 263A issues have a fairly 
low priority on the totem· pole and they are not mandatory audit items. They are items that probably should be 
considered by an ~xaminer during the audit of a dealership, but an IRS auditor is not required to examine them and 
cannot be forced to examine them. 

Ms. Harris explained that a Tier III Team is being formed, sort of a Field Guidance Team. This group will not 
have authority to issue any guidance. However, it may develop some audit guidelines and possibly develop some 
audit guides or material for the IRS Audit Technique Guide handbook. 

To report what she said about LIFO terminations and the Vehicle-Pool Method would be to repeat what has 
been dealt with more exhaustively elsewhere. Her comments on employee tool and equipment plans were 
essentially to warn CP As and dealerships away from becoming even remotely involved in them. She said the IRS 
stilI hasn't seen an acceptable tool plan. 

Practical Tax Applications for Dcalcrships 

The presenters for this session were Sid Tobiason and KelJy Porter. Both are partners in Moss Adams LLP. 
Their structured presentation lasted about 50 minutes, followed by another 20 minutes of questions and answers. 

The major areas covered in the presentation were (1) bonus depreciation, especialJy with respect to rental fleet 
applications and like-kind exchange strategies, (2)' the new and used Vehicle-Pool Method, (3) the new automatic 
accounting method change revenue procedure, (4) lower of cost or market valuation issues for used ... and for new 
... vehicle inventories, (5) Section 263A issues and (6) choice of entity issues, including self-employment tax 
aspects. 

In many respects, much of their technical discussions are the same as those in various DTW articles. I was 
pleased to hear that my own long-held belief that Black Book is the better reference for LIFO and other inventory 
valuation purposes than the Blue Book was in accord with their firm's practice and opinion. They also said that the 
opportunity to use a single vehicle pool is not one aU dealers should jump to immediately. Rather, although 
opportunities do exist in some situations, the decision needs to be approached on a case-by-case basis to determine 
the proper year for making the change. Finally, I was glad to hear that often they had used the IPIC method as a 
fail-safe to obtain audit protection when they encountered LIFO practices that were just too horrible to describe. 

Both presenters are to be complimented on their willingness to share their practical experiences in discussing 
the technical aspects of the subjects they covered. Especially interesting were their comments regarding various 
practices they have encountered that dealers were using in valuing their (used vehicle) inventories. Their insights 
will provide any listener with a lot of food for thought. Also, they did a very good job of relating the curing of 
many ill-advised practices to the use of the opportunities for automatic changes under Rev. Proc. 2008-52. 

In my opinion, this year's presentation was far more effective and practical than last year's four-member "Tax 
Panel" approach .. Even if you are an experienced practitioner, I believe you will pick up many interesting insights 
that you can apply to your dealerships if you listen carefully to the audio presentation of this session. 
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AlCPA NATIONAL AUTO DEALERSHIP CONFERENCE - 2008 
SELECTED PRESENTATION SUMMARIES 

Richard Sox's update on dealer legal/franchise issues was excellent, as usual. This was the third year in a row 
that he presented on this subject. 

Bankruptcy. This year, Mr. Sox's 90-minute presentation included a discussion of the potential implications 
for the dealer body as a whole if either General Motors and Chrysler were to file for bankruptcy. In general, the 
results would be extremely unfavorable to dealers. Ajudge in bankruptcy would probably agree to the manufacturer's 
request for significant reductions in the size of its overall dealer network. He also discussed almost equally dire 
consequences for dealers if Chrysler and General Motors were to merge. 

The one ray of sunshine in his comments was that if the manufacturer went into bankruptcy, the various 
operating accounts that the dealer has with the manufacturer (receivables, warranties, etc.) most likely would continue 
to go forward in the ordinary course of operations, since that "business as usual" approach would more likely 
contribute to the ability of the manufacturer to emerge from the bankruptcy proceeding, sooner, rather than later, as a 
viable business. 

Floorplan lenders. This year, a new subject of considerable discussion was the increasingly aggressive and 
dealer-unfriendly practices of floorplan lenders and credit corporations. Mr. Sox emphasized defensive tactics that 
dealers might be able to employ to protect themselves when these lenders seek to capitalize on the increasingly 
frequent out-of-trust positions many dealers experience. Many lenders are almost arbitrarily further tightening loan 
covenants and call provisions. Also, many lenders are unwilling to finance new deals~ 

NetWork consolidations. Mr. Sox reviewed the various manufacturers activities directed toward consolidating 
their respective dealer networks, with heavy emphasis on the idea that some manufacturers are engaging in the 
"constructive Jermination" of some of their dealers' franchises by various actions or practices. One example of this 
newly emerging legal concept would be the manufacturer's arbitrary decision to drop a linemake and then, as a 
consequence, providing their dealers with increasingly fewer vehicles. Under these circumstances, dealers just 
become progressively less profitable until their operations are no longer viable. (Death by a thousand cuts.) 

He commented on the increasing resistance many manufacturers are showing in denying approval of transfers 
or sales of franchises for reasons that are not legal. (See the box at the bottom of page 5: Causes/or Termination 0/ a 
Dealer's Selling Agreement.) He also emphasized the growing practice of many manufacturers to demand or require 
dealers to sign "Exclusive Use Agreements." Mr. Sox emphatically expressed his firm's consistent recommendation 
to dealers that they not tie up their facilities and land use in these agreements. But, realistically in some instances, a 
dealer may have no better option and, should this be the case, it may be possible to negotiate certain concessions from 
the manufacturer in return for the dealer's agreeing to such exclusive use. 

Image programs. In connection with various manufacturers' image programs, Mr. Sox emphasized the 
importance of "doing the math" and he stressed that dealers should ask whether the manufacturer's analysis has 
changed based on the economic downturn the industry is experiencing. Another question the dealer might ask when. 
or if, pressed to participate in a facility or image program, would be ... "If we go into this program, will you (the 
manufacturer) commit not to add another point ... for some period of time ... or within a certain geographic area or 
proximity?" Yet another possible negotiating point in this context would be for the dealer to attempt to obtain a 
favorable concession for the allocation of (desirable) vehicles for some period of time or for certain models. 

Incentive programs. Because Mr. Sox had "only" 90 minutes, this year time did not permit him to go into a 
more complete discussion of some of the Factory incentive programs which he covered extensively in prior years. He 
did have time to mention a few, with his comments mostly in the context of how unfairly these programs usually are 
structured with respect to the smaller dealers. (For an extensive report of Mr. Sox's comments on various Factory 
incentive programs at the AICPA Conference last year, see pages 12-23 of the December 2007 issue of the Dealer Tax 
Watch). 

Franchise protections. In conflicts with the Factory, dealers often find that they have relatively limited 
rights and are often on the defensive. In some cases, and in some states, dealers have a greater degree of protection 
through their state law. This varies considerably from state t9--state. Throughout his presentation,Mr. Sox 
discussed many provisions that would, if present, protect or more clearly define dealers' rights. He and his firm, 
working with state dealer associations, have been able to introduce many of these dealer-favorable provisions into 
specific state laws. These suggested franchise protections are summarized in checklist form on page 5. 

Mr. Sox seems to have an almost unlimited knowledge of what is going on with all of the manufacturers and their 
various programs. In addition, his comments - as well as his responses to a host of questions covering a broad range of 
issues and manufacturers - reflect an abundance of alternatives and protective strategies for his fum's dealer clients. 

His was 
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REVISED PROCEDURES FOR ·SECURING AUTOMATIC 
CONSENT FROM THE IRS TO MAKE CHANGES 

REV 
PROC 

2008-52 IN LIFO & OTHER METHODS OF ACCOUNTING 
In Revenue Procedure 2008-52, the IRS recently 

updated the procedures by which taxpayers may 
obtain automatic consentfor certain changes in meth
ods of accounting. This new guidance supersedes 
Rev. Proc. 2002-9 which formerly was the controlling 
document for automatic changes. 

INTRODUCTION 

On a somewhat regular basis, CPAs have to 
consider the advisability of recommen9ing changes 
in their clients' methods of accounting. This advice 
may be needed in connection with new developments· 
and pronouncements by the IRS or recently decided 

. tax cases. Or it may be needed in connection with 
knowing that a taxpayer's method of accounting is not 
correct (or as good as it could be) and trying to decide 
whether to "voluntarily" change the method or just 
wait for the IRS to c~me along and initiate a change. 

The fi~st part of this article discusses some of 
these considerations in greater detail. The second 
part of this article gives an overview of Rev. Proc. 
2008-52 and comments more extensively on several 

. provisions or sections in the Revenue Procedure that 
involve issues discussed in previous articles in the 
LIFO Lookout and/or the Dealer Tax Watch. Finally, 
several sections ofthe Revenue Procedure Appendix 
dealing with LIFO and non-LIFO inventories are dis
cussed in greater detail. 

WHY CHANGE A METHOD OF ACCOUNTING 
BEFORE THE IRS FORCES YOU TO? 

If a taxpayer does not regularly employ a method 
of accounting that clearly reflects its income, the 
computation of taxable income must be made in a 
manner that, in the opinion of the Commissioner, 
does clearly reflect income. 

To IRS wants to encourage taxpayers to volun
tarily change inco~rect or impermissible accounting 
methods. In doing this, it tries to achieve an appropri
ate balance between the goals of mitigating distor
tions of income that result from accounting method 
changes and providing appropriate incentives for 
voluntary compliance by taxpayers. In part, the 
Service has done this by providing procedures by 
which taxpayers may change accounting methods 
before they come under audit. 

There are several advantages to making a volun
tary change in an IRS-designated automatic change 
method of accounting. With these kinds of changes, 
taxpayers have a certain amount of hindsight about 
whether or not to make the change because they are 
not required to file the Form 3115 until after the end of 
the year. No user fee is required to be paid with the 
filing of Form 3115. 

Voluntarily changing an accounting method -
before theiRS requires a change - also eliminates 
significant exposure to potential p~nalties. Penalties, 
additions to the tax or additional amounts will not be 
imposed when a taxpayer changes from an imper
missible method of accounting to a permissible one 
by complying with all of the applicable provisions. 

If a Section 481 (a) adjustment is required in order 
to avoid a distortion of income, for voluntary changes, 
that adjustment is usually made starting with the year 
of change, and not in an earlier year. In general, the 
spread period for a net positive Sec. 481 (a) adjust
ment is 4 years and a net negative Sec. 481{a) 
adjustment may be taken into income (as a deduc
tion) in the year of change. 

. There is also a de minimis rule that many 
taxpayers elect to use for purely practical reasons. A 

-7 
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taxpayer may elect to use a one-year Sec. 481 (a) 
adjustment period in lieu of the 4-year spread period 
for a positive Sec. 481 (a) adjustment if the net Sec. 
481 (a) adjustment forthe change is less than $25,000. 
To elect this de minimis rule, all a taxpayer has to do 
is complete the appropriate line on Form 3115, basi
cally by checking the box. 

For many (voluntary) changes involving LIFO 
submethods, the cut-off method is used and no Sec
tion 481 (a) adjustment is required. When a change in 
method of accounting is made on a cut-off basis, in 
general, only the items arising on or after the begin
ning of the yearof change are accounted for under the 
new method of accounting. Any items arising before 
the year of change continue to be accounted for under 
the former method of accounting. Because no amounts 
are duplicated or omitted when a chc;mge in method of 
accounting is made on a cut-off basis, no Section 
481 (a) adjustment is necessary. 

Taxpayers complying with all the applicable pro
visions obtain' the consent of the Commissioner to 
change the method of accounting under Section 
446(e}. However, in this regard, taxpayers must fully 
comply with the detailed filing and timely duplicate 
notification requirements that are included in Rev
.enue Procedure 2008-52. 

CORRECnONSOFERRORSARENOTTHESAME 
AS CHANGES· IN ACCOUNTING METHODS 

Some taxpayers have tried to correct errors by 
treating their attempts at correction as changes in 
accounting methods. The regulations, and the IRS in 
many litigated cases, establish the principle that a 
change in accounting method does not include the 
correction of a mathematical error or errors in the 
computation of a tax liability. 

(Continued) 

A recent major case in the Tax Court highlighting 
the distinction between a change in accounting method 
versus the correction of a mathematical error is 
Huffman, et al v. Comm. (126 T.C. No. 17), filed May 
16, 2006. In this case, the Tax Court did not accept 
the LIFO computations made over long periods of 
time by the CPA for four automobile dealerships in 
Kentucky. These computations were supposedly 
made using the link-chain, dollar-value LIFO method. 
In auditing the dealerships, the IRS refused to accept 
their calculations because the CPA had consistently 
omitted the critical step of properly valuing inventory 
increments in all of the computations for periods 
ranging from 11 to 21 years. 

The CPA/accountant responsible for the LIFO 
calculations for the Huffman dealerships was consis
tent, without exception, in applying his method of 
making the link-chain computations each year, for 
each member, beginning with the year that the mem
ber initially elected the link-chain method and continu
ing thereafter. The problem (for these dealerships) 
was that he was just consistently wrong. 

In March of 2008, the U.S. Court of Appeals for 
the 6th Circuit affirmed the Tax Court holding in this 
case. The 6th Circuit Court placed emphasis on the 
fact that "systemic flaws" in a taxpayer's method of 
accounting cannot be described as mere mathemati
calor posting errors. 

The Court said: "It cannot seriously be argued 
that the consistent correction in this case to the 
repeated identical error in calculating yearly carryover 
inventory values is not a 'change in method of ac
counting,' in the plain English sense of the words .. ~ . 
We are fully satisfied that the Regulation precludes 
application of either the 'mathematical error' or the 
'computational error' exception on the facts ofthis case." 

see REVENUE PROCEDURE 2008-52, page 16 

AUTOMATIC CHANGES IN ACCOUNTING METHODS & REV. PROC. 2008-52 

• Overview & Discussion of Selected Provisions of Interest to Auto Dealers/r.ips ........ ...... ............. ................. 14 

• CAM's Designated as Automatic Changes in Accounting Methods Described in Appendix ......................... 23 

• Basic General Rules/or Changes in Accounting Methods ............................................................................. 24 

• Terms & Conditions .. ........................................................................................................................................ 26 

• Audit Protection & Effect of Consent .............................................................................................................. 27 

• General Application Procedures & Form 3115 Filing Requirements ............................................................ 28 

• Scope & Limitations that Prevent Some Taxpayers from Usillg the Automatic Challge Procedures ............ 30 

• Subsequent Review of Forms 3115 by Director & National Tax Office ......................................................... 32 

• Automatic Inventory Method Challges - Other thall LIFO ... Sec. 21 of Appelldix ...................................... 34 

• Automatic Last-In, First-Out (LIFO) Inventory Valuation Metlrod Changes ... Sec. 22 of Appendix ......... 38 

A Periodic Update of Essential Tax Information for Deaters and Their CPAs 

De Fifipps' DEALER TAX WATCH. Vol. 15, No.2 *~~~~~~Ph~ot~oc~Op~Yi~ng~O~r R~e~pri~nt~ing~W~it~ho~ut~pe~rm~is~si~on~ts~p~roh~ib~ited 
Year-End 2008 15 



Revenue Procedure 2008-52 

. Both Courts allowed the IRS to make Section 
481 (a) adjustments to adjust the first open year of 
each of the dealerships and to properly revalue the 
dealership's inventory because the adjustments con
stituted a change in the method of (LIFO) accounting. 
There was no statute of limitations preventing the 
adjustments, despite several prior IRS audits which 
apparently "looked at" these calculations. 

MAKING THE MOVE TO CHANGE THE METHOD 
BEFORE IT'S TOO LA TE 

It's too late to make a voluntary change in method 
if a taxpayer's method of accounting for an item is an 
issue under consideration for a taxable year under 
IRS audit examination. Accordingly, if a taxpayer 
receives written notification from an examining agent 
specifically citing the treatment of the item as an issue 
under consideration, then it's too late for the taxpayer 
to "voluntarily" change that method. Written notifica
tion includes the agent's examination plan, Informa
tion Document Request (IDR), or notification of pro
posed adjustments or income tax examination 
changes. 

A one-paragraph digression is in order here. The 
recitation in the previous paragraph comes straight 

. from the revenue procedure. In the real world where 
many tax issues (involving LIFO, at least) are not 
settled at the examination level, but proceed beyond 
the Examination level to the Appeals level, taxpayers 
are often permitted - as a matter of settlement strat
egy acceptable to both the IRS and the taxpayer - to 
effect a change in accounting method even though 
the method in question was an "item under consider
ation." 

Two examples are helpful in understanding the 
IRS' interpretation of the term "issue under consider
ation." In the context of a taxpayer's method of 
pooling under the dollar-value LIFO inventory method, 
that method would be an "issue under consideration" 
if it is mentioned in an IRS audit examination plan that 
identifies LIFO pooling as a matter to be examined. 
However, that pooling method would not be an "issue 
under consideration" as a result of an IRS audit 
examination plan that merely identifies LIFO invento
ries as a matter to be examined. 

Similarly, in the context of the application of the 
inventory cost capitalization rules under Section 263A, 
a taxpayer's method of determining inventoriable 
costs under Section 263A would be an "issue under 
consideration" as a result of an Information Docu
ment Request that requests documentation support
ing the costs included in inventoriable costs. How
ever, it (Le., the taxpayer's method of determining 
inventoriable costs under Section 263A) would not be 

(Continued from page 15) 

an "issue under consideration" as a result of an IDR 
that requests documentation supporting the amount 
of costs of goods sold reported on the income tax 
return. 

Finally, in connection with defining changes in 
method, a change within the LIFO inventory method 
is a change from one LIFO inventory method or sub
method to another LIFO inventory method or sub
method. However, a change within the LIFO inven
tory method does not include a change in method of 
accounting that could be made by a taxpayer that 
does not use the LIFO inventory method (for ex
ample, a method governed by Section 471 or Section 
263A). 

REV. PROC. 2008-52 UPDATESPROCEDURES 

Form 3115 (Application for Change in Accounting 
Method) is the form which must be filed in connection 
with accounting method changes. The last revision 
date for Form 3115 is December, 2003. However, the 
Instructions for Form 3115 have been updated more 
frequently to reflect the constant high level of monitor
ing that the IRS applies to all accounting method 
changes. 

In general, Revenue Procedure 2008-52 is effec
tive for Forms 3115 filed after August 18, 2008 for a 
year of change ending on or after December 31, 
2007. There are certain transition rules for Forms 
3115 that were filed shortly before issuance of this 
revenue procedure using the guidance in "old" Rev. 
Proc. 2002-9. 

The only methods of accounting that can be 
changed using the procedures in Rev. Proc. 2008-52 
are those methods which are specifically identified in 
the Appendix to the revenue procedure. This Appen
dix lists 33 general areas, many with extensive sub
divisions, which are designated automatic changes. 

There are three sections in the Appendix relating 
to inventories which are of special interest. These are 
Sec. 11 (Uniform Inventory Cost Capitalization 
(UNICAP) Methods), Sec. 21 (Inventories - General) 
and Sec. 22 (Last-In, First-Out (LIFO) Inventories). 
These sections of the Appendix relate to Internal 
Revenue Code Sections 263A, 471 and 472, respec
tively. The Appendix also contains a contact list or 
directory of individual specialists in the National Tax 
Office (with phone numbers) who can be contacted to 
discuss specific designated changes in method. 

The Revenue Procedure is divided into fifteen 
sections. The most important or key sections are ... 
"Scope," "Terms & Conditions of Change," "General 
Application Procedures" and "Audit Protection for 
Taxable Years Prior to Year of Change," (Sections 4, 

---? 
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5,6 and 7, respectively). These are discussed in the 
Section-by-Section Analysis immediately following 
this article. 

PROVISIONS IN RP 2008-52 OF SPECIAL 
INTEREST TO AUTOMOBILE DEALERSHIPS 

Based on the readership of our publications (the 
LIFO Lookout and the Dealer Tax Watch) and our 
previous articles, six provisions in Rev. Proc. 2008-
52 seem to be most relevant. These provisions are 
discussed in the order of importance to dealerships, 
based on an admittedly arbitrary evaluation of their 
impact. 

Before discussing these provisions, it should be 
emphasized that all of the provisions in the Revenue 
Procedure are equally important in their own right. 
The Revenue Procedure, even without its lengthy 
Appendix, is long and complicated, and it covers 

(Continued) 

many special situations which are beyond the scope 
of our coverage and interests .. 

#1 APPLICATION OF INVENTORY COST CAP 
RULES TO A UTO DEALERSHIPS .•• SEC. 263A 
(UNICAP) 

Previous issues of the Dealer Tax Watch have 
included extensive discussions on the controversies 
with the IRS over the application of the Sec. 263A 
rules to automobile dealerships. The focal points of 
these controversies can be summarized as (1) the 
distinction between "producer" vs. "reseller" classifi
cation and (2) the issuance of TAM 200736026 by the 
IRS and the implications of its holdings for dealers. 

Should the auto dealership be treated as a 
"producer" or as· a "resel/er" under Sec. 263A? 
Briefly, the issue here is whether the activities and 
services provided by a typical dealership's Service 

see REVENUE PROCEDURE 2008-52, page 18 

Fonn 3115 
Application for Change In Accounting Method (ROY. DoGember 2003) OMS No. 1~.Q152 

~Df"T_ ----Namo !II Iller (riomo or ...,...1 GOtP!'"'Hon If • conaoflCkllod group) (He InaIr\lC1lon8l Id_ nuinber (He InstruotIoM) 

PrfncIp.I busInooa aclMty cacIe number (iee kIIIM:tIonoI 

Number, ...... ~ and """" or .ul" no. " • p..O. box, _ the inltruaIiDna. T ... y_ or ~ begino (MMIDCNVYY) 
'T';;;;';'cii~eiicii"cMWDDiYYYYi"""'''''''''''''''''' 

City or town. aIIlo, and ZIP GOd. N ..... or CIIIIIct _ (Me inItnIoItansl 

Narne of appllcanl{.' PI different 1hen alet! and ldonUllaallon numbor(l) (Me inllNcIfans! I ConIocI pemlll·.1Mphone number 
(. ) . 

If the aEE"cant Is a member of a consolidated 9rouE. check this box • • . ~ U 
If Fonn 2848 Power of Attomev and Declaration of Representative Is attached check this box • ~ 0 
Check the ~ox to Indicate the appUcant. Check the appropriata box to Indicate the type 

o Individual o Cooperative (Sec. 1381) of accounting method change being requeated. 

o Corporation o Partnerahlp 
(see instructions) 

o Controlled foreIgn corporation o S corporation o Depreciation or Amortization 
(Sec. 957) o Insuranye co. (Sec. 816(a)) o Ananclal Products and/or Ananclal ActMtIes of o 10/50 corporation (Sec.· 904(d)(2)(E)) o Insurance co. (Sec. 831) Ananclal Instltutfons o Qualified personal service o Other (specify) ~ .......... o Other (specify) ~ .................................... 
corporation (Sec. 448(d)(2» ............................... o Exempt organization. Enter Code section ~ 

. ...................................... _ ............................ 

Caution: The app/lcBnt must provide the requested information to be eligible for approval of the requested account(ng method change. The 
applicant mey be required to provide Information specific to the ICCOIIIIting method change such as .n attached statement. The applicant 
must provide aJllnform8tJon relevant to the requested accounting method change. IV8I1If not specIficBIIy requested by the Form 3115. 

1 Enter the requested designated accounting method change number from the Ust of Automatic Accounting 
Method Changes (see Instructions). Enter only one method change number, except as provided for In the 
Instructions. If tha requested change Is not Included In that nat, check "Other,· and provide a description. 

~ (a) Change No. (b) Other 0 Description ~-'-_____________ _ 

2 Is the accounting method change being requested one for which the scope limitations of section 4.02 of Rev. 
Proc. 2002·9 (or Its successor? do not apply? • • • • • • • • • • • • • • • • • • • • • • 
It "Yes," go to Part II. 

3 Is the tax year of change the final tax year of a trade or business for which the taxpayer would be required to 
take the entire amount of the section 481(a) adjustment into account In con1putlng taxable Income? 
If • the applicant Is not to make the under automatic 

Part 

4a Does the applicant (or any present or former consondated group In whlch the appllcant was a during 
the applicable tax year(s)) have any Federal Income tax returh(s) under examination (see instructions)? • • 
If you answered "No," go to line 5. 

b Is the method of accounting the applicant Is requesting to change an Issue {with respect to either the appRcant 
or present or former consolidated In which the applicant was a member during the appDcable tax 

eIther under consideration or • • • • • • 
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Department meet(s) the definition of "providing ser- . 
vices" under Reg. Sec. 1.263A-1 (b)(11). If the activi
ties fall within the definition, that would put the dealer
ship either ... directly under the "producer" rules of 
Section 263A, ... or result in the dealership being 
treated as a "resellerwith production activities" under 
the "reseller" portion of the rules of Sec. 263A. 

TAM 200736026, issued by the IRS in Septem
ber, 2007, addresses multiple issues involving how 
the regulations under Section 263A should be inter
preted in dealership situations for (1) production and 
handling activities, (2) retail sales facility issues and 
(3) the identification and allocation of costs. 

For several years, the IRS has been implying (if 
that's too strong a word, let's say "weakly hinting") 
that guidance, in one form or another, that would 
really address these issues might be forthcoming 
reasonably soon. 

No new IRS "guidance" at this time. Regretta
bly, there's no guidance (at all) in Rev. Proc. 2008-52 
that is useful in coming to grips with any of these 
Issues or with what methods of accounting are or are 
not permissible in determining inventory costs to be 
capitalized under Section 263A. 

Accordingly, at this time we still do not know 
anything more or less than we knew before. 

#2 CHANGES IN SELECTING AN OFFICIAL USED 
VEHICLE GUIDE FOR VALUING USED 

. VEHICLES 

The IRS will now allow automobile dealers to 
make certain changes related to the use of "official 
used car guides" in connection with valuing their used 
vehicle inventories. 

Here's some background on this. In a very old 
IRS revenue ruling (Revenue Ruling 67-107), the IRS 
acknowledged that "it is a common practice forthe car 
dealer to sell a car and as part of the payment to take 
in trade the purchaser's old car. The dealer values 
the car taken in trade at cost which is an amount 
representing the average wholesale price listed by an 
official used car guide at the time of trade-in. If (the car 
is) not sold, the used car is carried in inventory at the 

. cost figure until the end of the year. The inventory 
value is then adjusted to conform to the average 
wholesale price listed at that time. This is the practice 
recommended by the auto industry and used by 
nearly all car dealers." 

This revenue ruling added that, under Section 
471, inventories must conform as nearly as may be to 
the best accounting practice in the trade or business 
and must clearly reflect income. The methods of 
valuation most commonly used which meet these 

(Continued from page 17) 

requirements are (1) cost and (2) cost or market, 
whichever is lower. Reg. Sec. 1.471-4(a) defines 
market as "the current bid price prevailing at the date 
of inventory for the particular merchandise in the 
volume in which usually purchased by the taxpayer." 

This 40-year old revenue ruling held that "a car 
dealer may value his used cars for inventory pur
poses at valuations comparable to those listed in an 
official used car guide as the average wholesale 
prices for comparable cars." 

Despite this revenue ruling, for many years some, 
IRS agents took the position in auditing dealerships 
that some used vehicles should be treated as "sub
normal" goods, rather than as "normal" goods and 
raised objections to the dealerships valuations of 
their used vehicles. In the September 1999 Dealer 
Tax Watch, we reported that the IRS finally indicated 
that it would allow used cars to be written-down to the 
lower of cost or market atthe end ofthe year. In effect, 
this treats used cars as· normal goods - not as 
subnormal goods - in the context of a used vehicle 
inventory. There was no official pronouncement by 
the IRS on this. This concession (if you will) was 
simply repo.rted by the Motor Vehicle Technical Advi
sor (then the IRS Motor Vehicle Specialist) at a 
National Conference. 

Section 21.12 of the Appendix to Rev. Proc. 
2008-52 now provides that auto dealerships may 
make certain changes relating to the valuation of 
used vehicles as automatic changes in accounting 
method. The caption for this section of the Appendix 
reads "Change in the official used vehicle guide 
utilized in valuing used vehicles." The first sentence 
describing the change states that "Used vehicles 
taken in trade as part payment on the sale of vehicles 
by a dealer may be valued for inventory purposes at 
valuations comparable to those listed in an official 
used vehicle guide as the average wholesale prices 
for comparable vehicles. See Rev. Ru1.67-107, 1967-
1 C.B. 115." 

In describing the changes permitted to be made 
as automatic, the text reads ''This change applies to: 
(1) a taxpayer that wants to change from not using an 
official used vehicle guide to using an official used 
vehicle guide for valuing used vehicles; or (2) a 
taxpayer that wants to change to a different official 
used vehicle guide for valuing used vehicles." 

For dealers who have been writing down their 
used vehicle inventories at year-end based on arbi
trary judgments or other (inconsistent) combinations 
of fact and fiction, the opportunity to make an auto
matic change in method to use an official used vehicle 
industry guide should not be overlooked. Particularly, 
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for the reasons discussed earlier in this article on Why 
Change a Method of Accounting Before the IRS 
Forces You to. 

The designated automatic accounting method 
change number fora change under this Section ofthe 
Appendix is 138. 

For this change, the computation of an adjust
ment under Section 481 (a) is required. This compu
tation should not be too burdensome because, gen
erally speaking, used vehicles in inventory turn over 
rapidly and used vehicles on hand at the beginning of 
the year usually are not still on hand at the end of the 
year. 

Although most of the text (including the caption) 
discussing the two changes refers broadly to ''valuing 
used vehicles," the opening sentence and Rev. Rul. 
67-107 to which it refers specifically limit their appli
cation to "vehicles taken in trade as part payment on 
the sale of vehicles." This raises the question of 
whether the valuation of used vehicles that a dealer
ship has acquired by purchase at auction (or from 
another dealer) can be included as eligible for an 
automatic change in method under this section of 
the Appendix. 

#3 TERMINATION OF LIFO ELECTIONS BY AUTO 
DEALERSHIPS •.• UNCERTAINTIESEUMINATED 

In teaching seminars on LIFO, I've often re
minded students that there are only three problems 
involved with LIFO ... (1) getting on ... (2) staying on 
..• and (3) getting off. Dealerships considering going 
onto LIFO don't always like to hear about the prob
lems associated with going off of LIFO. And when 
these are discussed, sometimes more emphasis is 
placed on the aspect of coming up with the cash to 
pay the tax on the LIFO reserve recapture than is 
given to the procedural requirements to be followed in 
terminating·a LIFO election. 

Technically, the termination of a LIFO election is 
referred to as a "change from the LIFO inventory 
method." 

Some background. When the I RS liberalized its 
procedures for the termination of LIFO elections in 
Rev. Proc. 2002-9, the wording there was such that 
significant problems could emerge in the future ... if 
the IRS ever looked closely at the specifics of the 
inventory methods employed by the dealership after 
it terminated its LIFO election. 

For several years, there seemed to be no prob
lems, but more recently, the National Office had been 
rejecting Forms 3115 filed by dealerships for auto
matic terminations of their LIFO elections under Rev. 
Proc.2002-9. It appeared that the IRS was taking the 

(Continued) 

position that dealerships could not use the automatic 
change provisions to go off of LIFO because they are 
using different methods of accounting for their non
LIFO inventories (Le., if they are not using the same 
method for all of their non-LIFO inventories). 

Needless to say, this position of the IRS can 
create significant problems for dealerships who 
thought they had terminated their LIFO elections 
when they filed Form 3115 (automatic change) and 
never heard back from the IRS. Some of them were 
being notified by the IRS, at a date (many) years later 
that they should have filed Form 3115 before the end 
of the year the LIFO election was terminated. This is 
the requirement under Rev. Proc. 97-27 which ap
plies to non-automatic changes. 

Apparently, the IRS' position all along has been 
that a dealership's automatic change request was 
invalid and should be denied because all of the 
dealership's non-LIFO inventory was not being val
ued using the same method. Ironically, there was 
nothing really difficult involved here. The devil is in the 
details ... in the procedures. It was just a matterofthe 
IRS requiring taxpayers to know before the year was 
over that they were going to terminate their LIFO 
election for the year so thatthey could file Form 3115 for 
permission to change before the end of the year of 
change. And, of course, pay the appropriate user fee. 

However, the implications for dealers caught in 
this Catch-22 are nothing short of horrendous, for 
some are finding out (in many cases, several years) 
after the fact that, according to the IRS, they are still 
on LIFO! Or worse yet, that they have made an 
unauthorized change in accounting method ... and 
that leaves them at the mercy of the IRS to do with 
them whatever it wants. 

In summary, Revenue Procedure 2002-9 required 
that when a dealership terminated its LIFO election, 
all of the dealership's non-LIFO inventories must be 
using the same method for valuation and identifica
tion of inventories. If the same method was not being 
used, then, under Rev. Proc. 2002-9, the dealership 
could not terminate its LIFO method using the auto
matic change in method procedures by filing Form 
3115 after the end of the year of change. 

Out of practical necessity, every auto mobile deal
ership uses the replacement cost method for valuing 
its parts and accessories inventories. As a result, a 
dealership going off of LI FO could not satisfy this 
requirement and, therefore, it was required to obtain 
consent in advance from the IRS to terminate its LIFO 
election (Le., by filing Form 3115 under Rev. Proc. 97-
27 before the end of the year of change and paying a 
user fee). 

see REVENUE PROCEDURE 2008-52, page 20 
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The good news •.. Rev. Proc. 2008-52 now 
eliminates these uncertainties. In a liberalization of 
the IRS' previous position, Section 22.01 of the Ap
pendix to the Rev. Proc. now provides that a taxpayer 
may change to one or more non-LIFO inventory 
methods for the LIFO inventories that are the subject 
of this accounting method change, but only if the 
selected non-LIFO method is a permitted method for 
the inventory goods to which it will be applied. 

For example, a heavy equipment dealer may 
change to the specific identification method for new 
heavy equipment inventories and to the replacement 
cost method for heavy equipment parts inventories. 

So the question is ... what is a "permitted" method? 
The answer is that now an inventory method (identi
fication or valuation, or both) is a permitted method if 
it meets two requirements. First, it is specifically 
permitted by the Code, the regulations, a decision by 
the United States Supreme Court, a revenue ruling, a 
revenue procedure, orother guidance published in 
the Internal Revenue Bulletin for the inventory goods. 
The second requirement is that the taxpayer is nei
ther prohibited from using that method nor required to 
use a different inventory method for those inventory 
goods. In general, these requirements should be 
easily satisfied by the typical dealership. 

Fortunately, whether an inventory method is a 
permitted method is determined without regard to the 
types and amounts of costs capitalized under the 
taxpayer's method of computing inventory cost under 
Section 263A which governs the types and amounts 
of costs required to be included in inventory cost. 

What about those dealers who are caught 
between and still in the "Catch 22"1 After celebrat
ing this good news, let's not forget that it only applies 
prospectively. There are still many dealers who think 
they effectively terminated their LIFO election years 
ago, but according to the IRS, they did not comply with 
the procedural requirements. 

What should a dealership do if it previously 
(thought it) terminated its LIFO election, and since 
then, it has not been using the LIFO method for 
valuing its inventories? Should it file amended in
come tax returns for all of the intervening years? 
Should it apply for a Ruling and "confess" to a LIFO 
financial statement conformity violation? Obviously, 
under these circumstances, the dealership would not 
have reflected LIFO on its year-end financial state
ments if it thought it had terminated its LIFO election. 

In this gray area, is there still a 4-year spread 
period for the recapture of the dealership's LIFO 
reserve? ... Or, might the IRS insist on the full LIFO 
reserve being picked up in income 100% in the 

(Continued from page 19) 

intended year of termination? ... Or, is the dealership 
still on LIFO (if the IRS will waive its inadvertent 
violations of the year-end financial statement confor
mity requirements)? 

The ramifications for these dealers are not clear. 
The IRS could take the position that they are still on 
LI FO and by not continuing to stay on LI FO, they have 
made an unauthorized change in accounting method. 
This could render a dealership vulnerable to the IRS 
either requiring that dealership to continue using the 
LI FO method or requiring the dealership to change to 
another (specific identification) method. Or, things 
could be worse. 

It will be interesting to see how all of this 
works out. 

#4 LA CK OFO VERA LL AUDIT PROTECTION FOR 
CHANGES IN LIFO SUBMETHODS 

Often, taxpayers are willing to voluntarily change 
an accounting method because, in return for making 
the change, the IRS agrees that it will not make audit 
adju'stments to prior years related to the method that 
was previously used. 

. If a taxpayer complies with all of the requirements 
of Revenue Procedure 2008-52, the IRS will not 
require the taxpayer to change its method of account
ing for the same item for a taxable year prior to the 
year of change. 

Unfortunately, there is one major qualification 
that is upsetting to LIFO-related changes in method. 
Section 7.02(2) states that ''The Service may change 
a taxpayer's method of accounting for prior taxable 
years if the taxpayer is changing a sub-method of 
accounting within the method." This is followed by ... 
"For example, an examining agent may propose 
to terminate the taxpayer's use of the LIFO inven
tory method during a prior taxable year even 
though the taxpayer changes its method of valu
ing increments in the current year." [Emphasis 
added] 

This is not a new limitation ... it is carried over 
from Rev. Proc. 2002-9. It seems to indicate that 
even though a taxpayer may change one of its 
submethods under its broader LIFO method, the IRS 
still can go back to prior years and make adjustments 
(or possibly take the taxpayer off of LIFO) if it finds a 
financial statement conformity violation, a cost viola
tion or some other critical omission such as the failure 
to file Form 970 in the initial LIFO year. 

In addition to the LIFO situation discussed above 
there are several other situations where the IRS ma~ 
change a taxpayer's method of accounting for prior 
taxable years. This can occur if the taxpayer fails to 
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implement the change or the taxpayer implements 
the change but does not comply with all the applicable 
provisions of the revenue procedure. 

The IRS also may change a taxpayer's method of 
accounting for prior taxable years if the method of 
accounting is changed or modified because there has 
been a misstatement or omission of material facts or 
if prior year adjustment is necessary in order to reflect 
a prior year Service-initiated change reported as an 
issue pending or in a Revenue Agent's Report. 

#5 CHANGE TO ELIMINATE CERTAIN ADVER
TISING COSTS FROM INVENTORY COSTS 

80th the LIFO Lookoutand the Dealer Tax Watch 
have given extensive coverage to the benefits and 
procedures to be followed by dealerships that change 
their methods of accounting to eliminate (1) trade 
discounts and/or (2) local and regional advertising 
costs from their inventory costs. 

These are two separate changes in accounting 
methods, although for practical reasons, many 
dealerships often make both changes at the same 
time, for the same year. 80th changes are beneficial 
regardless of whether or not a dealership is using 
LIFO to value its new vehicle inventories. 

Distinction between a change in accounting 
method for "trade discounts" vs. "advertising 
credits." It should be noted that previously, a change 
in accounting method to eliminate trade discounts 
was permitted to be made as an automatic change. It 
contrast, a change in accounting method to eliminate 
advertising costs and credits was not permitted to be 
made as an automatic change. 

What this meant in the past was that for a dealer
ship wanting to make both changes for the same year, 
it was required to file the Form 3115 forthe advertising 
credits change before the end of the year (and pay a 
user fee). And it filed the second Form 3115 for the 
trade discounts change after the end of the year. 

This required a significant amount of paper shuf
fling. Worse yet, if the IRS did not reply to the Form 
3115 filed for the advertising credits before it was time 
to file the tax return for the year of change, technically 
the dealership was required to not reflect that change 
for that year. And you know how slow the IRS can be 
in these situations. 

What is newis that Revenue Procedure 2008-52 
has now identified a change in accounting method to 
eliminate advertising costs and credits (from inven
tory costs) as a change that taxpayers can make as 
an automatic change. 

The following paragraphs provide some basic 
background information on both changes in account-

(Continued) 

ing methods. However, much of what has been said 
in previous articles in our publications will not be 
repeated here. 

Elimination of trade discounts (i.e., Factory 
f/oorplan assistance payments) from inventory 
costs. A trade discount is a reduction allowed by the 
seller in the invoice or purchase price that is allowed 
or granted regardless of when the payment is made. 
Generally, trade discounts are allowed for volume or 
quantity purchases. 

It is clear that trade (or quantity) discounts are 
required to be eliminated from inventory costs. This 
treatment is not optional; it is mandatory according to 
Reg. Sec. 1.471-3(b) and Revenue Ruling 84-481. 

As noted above, dealerships may change their 
method of accounting for "qualifying volume-related 
trade discounts" without first securing permission 
from the IRS. This automatic change in accounting 
method is described in Section 21.04 of the Appendix 
to Rev. Proc. 2008-52. It is designated accounting 
method change number #53. For this change, the 
computation of a net adjustment under Section 481 (a) 
is required. Taxpayers are not permitted to use the 
cut-off method in making this change. Therefore, 
taxpayers on LIFO are required to make a detailed 
recalculation of the layer history for each pool af
fected by this change. 

Elimination of certain advertising costs and 
credits from inventory costs. Revenue Procedure 
2008-52 now permits dealerships to eliminate certain 
invoiced advertising association costs from inventory 
costs and to make this change as an automatic 
change in accounting method. 

Advertising costs must meet the following 
criteria in order to qualify for this automatic 
change in method. 

(1) The dealership must pay this advertising 
fee when acquiring vehicles from the manu
facturer, 

(2) The advertising costs are separately coded 
and included in the manufacturer's invoice 
cost of the new vehicle, 

(3) The advertising cost is a flat fee per vehicle 
or a fixed percentage of the invoice price, 
and 

(4) The fees collected by the manufacturer 
are paid to local advertising associations 
that promote and advertise the 
manufacturer's products in the dealership's 
market area. 

see REVENUE PROCEDURE 2008-52, page 22 
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It had long been the position of the IRS that 
advertising costs (credits and fees) paid to national 
advertising associations must be distinguished from 
fees paid to local advertising associations, with the 
latter (local advertising) eligible for a change in ac
counting method and the former (national advertis
ing), ineligible for such change. Rev. Proc. 2008-52 
does not change this position. Accordingly, advertis
ing fees paid to national advertising associations do 
not qualify for this change in accounting method. 

Under the new method for handling advertising 
costs, the dealership will exclude advertising costs 
that meet the above criteria from the cost of new 
vehicles. These costs will be deducted under Section 
162 as the advertising services are provided to the 
dealership. More details on the timing aspect of when 
the advertising services are provided are found in 
Reg. Sec. 1.461-4(d)(2)(i). 

Two questions arise based on the wording of the 
criteria these advertising costs must meet in order to 
qualify for automatic change status. First, in some 
instances, the second requirement (that the advertis
ing costs must be separately coded and included in 
the manufacturer's invoice cost of the new vehicle) 
may not be satisfied. If the other three criteria are met, 
but the manufacturer does not separately state the ad 
fee on the invoice, can the change be made as an 
automatic change? 

The second question is, does the fourth require
ment (that the advertising costs relate to local adver
tising associations) extend beyond local to regional 
advertising? It seems clear that national advertising 
does not qualify and local advertising does. Query: 
Where on the spectrum does regional advertising fall? 

This automatic change in accounting method for 
advertising costs is described in Section 21.13 of the 
Appendix to Rev. Proc. 2008-52. It is designated 
accounting method change number #139. For this 
change, the computation of a net adjustment under 
Section 481 (a) is required. Taxpayers are not permit
ted to use the cut-off method in making this change. 
Therefore, taxpayers on LIFO are required to make a 
detailed recalculation of the layer history for each pool 
affected by this change. 

#6 INELIGIBILITY TO USE THE AUTOMATIC 
CHANGE PROCEDURES 

There are several circumstances in which a deal
ership may not be eligible to file Form 3115 for an 
automatic change in accounting method under Rev
enue Procedure 2008-52. 

A taxpayer must fall within the "scope" of Rev
enue Procedure 2008-52 in orderto file under its more 
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relaxed provisions. If a "scope limitation" applies, the 
taxpayer's Form 3115 for a change in accounting 
method must be filed before year-end under Revenue 
Procedure 97-27 (and not under Revenue Procedure 
2008-52). 

Revenue Procedure 2008-52 has now refined 
two scope limitations that might prevent a taxpayer 
from being able to use the automatic change provi
sions where that taxpayer has made certain changes 
within the previous five years. This 5-year period 
includes the year of change, so it is really the year of 
change plus the four immediately preceding years 
that need to be examined to see if the taxpayer is 
eligible to make automatic changes in accounting 
methods under fhis Revenue Procedure. 

The first prior 5-year change scope limitation 
focuses on a prior change in overall method. This 
is found in Section 4.02(6) and it is less likely to be 
problematic. 

The secondprior 5-year change scope limitation 
focuses on a prior change in an item. This limitation 
is found in Section 4.02(7). For dealerships on LIFO 
that intend to make automatic LIFO changes, this 
item scope limitation is more frequently encountered. 

In general, if a taxpayer has changed its method 
of accounting for a ·specific item (or applied for 
consent to change a method of accounting for a 
specific item regardless of whether it implemented 
that change) during any of the five taxable years 
ending with the year of change, the taxpayer may not 
obtain automatic consent to change its method of 
accounting for that same item. 

There are exceptions to the above. A taxpayer is 
not prohibited from changing a Last-In, First-Out 
(LIFO) inventory sub-method {for example, the 
method of determining current-yearcost orthe method 
of computing a dollar-value pool index) within five 
years of adopting or changing to the LIFO inventory 
method or another LIFO inventory sub-method. 
The Revenue Procedure includes two examples to 
further convey the meaning. 

In discussing the prior 5-year item change scope 
limitation, the Revenue Procedure adds for empha
sis: "However, a taxpayer that changes a LIFO 
inventory sub-method within five years of adopt
ing or changing to the LIFO inventory method 
does not receive audit protection under Section 7 
of this Revenue Procedure." This limitation on 
audit protection for prior years where other issues are 
involved has been discussed previously in this article. 
Also, both of these scope limitations are discussed in 
greater detail in the accompanying analysis. 
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There are a number of other scope limitations 
contained in Section 4 including limitations related to 
taxpayers under examination or who are members of 
a consolidated group or are special entities such as S 
corporations, partnerships and limited liability com
panies. These are not discussed in this article, nor 
are the scope limitations applicable to Section 381 (a) 
transactions, separate trades or businesses and final 
years or a trade or business. 

(Contjnued) 

CONCLUSION 

New Revenue Procedure 2008-52 should be 
carefully studied whenever voluntary changes in ac
counting methods are being contemplated. And, 
given some of the changes discussed in this article 
that have been newly added to the list of automatic 
changes, now might be a good time to consider some 
of these for 2008. * 

Appendix 
COII/l'1I1\ 

CAMsDESIGNATEDASAuTOMATIC CHANGES IN ACCOUNTING METHODS 

DESCRIBED IN THE ApPENDIX TO REV. PROC. 2008-52 

* 1 ... Gross Income (Sec. 61) 
2 ... Commodity Credit Loans (Sec. 77) . 
3 ... Trade or Business Expenses (Sec. 162) 
4 ... Bad Debts (Sec. 166) 
5 ... Amortizable Bond Premiul!' (Sec. 171) 
6 ... ~epreciation or Amortization (Various Sections) 
7 ... Research & Experimental Expenditures (Sec. 174) 

* 8 ... Elective Expensing Provisions (Secs. 179, 181 & 194) 
9 ... Computer Software Expenditures (Secs. 162, 167 & 197) 
10 ... Capltal Expenditures (Sec. 263) 
11 ... Uniform. Capitalization (UNICAP) Methods (Sec. 263A) 
12 ... Losses, Expenses & Interest wlrlt Transactions Between Related Taxpayers (Sec. 267) 
13 ... DeferredCompensation (Sec. 404) 
14 ... Methods of Accounting (Sec. 446) 
15 ... Taxable Year of Inc Ius ion (Sec. 451) 
16 ... Obligations Issues at Discount (Sec. 454) 
17 ... Prepaid Subscription Income (Sec. 455) 
18 ... Special Rulesfor Long-Term Contracts (Sec. 460) 
19 ... Taxable Year of Deduction (Sec. 461) 

* 20 ... Rent (Sec. 467) 
21 .. . Inventories (SeC. 471) 
22 •. • Last-In, First-Out (LIFO) Inventories (Sec. 472) 
23 ... Mark-to-Market Accounting Methodfor Dealers In Securities (Sec. 475) 
24 ... Bank Reservesfor Bad Debts (Sec. 585) 

* 25 ... Insurance Company Premium Acquisition Expense (Sec. 832) 
* 26 ... Discounted Unpaid Losses (Sec. 856) 
* 27 ... Real Estate Mortgage Investment Conduit (REM/C) (Sec. 860) 

28 ... Incomefrom Sources within the United States (Sec. 861) 
29 ... Functional Currency (Sec. 985) 

* 30 ... Basis of Certain Securities Sold or Transferred (Sec. 1012) 
31 ... Original Issue Discount (Sees. 1272 & 1273) 
32 ... Market Discount Bonds (Sec. 1278) 

• The numbers 1 through 33 above are the section numbers of the Appendix corresponding to the changes in 
accounting methods which are designated as automatic changes. Corresponding Internal Revenue Code Section 
are indicated parenthetically. 

• The Appendix sections designated by an asterisk (0<) were included in the Appendix to Revenue Procedure 2002-
9. Those methods not included in the Appendix to Rev. Proc. 2002-9 were designated as automatic change 
methods by guidance issued by the IRS during the interim period. or else they were just added to the Appendix 
to Rev. Proc. 2008-52 as part of its finalization. 

• Section 14 (Methods of Accounting - Code Sec. 446) includes the following ... 
14.02 Multi-year insurance policies for multi-year service warranty contracts 
14.10 Multi-year service warranty contracts 

• Appendix Contact List. The Appendix contains a contact list or directory of individual specialists in the National Tax 
Office (with phone numbers) who can be contacted to discuss specific designated changes in method. 

A Periodic Update of Essential Tax Information for Dealers and Their CPAs * Photocopying or Reprinting WHhout Permission Is ProhibHed 
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-BASIC (GENERAL) RULES FOR CHANGES IN ACCOUNTING METHODS 

PA(;e 1 OF] 

• A change in method of accounting includes a change in the overall plan of accounting for 
gross income or· deductions, or a change in the treatment of any material item. 
• A material item is any item that involves the proper time for the inclusion of the item in 

income or the taking ofthe item as a deduction. 
• Lifetime income considerations. In determining whether a taxpayer's accounting practice 

for an item involves timing, generally the relevant question is whether the practice 
permanently changes the amount of the taxpayer's lifetime income. 

• If the practice does not pemlanently affect the taxpayer's lifetime income, but does or 
could change the taxable year in which income is reported, it involves timing and the 
practice therefore involves a method of accounting. 

• Pattern of consistent treatment Although a method of accounting may exist under the above 
defmition without a pattern of consistent treatment of an item, a method of accounting is not 
adopted in most instances without consistent treatment. 
• The treatment of a material item in the same way in determining the gross income or 

deductions in two or more consecutively filed Federal income tax returns (without regard 
to any change in status of the method as permissible or impermissible) represents 
consistent treatment of that item. 

• If a taxpayer treats an item properly in the first return that reflectS the item, however, it is 
not necessary for the taxpayer to treat the item consistently in two or more consecutive 
returns to have adopted a method of accounting. 

• Cannot change accounting method by amending prior tax returns. If a taxpayer has 
adopted a method of accounting under these rules, the taxpayer may not change the method 
by amending its prior income tax return(s). 

• Correction of mathematical error is not a change in accounting method. 
• A change in method of accounting does not include correction of mathematical or posting 

errors, or errors in the computation of tax liability (such as errors in computation of the 
forei n tax credit, net 0 eratin loss, investment credit, etc.). 

• In general, a taxpayer must ,secure the consent of the Commissioner before changing a method 
of accounting ... unless Section 446( e) and the regulations thereunder provide otherwise. 

• In general, in order to obtain the Commissioner's consent to a method change, a taxpayer 
must file a Form 3115, Applicationfor Change in Accounting Method, during the taxable year 
in which the taxpayer wants to make the proposed change. 

• Terms and conditions of a method change. The Commissioner may prescribe 
administrative procedures setting forth the limitations, terms, and conditions deemed 
necessary to permit a ~payer to obtain consent to change a method of accounting in 
accordance with Section 446(e). 
• The terms and conditions the Commissioner may prescribe include the year of change, 

whether the change is to be made with a Section 481 (a) adjustment or ona cut-off basis, 
and the Section 481 (a) adjustment period. 

• No retroactive method change. Unless specifically authorized by the Commissioner, a 
taxpayer may not request, or otherwise make, a retroactive change in method of accounting, 
re ardless of whether the chan e is from a ermissible or an im ermissible method. 

• Section 48I(a) requires those adjustments necessary to prevent amounts from being 
duplicated or omitted to be taken into account when the taxpayer's taxable income is 
computed under a method of accounting different from the method used to compute taxable 
income for the preceding taxable year. 

• When there is a change in method of accounting to which Section 48 I (a) is applied 
• Income for the taxable year preceding the year of change must be determined under the 

method of accounting that was then employed, and 
• Income for the year of change and the following taxable years must be determined under 

. the new method of accounting as if the new method had always been used. 
• The Section 481(a) adjustment is computed notwithstariding that the period of limitations on 

assessment and collection of tax may have closed on the years (closed years) in which the 
events giving rise to the need for an ad'ustment occurred. 
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BASIC (GENERAL) RULES FOR CHANGES IN ACCOUNTING METHODS 

PAGE20F2 

• The adjustment required by Section 4S1(a) may be taken into account in determining taxable 
income in the manner and subject to the conditions agreed to by the Commissioner and the 
taxpayer. 

• Generally, the Sec. 4S1 (a) adjustment is taken into account completely in the year of change, 
subject to Sec. 4S1(b) which may limit the amount of tax where the Sec. 4S1 (a) adjustment is 
substantial. 

• Section 5 of Rev. Proc. 200S-52 modifies the above rule by providing specific adjustment 
periods (for example, the spread period of four years for a net positive Section 481(a) 
adjustment) that are intended to achieve an appropriate balance between the goals of 
• Mitigating distortions of income that result from accounting method changes, and 
• Providin a ro riate incentives for volunta com Iiance. 

• The Commissioner may determine that certain changes in methods of accounting will be 
made without a Section 481(a) adjustment, using a cut-offbasis or approach. 

• When a change in method of accounting is made on a cut-off basis, in general, only the items 
arising on or after the beginning of the year of change are accounted for under the new 
method of accounting. 
• Any items arising before the year of change continue to be accounted for under the 

taxpayer's former method of accounting. 
• Because no amounts are duplicated or omitted when a change in method of accounting is 

made on a cut-off basis, no Section 481(a) adjustment is necessary. 
• Exam les are in Sections 2.01, 10.04 and 22.02 of the A endix of this Revenue Procedure. 
• Methods of accounting should clearly reflect income on a continuing basis. 
• The Commissioner exercises discretion under Sections 446(e) and 481(c) iO a manner that 

generaIIy minimizes distortions of income across taxable years and on an annual basis. 

• When a taxpayer has two or more separate and distinct trades or businesses, a different 
method of accounting may be used for each trade or business provided that the method of 
accounting used for each trade or business clearly reflects the overaII income of the taxpayer 
as weII as that of each particular trade or business. 

• No trade or business is separate and distinct unless a complete and separable set of books and 
records is kept for that trade or business. 

• The trades or businesses of the taxpayer are not separate and distinct if, by reason of 
- maintaining different methods of accounting, there is a creation or shifting of profits or losses 

between the trades or businesses of the taxpayer (for example, through inventory adjustments, 
sales, urchases, or ex enses so that income of the tax a er is not c1earl reflected. 

• Any otherwise applicable penalty, addition to the tax, or additional amount for the failure of a 
taxpayer to change its method of accounting (for example, the accuracy-related penalty under 
Section 6662 or the fraud penalty under Section 6663) may be imposed if the taxpayer does 
not timely file a request to change a method of accounting. 

• The taxpayer's return preparer may also be subject to the preparer penalty under Section 6694. 
• Penalties, additions to the tax, or additional amounts wiJI not be imposed when a taxpayer 

changes from an impermissible method of accounting to a permissible one by complying with 
all a licable rovisions of this Revenue Procedure. 

• If a taxpayer does not regularly employ a method of accounting that clearly reflects its 
income, the computation of taxable income must be made in a manner that, in the opinion of 
the Commissioner, does clearly reflect income. 

• If a taxpayer under examination is not eligible to change a method of accounting under this 
Revenue Procedure, the change may be made by the Director. 

• A change resulting in a positive Section 481(a) adjustment will ordinarily be made in the 
earliest taxable year under examination with a one-year Section 481(a) adjustment period. See 
Rev. Proc. 2002-18, 2002-1 C.B. 67S. 

ction 2 of Revenue Procedure 2008-52 ... Note: Citations to many specific Code and 
ulation sections (omitted here) are included in the text of the Rev. Proc. Source . 
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TERMS & CONDITIONS IMPOSED ON TAXPAYERS MAKING AUTOMATIC 

CHANGES IN ACCOUNTING METHODS UNDER REV. PROC. 2008-52 

• An accounting method change (and the corresponding Fonn 3115) filed under this Revenue 
Procedure must comply with all of the tenns and conditions set forth in the Revenue Procedure. 

• For purposes of Section 481, a change in method of accounting made under this Revenue 
Procedure is considered to be a chan e in method of accountin initiated b the tax a er. 

• The year of change is the taxable year designated on the application and for which the 
a Iication is timel filed under Section 6.02 3) of this Revenue Procedure. 

• Unless otherwise provided in the Revenue Procedure, a taxpayer making a change in method 
of accounting must take into account a Section 481(a) adjustment. 
• In other words, the general rule is that all changes in accounting method require an 

adjustment under Section 481(a) ... and the cut-off method cannot be used unless the IRS 
s ecificall rovides that it can be used. 

• For a net positive Sec. 481(a) adjustment, the spread period is 4 years. 
• For a net negative Sec. 48 1 (a) adjustment, the spread period is 1 year. 
• De minimis rule. If the net positive Sec. 481(a) adjustment for the change in method is less 

than $25,000, a taxpayer may elect to use a one-year Sec. 481 (a) adjustment period, in lieu of 
the 4-year spread period. 
• The taxpayer must complete the appropriate line on Fonn 3 J 15 to elect this treatment. 

• Short period as a separate taxable year. If the year of change or any other taxable year 
during the Sec. 481 (a) adjustment period is a short taxable year, the Sec. 481 (a) adjustment 
must be included in income as if that short taxable ear were a full 12-month taxable ear. 

• Conversion to or from S corporatioll status. No acceleration of a Sec. 481(a) adjustment is 
required when a C corporation elects to be treated as an S corporation or an S corporation 
terminates its S election and is then treated as a C corporation. 
• An exception to this is provided in Section 22.01 of the Appendix of the Revenue 

Procedure in connection with a method change that tenninates a taxpayer's LIFO election. 
• Certaill trallsfers to which Section 38/(a) applies. No acceleration of the Sec. 48J(a) 

adjustment is required when a taxpayer transfers substantially all the assets of the trade or 
business that gave rise to the Sec. 48 J (a) adjustment to another taxpayer in a transfer to which 
Sec. 381(a) applies and the accounting method (the change to which gave rise to the Sec. 
48 J (a) adjustment) is a tax attribute that is carried over and used by the acquiring corporation 
immediately after the transfer pursuant to Sec. 38 1 (c). 
• The acquiring corporation is subject to any tenns and conditions imposed on the transferor 
or an redecessor of the transferor as a result of its chan e in method of accountin . 

• The spread period may be shortened if the taxpayer ceases to engage in the trade or business 
or if it terminates its existence. 
• Ifa taxpayer ceases to engage in a trade or business or terminates its existence, it must take 

the remaining balance of any Sec. 481(a) adjustment relating to the trade or business into 
account in computing taxable income in the taxable year of the cessation or termination. 

• In general, a taxpayer is treated as ceasing to engage in a trade or business if the operations of 
the trade or business cease or substantially all the assets of the trade or business are 
transferred to another taxpayer. 
• For this purpose, "substantially all" has the same meaning as in Section 3.01 of Rev. Prec. 

77-37 (1977-2 C.B. 568). 
• Examples of the cessation ofa trade or business include 

• the incorporation of the trade or business, 
• the purchase of the trade or business by another taxpayer in a transaction to which Section 

1060 applies, 
• the transfer or termination ofthe trade or business pursuant to a taxable liquidation, or 
• the contribution of the assets of the trade or business to a artnershi . 

• Section 5 of Revenue Procedure 2008-52 
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AUDIT PROTECTION (FOR TAXABLE YEARS PRIOR TO THE YEAR OF CHANGE) 

& EFFECT OF CONSeNT 

• In general, when a taxpayer timely files a copy of the application Form 3115 with the 
National Office of the IRS in compliance with all the applicable provisions of this Revenue 
Procedure, the Service will not require the taxpayer to change its method of accounting for 
the same item for a taxable year prior to the year of change. 
• Exceptions to this general rule may be found in Sections 4.02(7)(b), 6.03(5), 6.03(6), 6.04, 

6.05,7.02 of the Revenue Procedure, or in the discussions of certain method changes in the 
A endix toit, or in an other uidance ublished in the I.R.B. 

• Change not made or made improperly. The Service may change a taxpayer's method of 
accounting for prior taxable years if 
• The taxpayer fails to implement the change, 
• The taxpayer implements the change but does not comply with all the applicable provisions 

of this Revenue Procedure, or 
• The method of accounting is changed or modified because there has been a misstatement or 

omission ofmaterialfacts (see Section 8.02 of this Revenue Procedure). 
• Change in sub-method. The Service may change a taxpayer's method of accounting for prior 

taxable years if the taxpayer is changing a sub-method of accounting within the method. 
• For example, an examining agent may propose to terminate the taxpayer's use of the 

LIFO inventory method during a prior taxable year even though the taxpayer changes 
its method of valuing increments in the current year. 

• Note, this exception could be extremely problematic for LIFO taxpayers in certain 
situations. 

• Prior year Service-initiated change. The Service may make adjustments to the taxpayer's 
returns for the same item for taxable years prior to the requested year of change in order to 
reflect a prior year IRS-initiated change that was reported as an issue pending or in a Revenue 
A ent's Re ort. 

• Section 7 of Revenue Procedure 2008-52 
• A taxpayer that changes to a method of accounting pursuant to Rev. Proc. 2008-52 may be 

required to change or modity that method of accounting for the following reasons: . 
• The enactment of legislation, 
• A decision of the United States Supreme Court, 
• The issuance of temporary or final regulations, 
• The issuance of a revenue ruling, Revenue Procedure, notice, or other statement published 

in the Internal Revenue Bulletin (I.R.B.), 
• A change in the material facts on which the consent was based, or 
• The issuance of written notice to the taxpayer that the change in method of accounting is 

not in accord with the current views of the Service. 
• Note, the last reason iven above seems to ive the IRS license to be arbi 
• Generally, if a taxpayer changes a method of accounting, and it is subsequently required to 

make a further change as a result of one of the conditions above, that required change or 
modification in the method of accounting will not a be applied retroactively. 

• In order to avoid that retroactive application, the taxpayer must satisfy the following 
requirements. 
• The taxpayer complied with all the applicable provisions of Rev. Proc. 2008-52, 
• There has been no misstatement or omission of material facts, 
• There has been no change in the material facts on which the consent was based, 
• There has been no change in the applicable law, and 
• The taxpayer to whom consent was granted acted in good faith in relying on the consent, 

and applying the change or modification retroactively would be to the taxpayer's 
detriment. 

• Section 8 of Revenue Procedure 2008-52 

~peOOdiC Update of Essential Tax Information for Dealers and Their CPAs ::: ~~~~~~~~~~~~~~~~~~~~·*~~~~~~p~h~m~OC~~~Y~i~~O~r~Re~p~rin~tin~g~W~ith~o~ut~pe~~~~~s~~n~t~sP~~~lb~~d 
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. AUTOMATIC CHANGES IN ACCOUNTING METHODS 

GENERAL ApPLICATION PROCEDURES & FORM 3115 FILING REQUIREMENTS 
Pa lor2 

• The consent of the Commissioner will be granted to a taxpayer to automatically change a 
method of accounting if 
• That method is specifically described in the Appendix to the Revenue Procedure and 
• The taxpayer is within the scope of Revenue Procedure. 

• Such consent is granted only for the change(s) of accounting method and the affected item(s) 
that are clearly and expressly identified on the Form 3115 filed by the taxpayer. 

• Such consent is granted only to the extent that the taxpayer complies with all the applicable 
provisions of this Revenue Procedure and implements the change in method of accounting for 
the requested year of change. 

• No user fee. A user fee is not required for an application filed under this Revenue Procedure. 
• If a taxpayer makes a change in accounting method without complying with all the applicable 

provisions of this Rev. Proc., the taxpayer will be treated as having initiated a change in 
method of accounting without obtaining the consent of the Commissioner, and this could have 
adverse conse uences for the tax a er. 

• Generally, a taxpayer applies for consent to change a method of accounting pursuant to Rev. 
Proc. 2008-52 by completing and filing a current Form 3115. 
• In some cases, however, the provisions of this Revenue Procedure applicable to a 

particular change may require or allow a taxpayer to' file a statement in lieu of a Form 3115 
as an application for consent to make such change. 

• Ordinarily, a taxpayer must submit a separate application for each change in method of 
accounting. 
• In some cases, however, a taxpayer may be required or allowed to file a single application 

with respect to two or more changes. 
• Certain taxpayers may file a single application to change an identical method of accounting on 

behalf of two or more of its separate and distinct trades or businesses, two or more members 
of a consolidated ou or two or more controlled forei n co orations. 

• The taxpayer must submit an application that is accurate and complete as to all information 
required by this Revenue Procedure. 
• Unless this Revenue Procedure provides that a Form 3115 is not required for the requested 

change in method of accounting, the taxpayer must submit a current Fonn 3115 that contains 
all information required by the applicable portions of the Form 3115 and its instructions. 

• The application must fully describe the item(s) being changed; the present methodes) of 
accounting from which the taxpayer is changing and the proposed method(s) of accounting to 
which the taxpayer is changing. 
• The taxpayer must provide all other information required by Parts I, II, and IV, and any 

a licable schedule(s on the Form 3115. 
• Waiver of taxable year filing requirement The requirement {in Reg. Sec. 1.446-1(e)(3Xi» to 

file a Form 3115 within the taxable year for which the change is requested is waived for any 
application for a change in method of accounting filed pursuant to this Revenue Procedure. 

• For a designated automatic change in method of accounting, the Form 3115 is filed after the 
end of the ear of chan e as art of the income tax return for the ear of chan e. 

• Form 3115 must be completed and filed in duplicate. 
• The original of Form 3115 must be attached to the taxpayer's timely filed (including any 

extension) original Federal income tax return for the year of change, 
• A copy (with signature) of Form 3115 must be filed with the National Office 

• no earlier than the first day of the year of change and 
• no later than when the original is filed with the income tax return for the year of change . 

• For the National Office copy of Form 3115, the taxpayer need only include the pages 
containin Parts I throu h IV, an a licable schedule s), and re uired attachments. 

• An automatic extension of 6 months from the due date of the income tax return for the year of 
change (excluding any extension) will be granted to file Form 3115, if the taxpayer satisfies 
five conditions set forth in Section 602{3Xc)(i). 
• This relief provision is discussed in detail on page 17 of the last issue of the LIFO Lookout. 

• Exce t in unusual and com iling circumstances, further extensions of time will not be anted. 
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AUTOMATIC CHANGES IN ACCOUNTING METHODS 

GENERAL ApPLICATION PROCEDURES & FORM 3115 FILING REQUIREMENTS 
Pa l!20f2 

• The taxpayer must type or clearly print the designated automatic accounting method change 
number for the requested change in method on the appropriate line (Line I (a) on Form 3115. 
• When a change in method is being made using a statement in lieu of Form 3115, the 

designated automatic accounting method change number must be entered at the top of the 
first page of the statement, directly above the taxpayer's name and employer identification 
number. 

• In general, a taxpayer may enter only one designated automatic accounting method change 
number on an application. 
• However, where Rev. Proc. 2008-52 (or other published guidance) specifically permits two 

or more particular changes in method of accounting to be made on a single application, a 
taxpayer must enter the designated automatic change number for each such particular 
change being requested on the application. 

• Designated automatic accounting method change numbers are provided for all authorized 
method changes in the Appendix to the Revenue Procedure. In addition, as new automatic 
changes in method are authorized, they will be assigned corresponding automatic change 
numbers in other guidance that will be published in the Internal R~venue Bulletin. 
• See also the Instructions for Form 3115. 

• The copy of Form 3115 filed with the National Office must be signed by, or on behalf of, the 
taxpayer requesting the change by an individual with authority to bind the taxpayer in such 
matters. 
• If the taxpayer (or the designated shareholder) is a member of a consolidated group, an 

application submitted on behalf of the taxpayer must be signed by a duly authorized officer 
of the common parent. 

• Signature requirements are set forth in the current Instructions for Form 3115 regarding 
those who are to si n. 

• If an agent is authorized to represent the taxpayer before the Service in various capacities 
related to the Form 3115 being filed, a power ofattomey reflecting such authorization(s) must 
be attached to the copy of the application Form 3115. . 

• The IRS prefers that Form 2848, Power of Attorney and Declaration of Representative, be 
used to rovide the re resentative's authori and ualification. 

• Ifmailed 
Internal Revenue Service Benjamin Franklin Station 
Attn: CC:ITA -- Automatic Rulings Branch Washington, D.C. 20044 
P.O. Box 7604 

• If delivered by a designated private delivery service 
Internal Revenue Service J J J J Constitution Avenue, NW, Room 5336 
Attn: CC:ITA - Automatic Rulings Branch Washington, D.C. 20224 

• If hand delivered 
Courier's Desk, Internal Revenue Service J J J I Constitution Avenue, NW, Room 5336 
Attn: CC:PA:LPD:DRU Washington, D.C. 20224 
• A receipt will be given at the courier's desk. 
• Delivery may be made between the hours of 8:00 a.m. and 4:00 p.m. to the courier's desk 

at the loading dock (located behind the 12th Street Security Station) of 1111 Constitution 
Avenue, NW, Washington, D.C. 

• Except for hand deliveries at the courier's desk, the IRS does not send or provide an 
acknowledgment of the receipt of Form 3115 (original or copy) filed under this Rev. Proc. 

• Additional copies of Form 3115 are required to be filed in situations where the taxpayer is 
under examination or before an A eals Office or a Federal Court. 

• . Section 6 of Revenue Procedure 2008-52 
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SCOPE LIMITATIONS THAT PREVENT TAXPAYERS FROM BEING 

ELIGIBLE TO MAKE AUTOMATIC CflANGES IN ACCOUNTING METHODS 
Page lof2 

• Revenue Procedure 2008-52 is the exclusive procedure for a taxpayer within its scope to 
obtain the Commissioner's consent to change to a method of accounting that is described in 
the Appendix of the Revenue Procedure. 

• Some taxpayers may not be eligible to make an automatic change in accounting method. 
• Special rules are provided in Section 4.02(1)-(5) that may prevent a taxpayer from using the 

automatic change procedures in certain situations. In other words, these situations place the 
taxpayer beyond or outside the "scope" of Rev. Proc. 2008-52. 

• These scope limitations may apply to ... 
• Taxpayers under examination (but only in certain circumstances) 
• Certain consolidated group members 
• Certain partnership and S-corporation entities having issues under consideration 
• Section 381(a) transactions which provide other rules for changes in accounting methods 

to be made by acquiring corporations 
• The final ear of a trade or business 

• Two situations, in addition to those above, could result in the taxpayer not falling within the 
scope of Rev. Proc. 2008-52. These two situations involve taxpayers who may have been 
involved in a ... 
• Prior 5-year overall method change, or 
• Prior 5-year item change. 

• Rev. Proc. 2008-52 clarifies the operation and interpretation of the prior 5-year item change 
• r 'taf 

Prior 5-Year Onrall Method Change Scope EXCl'ption 

• If a taxpayer changed its overall method of accounting, or applied for consent to change its 
overall method of accounting (regardless of whether it implemented that change), during any 
of the five taxable years ending with the year of change, the taxpayer may not obtain 
automatic consent to change its overall method of accounting under this Revenue Procedure. 
• This rule applies unless there is a special exception to its application stated in the section 

of the Appendix to the Rev. Proc. that deals exclusively with the method of accounting 
being changed. 

• This five-year overall method change prohibition applies regardless of whether the taxpayer's 
current or prior method is a permissible method or clearly reflects the taxpayer's income. It 
also applies regardless of the administrative guidance used to request consent or to change the 
prior method of accounting .. 

• There are two important exceptions to the application of the scope limitations where a 
previous change in an overall method is involved. 
• Item .. wiUtin an overall met/rod. A taxpayer that changed its overall method of accounting 

during the five taxable years ending with the year of change may obtain automatic consent 
to change a method of accounting for an item when that change may otherwise be 
implemented under the provisions of this Revenue Procedure. 

• Initial returns. The term "change in overall method of accounting" does not include the 
use of an overall method of accounting when computing taxable income for the taxable 
year that the taxpayer first files a Federal income tax return ("adopts an overall method of 
accounting") or a change in method of accounting imposed by the IRS in certain 
circumstances. 

• Section 4.02(6) of Revenue Procedure 2008-52. 
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SCOPE LIMITATIONS THAT PREVENT TAXPAYERS FROM BEING 

ELIGIBLE TO MAKE AUTOMATIC CHANGES IN ACCOUNTING METHODS 

• In general, if a taxpayer changed its method of accounting for a specific item, or applied for 
consent to change a method of accounting for a specific item (regardless of whether it 
implemented that change), during any of the five taxable years ending with the year of 
change, the taxpayer may not obtain automatic consent to change its method of accounting for 
that same item. 
• This covers the year of change plus the four years immediately preceding the year of change. 

• A change in method of accounting for an item does not include 
• The use of a method of accounting for the first taxable year that the taxpayer accounts for 

the item (for example, include in income, deduct, or capitalize) to which the method of 
accounting relates, or 

•. A change in method of accounting imposed by the IRS in certain circumstances where 
Revenue Procedure 2002-18 applies. 

• This five-year item change prohibition applies regardless of ... 
• Whether the taxpayer's current or prior method is a permissible method or clearly reflects 

the taxpayer's income, and 
• The administrative used to consent or to 

• A taxpayer may obtain automatic consent to change its method of an item 
when that change is required as part of another change in method of accounting that the 
taxpayer may otherwise implement under the provisions of this Revenue Procedure. 

• LIFO sub-methods. In addition, a taxpayer is not prohibited from changing a Last-In, First
Out (LIFO) inventory sub-method (for example, the method of determining current-year cost 
or the method of computing a dQllar-value pool index) within five years of adopting or 
changing to the LIFO inventory method or another LIFO inventory sub-method. 
• However, a taxpayer that changes a LIFO inventory sub-metlzod within jive years of 

adopting or changing to the LIFO inventory method does not receive audit protection under 
Sec. 7. 

• this could be in certain LIFO situations. 
• A uses the LIFO inventory method. 
• In 2004, A changed a LIFO inventory sub-method. Specifically, A changed from the average

cost method of determining the current-year cost of inventories to the earliest-acquisitions 
cost method. 

• In 2007, A seeks to change to the IPIC method of computing the index and value of its dollar
value pools, a method that A has never used. 

• As part of this change, A seeks to change its method of determining the current-year cost of 
inventories from the earliest-acquisitions cost method to the most-recent acquisitions cost method. 

• Automatic Change is Permitted. A is eligible to change its method of computing the index 
and value of its dollar-value pools to the IPIC method under this Revenue Procedure. 

• Automatic Change is Not Permitted. However, A is not eligible to change its method of 
determining the current-year costs of inventories (i.e., a LIFO sub-method) under this 
Revenue Procedure because A changed this LIFO inventory sub-method within the proscribed 

• B uses the dollar-value LIFO inventory method and maintains separate dollar-value pools for 
its inventory of (I) new cars, (2) new trucks, (3) used cars and (4) used trucks. 

• In 2004, B terminated its use of the LIFO inventory method for its used cars and used trucks 
under Rev. Proc. 2002-9. 

• In 2007, B seeks to terminate its use of the LIFO inventory method for its new cars and new 
trucks. (In other words, B wants to go off of LIFO for its new vehicle inventories.) 

• Automatic Change is Permitted. B is eligible to change its method of accounting for new 
cars and new trucks under Rev. Proc. 2008-52 because it has not changed the inventory-
identification method for those within the nrr."t",",h.·r! 
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SUBSEQUENT REVIEWS OF FORMS 3115 FOR CHANGES IN METHODS 

BY THE DIRECTOR AND/OR THE NATIONAL TAX OFFICE 

• The Director must apply a change in method of accounting made in compliance with all the 
applicable provisions of this Revenue Procedure in determining the taxpayer's liability, unless 
the Director recommends that the change in method of accounting should be modified or 
revoked. 

• Factors that the Director will consider in ascertaining if the change in method of accounting 
was made in compliance with all the applicable provisions of this Revenue Procedure, include 
whether 
• The representations on which the change was based reflect an accurate statement of the 

material facts, 
• The amount of the Section 48 I (a) adjustment was properly determined, 
• The change in method of accounting was implemented in compliance with all the 

applicable provisions of this Revenue Procedure, 
• There has been any change in the material facts on which the change was based during the 

period the method of accounting was used, and 
• There has been any change in the applicable law during the period the method of 

""'·.nlllntn,a was used. 
• If the Director the taxpayer has not comp of the applicable 

provisions of this Revenue Procedure, the Director may ... 
• Deny the change in method of accounting and require the taxpayer to continue to use the 

prior method of accounting, 
• Deny the change in method of accounting and place the taxpayer on a proper method of 

accounting, 
• Make any adjustments (including the amount of any Section 481(a) adjustment) that are 

necessary to bring the change in method of accounting into compliance with all applicable 
provisions of this Revenue Procedure, or 

• Impose any otherwise applicable penalty, addition to tax, or additional amount on the 
understatement of tax attributable to the in method of 

• If the recommends that a change in method of accounting (other than the Section 
481(a) adjustment) made in compliance with all the applicable provisions of this Revenue 
Procedure should be modified or revoked, before any further action is taken, the Director 
will forward the matter to the National Office for consideration. 
• Such a referral to the t-/'ational Office will be treated as a request for technical advice to 

which the of Rev. Proc. 2008-2 will 
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SUBSEQUENT REVIEWS OF FORMS 3115 FOR CHANGES IN METHODS 

BY THE DIRECTOR AND/OR THE NATIONAL TAX OFFICE 

• Any application filed under Rev. Proc. 2008-52 may be reviewed by the IRS National Office. 
• The National Office will apply special procedures if the Form 3115 under review is 

incomplete, and it has considerable authority to modify or deny a taxpayer's application for 

• If the National Office reviews an application and determines that the taxpayer has not 
properly completed Form 3115, or if supplemental information is needed, the National Office 
will notify the taxpayer. 
• 30-day rule. The notification will specify the information that the taxpayer needs to 

provide and permit the taxpayer 30 days from the date of the notification to furnish the 
information. The National Office reserves the right to impose shorter reply periods if 
subsequent requests for additional information are made. 

• An extension of the 30-day period to furnish information, not to exceed 30 days, may be 
granted to a taxpayer. 

• A request for an extension of the 30-day period must be made in writing and submitted 
within the initial 30-day period. 

• If the extension request is denied, there is no right of appeal. 
• Failure to provide additional information. Ordinarily, if the taxpayer fails to provide the 

additional information on a timely basis, the application does not qualify for the automatic 
consent procedures of this Revenue Procedure. 
• Under these circumstances, the National Office will notify the taxpayer that consent to 

make the in method of accounti is not 
• Conference in the National Office. If the determines that the 

taxpayer has changed its method of accounting without complying with all the applicable 
provisions of Rev. Proc. 2008-52, the National Office will notify the taxpayer of its tentative 
adverse determination and will offer the taXpayer a conference of right, if the taxpayer has 
requested a conference. 
• Conference procedures for taxpayers other than exempt organizations, are found in Section 

IO of Rev. Proc. 2008-1 (or any successor). 
• Taxpayers filing under Rev. Proc. 2008-52 may become involved in these procedures if 

they have changed to a method of accounting that varies from the applicable accounting 
method described in this Revenue Procedure or they are outside the scope ofthis Revenue 
Procedure (i.e., the scope limitations are applicable). 

• It is advisable to always request a conference of right as part ofthe Form 3115 application. 
• Consent not granted. Except as discussed below under "Possible Relief," if the National 

Office determines that a taxpayer has changed its method of accounting without complying 
with all the applicable provisions of this Revenue Procedure, the National Office will notify 
the taxpayer that consent to make the change in method of accounting is not granted. 
• In no event will an application under this Revenue Procedure be treated as an application 

under Rev. Proc. 97-27 (or any successor). In other words, if the taxpayer still wants to 
change its method of accounting, the taxpayer will have to start all over by filing Form 
3115 under Rev. Proc. 97-27 before the end of the desired year of change. Typically, this 
means that the year of change will be at least one year later (and it could be several years 

than . intended the 
• If National determines that a taxpayer has changed its method of accounting 

without complying with all the applicable provisions of Rev. Proc. 2008-52, the National 
Office, in its discretion, may allow the taxpayer to ... 
• Make appropriate adjustments to conform its change in method of accounting; to the 

applicable provisions of this Revenue Procedure, and 
• Make conforming amendments to any Federal income tax returns filed for the year of 

change and subsequent taxable years. 
• The Director ication the National Office. 
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AUTOMATIC INVENTORY METHOD CHANGES 000 OTHER THAN LIFO 
PAGEJOF4 

.01 Cash Discounts 

.02 Estimating Inventory "Shrinkage" 

.03 Small Taxpayer Exception from Rqmt. to. Account for Inventories Under Sec. 471 

.04 * Qualifying Volume-Related Trade Discounts ............................................................ Pg. I 

.05 * Impermissible Methods of Valuation ......................................................................... Pg. I 

.06 * Core Alternative Valuation Method ........................................................................... Pg. 2 

.07 * Replacement Cost for Automobile Dealers' Parts Inventory ..................................... Pg. 2 

.OS * Replacement Cost for Heavy Equipment Dealers' Parts Inventory ........................... Pg. 3 

.09 Rotable Spare Parts 

.10 Advance Trade Discount Method 

.11 * Permissible Methods ofIdentification and Valuation ................................................ Pg. 3 

.12 * Change in the Official Used Vehicle Guide Utilized in Valuing Used Vehicles ....... Pg. 3 

.13 * Invoiced Advertising Association Costs for New Vehicle Retail Dealerships ........... Pg. 4 

.14 * Rolling-Average Method of Accounting for Inventories ........................................... Pg. 4 
Section 21 of the Appendix to Revenue Procedure 200S-52. 
Sections 21.01 through 21.05 were included in Rev. Proc. 2002-9. 
Sections 21.06 through 21.14 are added as automatic changes since issuance of Rev. Proc. 2002-9. 
* Changes discussed below 

See.21.04 Qualifying VoluI1H'-Related Trade Discounts 

Designated automatic accounting method change number ... 53. 

Description 0/ change. This change applies to a taxpayer that wants to change its method of accounting to treat 
qualifying volume-related trade discounts as a reduction in the cost of merchandise purchased at the time the discount is 
recognized in accordance with Reg. Sec. 1.471-3(b). 

A "qualifying volume-related trade discount" means a discount satisfying the following criteria: 
• The taxpayer receives or earns the discount based solely upon the purchase of a particular volume of the 

merchandise to which the discount relates; 
• The taxpayer is neither obligated nor expected to perform or provide any services in exchange for the discount; and 
• The discount is not a reimbursement of any expenditure incurred or to be incurred by the taxpayer. 
Section 481(a) adjustment is required. The net Section 4S1(a) adjustment attributable to the change is computed 

in a manner similar to the computation of a net Section 4SI(a) adjustment in the case of a change to the net invoice 
method of accounting for cash discounts. 

For further information on this change, selected articles include ... 
• This automatic change is more fully discussed in the accompanying overview article. 
• Elimination of Trade Discounts (Floorplan assistance Payments) and Advertising Fees and Expenses from 

Inventory Cost 
Part I ... LIFO Lookout, September 2003 
Part II ... LIFO Lookout, September 2004 

• Trade Discounts & Advertising Expense CAMs may be the Answer for Dealers Lookingfor Big, One-Time 
Tax Write-offs ... LIFO Lookout, December 2002 & Dealer Tax Watch, December 2002 

Sec.21.05 Impermissible Methods of Valuation 

Designated automatic accounting method change number ••. 54 

This change applies to taxpayers who are changing from an impermissible method of accounting described in 
Reg. Sec. 1.471-2(1)(1) through (5). This includes a LIFO taxpayer restoring a write down of inventory below cost or 
discontinuing maintaining an inventory reserve. _ 

This change also applies to taxpayers who are changing from a gross profit method or from a method of 
determining market that is not in accordance with Reg, Sec. 1.471-4. 

Gross profit method. A gross profit method is a method in which the taxpayer estimates the cost of goods sold 
by reducing its gross sales by a percentage "mark-up" from cost. The estimated cost of goods sold is subtracted from the 
sum of the beginning inventory and purchases and the result is used as the ending inventory. 
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Sec.21.05 IllJpcnnissiblc Mcthods of Valuation (continllcd) 

Method of determining market An example of a method of determining market that is not in accordance with 
Reg. Sec. 1.471-4 is where a taxpayer, under ordinary circumstances, determines the market value of purchased 
merchandise using judgment factors, and not using the prevailing current bid price on the inventory date for the 
particular merchandise in the volume in which it is usually purchased by the taxpayer. 

Applicability. For purposes of this change, a taxpayer must be changing to an inventory method (identification or 
valuation, or both) specifically permitted by the Code, the regulations, or a decision by the United States Supreme 
Court, a revenue ruling, a revenue procedure,or other guidance published in the Internal Revenue Bulletin (I.R.S.) for 
the inventory goods, and the taxpayer is neither prohibited from using that method nor required to use a different 
inventory method for those inventory goods. This change does not apply to a change described in another section of this 
revenue procedure or in other guidance published in the I.R.B. . 

Section 481 (a) adjustment is required. In the discussion of this change, there is no mention of making the 
change using a cut-off basis approach. Therefore, a Section 481 (a) adjustment is required. 

Sec.21.06 Core AItcrnath e Valuation Method 

Designated automatic accounting method change number .•• 55. 

Applicability. This change applies to a remanufacturer and rebuilder of motor vehicle parts and a reseUer of 
remanufactured and rebuilt motor'vehicle parts that use the cost or market, whichever is lower, (LCM) inventory 
valuation method to value their inventory of cores held for remanufacturing or sale and wants to use the Core 
Alternative Valuation (CA V) method specified in Rev. Proc. 2003-20. 

Inapplicability. This change does not apply to a taxpayer that values its inventory of cores at cost (including a 
taxpayer using the LIFO inventory method) unless the taxpayer concurrently changes (under section 6.02 of Rev. Proc. 
2003-20) from cost to the LCM method for its cores (including labor and overhead related to the cores in raw materials, 
work-in-process and finished goods). . 

Concurrent automatic change. A taxpayer that wants to make both this change and (i) a change from the cost 
method to the LCM method under Section 21.11 of this Appendix, or (ii) a change from the LIFO inventory method to a 
permitted method for identification under (and as determined and defined in) Section 22.01(l)(b) of this Appendix for 
the same year of change, should file a single Form 3115 for both changes, provided the taxpayer enters the designated 
automatic accounting method change numbers for both changes on the appropriate line on that Form 3115. 

Section 481(a) adjustment is required. In the discussion of this change, there is no mention of making the 
change using a cut-off basis approach. Therefore, a Section 481(a) adjustment is required. 

For further information on this change, selected articles include ... 

• Safe Harbor Valuation Methodfor Core Inventories ... Rev. Proc. 2003-20 ... LIFO Lookout March 2003 
• IRS Terminates Consolidate Manufacturing Inc. 's LIFO Election Made for Some - But not all - Costs that 

Make Goods ... LIFO Lookout 1988 .. --.. 
Designated automatic accounting method change number •.• 63. 

Description of change. This change applies to a taxpayer that is engaged in the trade or business of selling 
vehicle parts at retail,that is authorized under an agreement with one or more vehicle manufacturers or distributors to 
sell new automobiles or new light, medium, or heavy-duty trucks, and that wants to use the replacement cost method 
described in Section 4 of Rev. Proc. 2002-17, for its vehicle parts inventory. 

Manner of making change. This change is made on a cut-off basis and applies only to the computation of 
ending inventories on or after the beginning of the year of change. Accordingly, a Section 481(a) adjustment is neither 
permitted nor required. 

For further information on this change, selected articles include ... 
• Valuing Parts Inventories ... Whether Using LIFO or Not ... the IRS Replacement Cost Safe Harbor Method 

... LIFO Lookout June 2002 
• Mountain State Ford Truck Sales, Inc . ... Dealers Can't Use Replacement Cost for Parts Inventories on 

LIFO ... LIFO Lookout March 1999 & Dealer Tax Watch March 1999 
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Sec.21.08 Replacement Cost for Heavy Equipment Dealers' Pm·ts Inventory 

Designated automatic accounting method change number ••• 96. 

Description of change. This change applies to a heavy equipment dealer that is engaged in the trade or business 
of selling heavy equipment parts at retail, that is authorized under an agreement with one or more heavy equipment 
manufacturers or distributors to sell new heavy equipment, and that wants to use the replacement cost method described 
in Section 4 of Rev. Proc. 2006-14 for its heavy equipment parts inventory. 

Manner of making the change. This change is made on a cut-off basis and applies only to the computation of 
ending inventories after the beginning of the year of change. Accordingly, a Section 481(a) adjustment is neither 
permitted nor required. 

Concurrent automatic change. A taxpayer that wants to make both this change and another automatic change in 
method of accounting under Section 263A (see Section II of this Appendix) for the same year of change may file a 
single Form 3115 for both changes, provided the taxpayer enters the designated automatic accounting method change 
numbers for both changes on the appropriate line on that Form 3115, and complies with the ordering rules of Reg. Sec. 
1.263A-7(b )(2). 

For further infor~ation on this change, selected articles include ... 
• Rev. Proc. 2006-14 Heavy Equipment Dealers May Use Replacement Cost Method with LIFO for Valuing 

Parts Inventories ... LIFO Lookout March 2006 & Dealer Tax Watch December 2005 

Sec. 21.11 Permissible Methods of Identification and Valuation 

Designated automatic accounting method change number ••• 137. 

ApplicabUity. This change applies to a taxpayer that wants to change from one permissible method of identifying 
and valuing inventories to another permissible method of identifying and valuing inventories that is not a change 
described in another section of this Revenue Procedure or in other guidance published in the I.R.B .. 

Permissible method defined. For purposes of this change, a permissible method is an inventory method 
(identification or valuation, or both) specifically permitted by the Code, the regulations, a decision by the United States 
Supreme 'Court, a revenue ruling, a Revenue Procedure, or other guidance published in the I.R.B. for the inventory 
goods, and the taxpayer is neither prohibited from using that method nor required to use a different inventory method 
for those inventory goods. 

Section 481(a) adjustment is required. In the discussion of this change, there is no mention of making the 
change using a cut-off basis approach. Therefore, a Section 48 I (a) adjustment is required. 

Sec.21.12 Change in the Official Used Vehicle Guide Utilized in Valuing Used Vehicles 

Designated automatic accounting method change number .•• 138. 

Description of change. Used vehicles taken in trade as part payment on the sale of vehicles by a dealer may be 
valued for inventory purposes at valuations comparable to those listed in an official used vehicle guide as the average 
wholesale prices for comparable vehicles. (See Rev. Ru!. 67-107). 

This change applies to a taxpayer that wants to change from not using an official used vehicle guide to using an 
official used vehicle guide for valuing used vehicles. 

This change also applies to a taxpayer that wants to change to a different official used vehicle guide for valuing 
used vehicles. 

Section 481 (a) adjustment is required. In the discussion of this change, there is no mention of making the 
change using a cut-off basis approach. Therefore, a Section 481(a) adjustment is required. However, given the rapid 
turnover of used vehicles in a typical dealership inventory, the 481(a) adjustment may involve only one year's 
calculation. 

For further information on this change, selected articles include ... 
• Confusion Over Use of Different Official Guides ... LIFO Lookout September 2001 
• IRS Concedes Used Car Write-Downs at Year-End to Industry Book Value ... Dealer Tax Watch September 1999 
• Used Vehicle Inventories ... Year-End Write-Down Documentation Worksheet ... Dealer Tax Watch December 2006 
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Sec.21.13 Invoiccd Advertising Association Costs for New Vehicle Retail Dcalcrships 

Designated automatic accounting method change number •.• 139. 

Description of change. This change applies to a taxpayer that is engaged in the trade or business of retail sales of 
new automobiles or new light-duty trucks ("dealership") that wants to discontinue capitalizing certain advertising costs 
as acquisition costs under Reg. Sec. 1.471-3(b). 

The change applies to advertising costs that meet the following criteria: (a) the dealership must pay this 
advertising fee when acquiring vehicles from the manufacturer; (b) the advertising costs are separately coded and 
included in the manufacturer's invoice cost of the new vehicle; (c) the advertising cost is a flat fee per vehicle or a fixed· 
percentage of the invoice price; and (d) the fees collected by the manufacturer are paid to local advertising associations' 
that promote and advertise the manufacturer's products in the dealership's market area. 

Under the new method, the dealership will exclude advertising costs that meet the above criteria from the cost of 
new vehicles and deduct the advertising costs under Section 162 as the advertising services are provided to the 
dealership. See Reg. Sec. 1.461-4(d)(2)(i) .. 

Section 48J(a) adjustment Is required. In the discussion of this change, there is no mention of making the 
change using acut-offbasis approach. Therefore, a Section 481(a) adjustment is required. 

For fur:ther information on this change, selected articles include ... 
• This automatic change is more fully discussed in the accompanying overview article. 
• Elimination of Trade Discounts (Floorplan assistance Payments) and Advertising Fees and Expenses from 

Inventory Cost 
Part I ... LIFO Lookout, September 2003 
Part II ... LIFO Lookout, September 2004 

• Trade Discounts & Advertising Expense CAMs may be the Answer for Dealers Lookingfor Big, One-Time 
Tax Write-offs ... LIFO Lookout, December 2002 & Dealer Tax Watch, December 2002 

Sec.21.14 Rolling-Average Method of Accollnting for Invcntories 

Designated automatic accounting method change number ... 114. 

Description of change. This change applies to a taxpayer that uses a rolling-average method to value inventories 
for financial accounting purposes and wants to use the same rolling-average method to value inventories for Federal 
income tax purposes in accordance with Rev. Proc. 2008-43. 

Scope limitation inapplicable. The scope limitation in Section 4.02(7) of this Revenue Procedure does not apply 
to the change to a rolling-average method in the·taxpayer's first or second taxable year ending on or after Dec. 31, 2007. 

Manner of making change. This change is made on a cut-off basis unless the taxpayer's books and records 
contain sufficient information to compute a Section 481(a) adjustment, in which case the taxpayer may choose to 
implement the change with a Section 481(a) adjustment as provided in section 5.04 of this Revenue Procedure. See 
Section 2.06 of this Revenue Procedure for more information regarding a cut-off basis. 
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.06 Change to the Inventory Price Index Computation (IPIC) Method ................................ Pg. 5 

.07 Changes Within the Inventory Price Index Computation (IPIC) Method ....................... Pg. 6 

.08 Changes to the Vehicle-Pool Method ............................................................................. Pg. 6 

.09 Changes Within the Used Vehicle Alternative LIFO Method ........................................ Pg. 7 

.10 Changes to Dollar-Value Pools of Manufacturers ..... , .................................................... Pg. 7 
Section 22 of the Appendix to Revenue Procedure 2008-52. 
Sections 22.0 I through 22.07 were included in Rev. Proc. 2002-9. 
Sections 22.08 through 22.10 are added as automatic changes since issuance of Rev. Proc. 2002-9. 

Section 22.01 Change from the LIFO Inventory Method (i.e., Termination of LIFO Election) 

Designated automatic accounting method change number ••. 56. 

This change applies to a taxpayer that wants to (l) change from the LIFO inventory method for all its LIFO 
inventory or for one or more dollar-value pools and (2) change to a permitted method or methods as discussed below. 

Determining the permitted method to be used. A taxpayer may change to one or more non-LIFO inventory 
methods for the LIFO inventories that are the subject of this accounting method change, but only if the selected non
LIFO method is a permitted method for the inventory goods to which it will be applied. 

For example, a heavy equipment dealer may change to the specific identification method for new heavy 
equipment inventories and the replacement cost method, as described in Rev. Proc. 2006-14, 2006-1 C.B. 350, for 
heavy equipment parts inventories. 

Permitted method defined. An inventory method (identification or valuation, or both) is a permitted method if it is 
specifically permitted by the Code, the regulations, a decision by the United States Supreme Court, a revenue ruling, a Revenue 
Procedure, or other guidance published in the Internal Revenue Bulletin (LR.B.) for the inventory goods and if the taxpayer is 
neither prohibited from using that method nor required to use a different inventory method for those inventory goods. 

Determining permitted method. Whether an inventory method is a permitted method is determined without 
regard to the types and amounts of costs capitalized under the taxpayer's method of computing inventory cost. See 
Section 263A and the regulations thereunder, which govern the types and amounts of costs required to be included in 
inventory cost for taxpayers subject to those provisions. 

Certain scope limitation inapplicable. The scope limitation in Section 4.02(7) of this Revenue Procedure does not 
apply in the first taxable year that the taxpayer does,not or will not comply with the requirements of Section 472(eX2) 
because the taxpayer has applied or will apply International Financial Reporting Standards in its financial statements or 
because the taxpayer has been acquired by an entity that has not or will not use the LIFO method in its financial statements. 

Additional requirements to identify new methods. The taxpayer must complete the following statements and 
attach them to its Form 3115. If the taxpayer will use different methods for different inventory goods to which the 
change applies, the taxpayer must complete the statements/or each a/those different types 0/ inventory goods. 

• ''The new method of identifying [Insert description ofinventory goods'] is the 
[Insert method. as appropriate.' that is. specific identification.' FIFO,' retail,' etc.] method," and 

• "The new method of valuing [Insert description ofinventory goods] is 
[Insert method, as appropriate: that is, cost: LeM; etc.]." 

Other special rules included in the Appendix/or tlzis change are on the/allowing page. 

For further information on LIFO election terminations, selected articles include ... 
• This automatic change to terminate LIFO is more fully discussed in the accompanying overview artic/e. 
• Would You Believe? ... Dealerships that Terminated Their LIFO Elections ... May Actually Still be on 

LIFO ... LIFO Lookout Spring 2008 (pg. 3) 
• Sample Form 3115 Filing/or Dealerships Terminating Alternative LIFO Election ... LIFO Lookout March 2006 
• Dealer LIFO Election Termination Problems ... "Permitted Methods''' for Valuing Inventories Formerly 

on LIFO ... LIFO Lookout Se . tember 2005 
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Scctioll22.01 Change from the LIFO Inventory Method (i.e., Termination of LIFO Election (continued) 
Limitation on reelection of LIFO met/rod after prior termination. The taxpayer may not re-elect the LIFO 

inventory method for a period of at least five taxable years beginning with the year of change unless, based on a showing 
of unusual and compelling circumstances, consent is specifically granted by the Commissioner to change the method of 
accounting at an earlier time. 

A taxpayer that wants to re-elect the LIFO inventory method within a period of five taxable years (beginning 
with the year of change) must file a Form 3115 in accordance with Rev. Proc. 97-27 (or any successor). 

A taxpayer that wants to re-elect the LIFO inventory method after a period of five taxable years (beginning with 
the year of change) is not required to file a Form 3115 in accordance with Rev. Proc. 97-27, but must file a Form 970, 
Application to Use LIFO Inventory Method, in accordance with Reg. Sec. 1.472-3. 

Special rule .. ' S Corporation election effectivefor year of LIFO discontinuance. If a Ccorporation elects to be 
treated as an S corporation for the taxable year in which it discontinues use of the LIFO inventory method, Section 1363(d) 
requires an increase in the taxpayer's gross income for the LIFO recapture amount for the taxable year preceding the year 
of change (the taxpayer's last taxable year as a C corporation) and a corresponding adjustment to the basis of the taxpayer's 
inventory as of the end of the taxable year preceding the year of change. Any increase in income tax as a result of the 
inclusion of the LIFO recapture amount is payable in four equal installments, beginning with the taxpayer's last taxable 
year as a C corporation. Any corresponding basis adjustment is taken into account in computing the Section 481(a) 
adjustment (ifany) that results upon the discontinuance of the LIFO inventory method by the corporation. 

Special rule •.• S Corporation election effectivefor a year after LIFO discontinuance. Ifa C corporation elects 
to be treated as ~ S corporation for a taxable year after the taxable year in which it discontinued use of the LIFO inventory 
method, the remaining balance of any positive Section 481 (a) adjustment must be included in its gross income in its last 
taxable year as a C corporation. If this inclusion results in an increase in tax for its last taxable year as a C corporation, this 
increase in tax is payable in four equal installments, beginning with the taxpayer's last taxable year as a C corporation 
unless the taxpayer is required to take the remaining balance of the Section 481(a) adjustment into account in the last 
taxable under another acceleration in Section of this Revenue Procedure. 

Designated automatic accounting method change number ... 57. 

This change applies to a taxpayer using the LIFO inventory method that wants to change its method of 
determining current-year cost to: 

• The actual cost of the goods most recently purchased or produced (most-recent-acquisitions method), 
• The actual cost of the goods purchased or produced during the taxable year in the order of acquisition 

(earliest-acquisitions method), . 
• The average unit cost equal to the aggregate actual cost of all the goods purchased or produced throughout the 

taxable year divided by the total number of units so purchased or produced. (See Reg. Sec. 1.472-8(e)(2)(ii)), 
• The specific identification method; or 
• A rolling-average method if the taxpayer uses that rolling-average method in accordance with Rev. Proc. 2008-43. 
Inapplicability. This change does not apply to a taxpayer using the lower of cost or market method to determine 

current-year cost. A taxpayer using the lower of cost or market method that valued inventory below cost may not 
change to a proper cost valuation under this Section 22.02 of the Appendix. 

Manner of making change. This change is made using a cut-off basis and applies only to the computations of current
year cost after the beginning of the year of change. Accordingly, a Section 48 I (a) adjustment is neither permitted nor required. 

Concurrent change to a rolling-average method. A taxpayer that wants to make both a change to a rolling
average method of determining current-year cost for its LIFO inventory and a change to a rolling-average method of 
accounting for non-LIFO inventories should file a single Form 3115 for both changes and enter the designated 
automatic accounting method change numbers for both changes on the appropriate line on that Form 3115. 

For further information on this change, selected articles include ... 
• Why Taxpayers Prefer to Use Dual Indexesfor Valuing LIFO Inventories ... LIFO Lookout Sept. 2002 
• Comparing LIFO Reserve Results ... Dual Link-Chain Indexesfor ValUing Increments ... LIFO Lookout Sept. 2002 
• Dollar Value LIFO Method ... the Technicalities ... LIFO Lookout Sept. 2002 
• Earliest Method Increments ... Final IRS Issues ... LIFO Lookout June 1996 

~~~~~~~~~~~~~~~~~~~~*_·~~~~~~Ph~ot~oC~~~Y~ing~O~r~Re~p~rin~tin~g~W~ith~o~ut~pe~~~i~ss~io~nl~s~pr~oo~ID~aed ~ Periodic Update of Essential Tax Information for Dealers and Their CPAs = 
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This change basically applies to automobile dealers that want to change to the "Alternative LIFO Method" 
described in Section 4 of Rev. Proc. 97-36 (as modified by Rev. Proc. 2008-23, election to change to a single, combined 
LIFO pool), for their LIFO inventories of new automobiles and new Iight-duty trucks. Light-duty trucks are trucks with 
a gross vehicle weight of 14,000 pounds or less, which also are referred to as class 1,2, or 3 trucks. 

Manner of making change. This change is made using a cut-off basis and applies only to the computation of 
. ending inventories after the beginning of the year of change. Accordingly, a Section 481(a) adjustment is neither 
permitted nor required. 

IPIC Issues ••• This change does not apply to an automobile dealer that uses the inventory price index 
computation (IPIC) method for goods other than new automobiles, new light-duty trucks, parts and accessories, used 
automobiles, and used trucks. 

IPIC Issues ••• Concurrent change from IPIC method. An automobile dealer using the IPIC method that also 
has parts and accessories, used automobiles, or used light-duty trucks (other goods) inventory may incorporate a change, 
using a cut-off basis, from IPIC to another acceptable LIFO method for those other goods into this change. When 
changing from IPIC to a dollar-value LIFO method for its other goods, the automobile dealer must establish separate 
inventory pools for new automobiles and new light-duty trucks, unless the automobile dealer also concurrently changes 
to the Vehicle-Pool Method (see Section 22.08 of this Appendix). The automobile dealer also must establish a separate 
inventory pool for the parts and accessories. 

Additional requirements to be complied with. An automobile dealer also must comply with the conditions in 
Section 5.03 of Rev. Proc. 97-36. One of these conditions. is that the automobile dealer must effect the change using the 
cut-offmethod. Under the cut-offmethod, the value of the automobile dealer's new automobile and new light-duty truck 
inventory (and in the case of an automobile dealer changing from the IPIC method, the parts and accessories, used 
automobile, and used truck .inventory) at the beginning of the year of change must be the same as the value of such 
inventory at the end of the preceding taxable year plus market value restorations, ifany are required,. 

In addition, if the auto dealer is changing from the IPIC method, the dealer also must attach to the application 
Form 3115 a schedule setting forth the classes of goods for which the automobile dealer has elected to use the LIFO 
method and the accounting method changes being made for each class of goods. 

Concurrent change to the Vehicle-Pool Method. A taxpayer thl.lt wants to make both a change to the Alternative 
LIFO Method under this section and a change to the Vehicle-Pool Method under Rev. Proc. 2008-23, (see Section 22.08 
of this Appendix) should file a single Form 3115 for both changes and enter the designated automatic accounting 
me~hod change numbers for both changes on the appropriate line on that Form 3115. 

For further information on this change, selected articles include ... 

• Revenue Procedure 92-79: Overview, Advantages, Disadvantages, Special Rules & Definitions, 
Other Requirements and Consent Conditions ... LIFO Lookout Sept. 1992 

• Alternative UFO Methodfor New Vehicles - A Good Summary ... LIFO Lookout March 1995 
• Alternative LIFO Methodfor Auto Dealers: Rev. Proc. 97-36 Restates Rev. Proc. 92-79 '" LIFO 

Lookout Sept. 1997 
• Dealership Considerations in Evaluating the Alternative LIFO Method vs. the IP ICIBLS Method 

... LIFO Lookout Dec. 2006 
• Sample Proforma Filing Packages for Electing (Form 970), Terminating or Changing to the 

Alternative LIFO Method (Forms 3115) ... LIFO Lookout March 2006 

~Ph~ot~oCOP=Yi~ng~O~r Re=pr~int~ing~W~it~ho~ut~p~er~m~iss~io~n l~s~pr~Oh~lb~ited=====~* 
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Section 22.0-t Used Vehicle Alternative LIFO Method 

Designated automatic accounting method change number ... 59. 
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This change basically applies to used vehicle dealers that want to change to the "Used Vehicle Alternative LIFO 
Method" as described in Rev. Proc. 2001-23, as modified by Announcement 2004-16, and Rev. Proc. 2008-23. 

. A used vehicle dealer making this change must comply with the additional conditions set forth in Section 5.04 of 
Rev. Proc. 2001~23. 

Manner of making change. This. change is made on a cut-off basis, which requires that the value of the 
taxpayer's used automobile and used light-duty truck inventory at the beginning of the year of change must be the same 
as the value of that inventory at the end of the preceding taxable year, plus cost restorations, if any, required by Section 
5.04(5) of Rev. Proc. 2001-23. Accordingly, a Section 481(a) adjustment is neither permitted nor required. 

If there has been a previous bargain purchase. If the taxpayer has previously improperly accounted for a bulk 
bargain purchase, the taxpayer must, as part of this change, first change its method of accounting to comply with 
Hamilton Industries, Inc. v. Commissioner, 97 T.C. 120 (1991),and compute a Section 481(a) adjustment for that part of 
the change. See Announcement 91-173,1997-47I.R.B. 29. 

Upon examination, if a taxpayer has properly changed its method under this section except for complying with 
the above requirement, an examining agent may not deny the taxpayer the change. However, the taxpayer does not 
receive audit protection under Section 7 of this Revenue Procedure with respect to the improper method of accounting 
for the bargain purchase. Accordingly, the examining agent may make any necessary adjustments in any open year to 
effect complian(fe with Hamilton Industries, Inc. 

New base year. In effecting a change to the Used Vehicle Alternative LIFO Method under this Revenue Procedure, 
any LIFO inventory cost increments previously determined and the value of those increments must be retained. Instead of 
using the earliest taxable year for which the taxpayer adopted LIFO as the base year, the year of change must be used as the 
new base year in determining the value of all existing LIFO cost increments for the year of change and later taxable years. 
(The year of change becomes a new base year, with the cumulative index at the beginning of the year of change reset to 
1.0000). 

The base-year cost of all LIFO cost increments at the beginning of the year of change must be restated in terms of 
new base-year costs, using the year of change as the new base year, and the indexes for previously determined inventory 
increments must be recomputed accordingly. The new base-year cost of a pool is equal to the total current-year cost of all 
the vehicles in the pool. 

Taxpayers are reminded to complete all applicable parts of the Form 31 15, including Part I of Schedule C. 
Concurrent change to the Vehicle-Pool Method. A taxpayer that wants to make both a change to the Used 

Vehicle Alternative LIFO Method under this section of the Appendix and a change to the Vehicle-Pool Method under 
Rev. Proc. 2008-23 (see Section 22.08 of this Appendix) should file a single Form 3115 for both' changes and enter the 
designated automatic accounting method change numbers for both changes on the appropriate line on that Form 3115. 

1PIC Issues •• ~ Concurrent changefrom IPIC method. A used vehicle dealer using the IPIC method that also 
has parts and accessories, new automobiles, or new light-duty trucks (other goods) inventory may incorporate a change, 
using a cut-off basis, from IPIC to another acceptable LIFO method for those other goods into this change. When 
changing from IPIC to a dollar-value LIFO method for its other goods, the used vehicle dealer must establish separate 
inventory pools for new automobiles and new light-duty trucks, unless the used vehicle dealer also concurrently changes 
to the Vehicle-Pool Method (see Section 22.08 of this Appendix). The used vehicle dealer must also establish a separate 
inventory pool for the parts and accessories. 

For further information on this change, selected articles include ... 
• Revenue Procedure 2001-23 Highlights & Sample Letter to Dealers ... LIFO Lookout March 2001 
• Evaluating the "New and Improved" LIFO Methodfor Used Vehicles ... LIFO Lookout June 2001 
• Form 3115 Proforma Filing Package for Changing to the Used Vehicle Alternative LIFO 

Method ... LIFO Lookout June 2001 
• Confusion Over Use of Different Official Guides .. , LIFO Lookout Sept. 2001 
• Good News for Dealers Who've Stayed With Their Used Vehicle LIFO Elections ... LIFO 

Lookout June 2004 

A Periodic Update of Essential Tax Information for Dealers and Their CPAs 
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Section 22.05 Dctcrminill~ thc Cost of Uscd Vchiclcs Purchascd or Tal,cII as a Tradc-In 

Designated automatic accounting method change number .•. 60. 
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This change applies to a taxpayer using the LIFO inventory method that wants to determine the cost of used 
vehicles acquired by trade-in using the average wholesale price listed by an official used vehicle guide on the date of the 
trade-in. (See Rev. Rul. 67-107.) In this case, 'the official used vehicle guide selected must be consistently used unless 
the taxpayer receives permission to use a different guide. 

This change also applies to a taxpayer using the LIFO inventory method that wants to (I) use a different official 
used vehicle guide for determining the cost of used vehicles acquired by trade-in, (2) determine the cost of used vehicles 
purchased for cash using the actual purchase price of the vehicle or (3) reconstruct the beginning-of-the-year cost of 
used vehicles purchased for cash using values computed by national auto auction companies based on vehicles 
purchased for cash. The national auto auction company selected must be consistently used. 

This change does not apply to a taxpayer that adopted or changed to the Used Vehicle Alternative LIFO Method 
(see Section 22.04 of the Appendix). 

Manner o/making change. This change is made on a cut-off basis and applies only to used vehicles acquired on 
or after the beginning of the year of change. Accordingly, a Section 481 (a) adjustment is neither permitted nor required. 

Scction 22.06 Changc to thc Invcntory Pricc Indcx Computation (lPIC) Mcthod 

Designated automatic accounting met/rod change number ... 61 

This change 'applies to a taxpayer that wants to change from a non-IPIC LIFO inventory method to the IPIC 
method in accordance with all relevant provisions of Reg. Sec. 1.472-8(e)(3). 

This change also applies to a taxpayer that wants to change from the IPIC method as described in T.D. 7814 (the 
old IPIC method) to the IPIC method as described in T.D. 8976 (the new IPIC method). This change includes the 
fonowing required changes (if applicable): 

• From using 80% of the inventory price index (IPI) to using 100% of the IPI to determine the base-year 
cost and dollar-value ofa LIFO pool(s), 

• From using a weighted arithmetic mean to using a weighted harmonic mean to compute an IPI for dollar-value pool(s) and 
• From using a components-of-cost method to define inventory items to using a total-product-cost method to 

define inventory items. 
Manner 0/ making change. This change is made on a cut-off basis and applies only to' the computation of ending 

inventories after the beginning of the year of change. Accordingly, a Section 481 (a) adjustment is neither permitted nor required. 
Previous bargain purchases o/inventory. If the taxpayer has previously improperly accounted for a bulk bargain 

purchase, special rules require the taxpayer to first ch'ange its method of accounting to comply with Hamilton IndUstries, 
Inc. v. Commissioner, 97 T.C. 120 (1991), and to compute a Section 481(a) adjustment for that part of the change. 

. Concurrent automatic changes. A taxpayer that wants to make this change and to also change its method of 
determining current-year cost (under Section 22.02 of this Appendix) for the same year of change may file a single 
Form 3115 for both changes. The taxpayer should enter the designated automatic accounting method change numbers 
for both changes on the appropriate line on that Form 3115. 

A taxpayer that wants to make this change and to also change its method of pooling to IPIC-method pools 
described in Reg. Sec. 1.472-8(b)(4) or Reg. Sec. 1.472-8(c)(2) for the same year of change may file a single Form 
3115. The taxpayer should enter the designated automatic accounting method change numbers for both changes on the 
appropriate line on that Form 3115. 

A taxpayer that wants to make this change and to also change its method of pooling (under Section 22.10 of this 
Appendix) for the same year of change may file a single Form 3115. The taxpayer should enter the designated 
automatic accounting method change numbers for both changes on the appropriate line on that Form 3115. 

For further information on this change, selected articles include ... 
• A Look at the IPIC Method ... with Special Emphasis on its Use by Auto Dealers ... LIFO Lookout June 2007 
• A Summary of the IPIC Method ... What it is and How it Works ... LIFO Lookout June 2007 
• A Case Study Showing the Disadvantage of the IPIC Method/or Auto Dealerships ... LIFO Lookout Sept. 2007 
• Hi hli hIs 0 the FinallPIC Re lations ... LIFO Lookout December 2002 
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Designated automatic accounting method change number ..• 62 
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This change applies to a taxpayer using the new IPIC method (i.e., described in Reg. Sec. 1.472-8(e)(3) as 
revised by T.D. 8976) that wants to make one or more of the changes below. Citations to specific IPIC dollar-value 
LIFO regulations are included in the Appendix discussion of these changes. 

• Change from the double-extension IPIC method to the link-chain IPIC method, or vice versa, 
• Change to or from the 10 percent method, 
• Change to IPIC-method pools described in Reg. Sec. 1.472-8(b)(4) or Reg. Sec. 1.472-8(c)(2), including a 

change to begin or discontinue applying one or both of the 5 percent pooling rules, 
• Change to combine or separate pools as a result of the application ofa 5 percent pooling rule, 
• Change its selection of BLS table from Table 3 (Consumer Price Index for All Urban Consumers ... ) of 

the monthly CPI Detailed Report to Table 6 (Producer price indexes percent changes for commodity 
groupings and individual items, not seasonally adjusted) ofthe monthly PPI Detailed Report, or vice versa, 

• Change the assignment of one or more inventory items to BLS categories under either Table 3 (Consumer 
Price Index for All Urban Consumers (CPI-U): U.S. City average,· detailed expenditure categories) of the 
rtlonthly CPI Detailed Report or Table 6 (Producer price indexes and percent changes for commodity 
groupings and individual items, not seasonally adjusted) of the monthlyPPI Detailed Report and 

• Change the representative month when necessitated because of a change in taxable year or a change in 
method of determining current-year cost made pursuant to Section 22.02 of this Appendix. 

Manner of making change. These changes are made on a cut-off basis and apply only to the computation of 
ending inventories after the beginning of the year of change. Accordingly, a Section 481 (a) adjustment is neither permitted 
nor required. A taxpayer that makes some ofthese changes must establish a new base year in the year of change. 

For further information on this change, see selected articles listingfor Section 22.06 

Section 22.08 Changcs to thc Vehicle-Pool I\lcthod 

Designated automatic accounting method change number ..• 112. 

This change applies to a retail dealer or wholesale distributor ("reseller") of cars and light-duty trucks that wants 
to change to the "Vehicle-Pool Method" as described in Rev. Proc. 2008-23. 

Manner of making change. This change is made on a cut-off basis and applies only to the computation of ending 
inventories after the beginning of the year of change: Accordingly, a Section 481(a) adjustment is neither permitted nor required. 

A reseller that changes its method of pooling under Rev. Proc. 2008-23 and this section of the Appendix must 
comply with Reg. Sec. 1.472-8(g). Instead of using the earliest taxable year for which the reseller adopted the LIFO 
method for any items in a pool, the reseller must use the year of change as the base year when determining the LIFO 
value of that pool for the year of change and subsequent taxable years (i.e., the cumulative index at the beginning of the 
year of change will be 1.00). The reseIler must restate the base-year cost of all layers of increment in a pool at the 
beginning of the year of change in terms of new base-year cost. For an example of establishing a new base year, see 
Reg. Sec. 1.472-8(e)(3)(iv)(B)(J)(iI). 

The scope limitation in Section 4.02(7) of this Revenue Procedure does not apply for the reseller's first taxable 
year ending on or after December 31,2007. 

Concurrent change to d,e Alternative LIFO Method or d,e Used Vehicle Alternative LIFO Method. A reseUer that 
wants to make both a change to the Vehicle-Pool Method under this section of the Appendix and a change to the Alternative 
LIFO Method under Rev. Proc. 97-36 (see Section 22.03 of this Appendix) or the Used Vehicle Alternative LIFO Method 
under Rev. Proc. 2001-23 (see Section 22.04 of this Appendix) should file a single Form 3115 for both changes and enter the 
designated automatic accounting method change numbers for both changes on the appropriate line on that Form 3115. 

For further information on this change, see LIFO Lookout Mid-Year (Spring) 2008. This entire issue of 
the LIFO Lookout (Vol. 18, No.1) is devoted to an analysis of Rev. Proc.2008-23:.The Vehicle-Pool (Single, 
Combined) LIFO Method for Auto Dealerships & Alternative Rules for Classifying "Crossover Vehicles. " 

~ Photocopying or Reprinting Without Permission Is Prohib~ed 
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This change applies to a taxpayer using the "Used Vehicle Alternati.ve LIFO Method" as described in Rev. Proc. 
2001-23 that wants to change the particular "official used vehicle guide" utilized by the taxpayer in connection with the 
Used Vehicle Alternative LIFO Method. 

This change also applies to any change in the precise manner of its utilization (e.g., a change in the specific 
guide category that a taxpayer uses to represent vehicles of average condition for purposes of Section 4.02(5)(a) of Rev. 
Proc.2001-23). . 

Manner of making change. This change is made on a cut-off basis and applies only to the computation of 
ending inventories after the beginning of the year of change. Accordingly, a Section 481(a) adjustment is neither 
permitted nor required. A taxpayer that changes its method pursuant to this section of the Appendix must establish a 
new base year in the year of change. 

For further information on this change, see selected artic/eslistingjor Section 22.04 

Section 22.10 Changes to Dollar-Value Pools of l\lanufacturers 

Designated automatic accounting method change number •.• 141. 

This change applies to a manufacturer that: 
• Purchases goods for resale (resale goods) and, thus, must reassign resale goods from the pool(s)' it 

maintains for the goods it manufactures to one or more resale pools; 
• Wants to change from using multiple pools described in Reg. Sec. 1.472-8(b)(3) to using natural business 

unit (NBU) pools described in Reg. Sec. 1.472-8(bXl), or vice versa; and 
• Wants to reassign items in NBU pools described in Reg. Sec. 1.472-8(b)(1) into the same number or a 

greater number ofNBU pools. 
Manner of making change. This change is made on a cut-off basis and applies only to the computation of 

ending inventories after the beginning of the year of change. Accordingly, a Section 481(a) adjustment is neither 
permitted nor required. . 

A taxpayer that changes its method of pooling pursuant to this section of the Appendix must combine or separate 
pools as required by Reg. Sec. 1.4 72-8(g). 
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Since mid-ye3L I've made se\er:d )e3r-end u]Jci:1te presentc1tions 10 differellt dealer-CPA groups. As llsual. Ill) 

preo,clltc1tion outline includes somc topics and items thm \\ere not included by Ms. Terri Harris in her update of IRS 
acti\ities in her prcsentation at the AICPA National Auto Dealership Conference in October. 

Several of the topics in my year-end prescntzltion are discussed more fully in this issue of the DTW and some of 
them \\'cre included in Illy mid-summcr update that \\as reprintcd in the T\1icl-Year 2008 issue of the DT\\'. 
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comlllentary on the IRS' guidance on combining LIFO pools fOllnd in Chief Coullsel Memo 20()8250-l·t The second 
item is a discllssion of the SOIOIllOIl and .\//lSkLiI casl?s rl?ferred to ill Update item rr I 2. 
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l LIFO Inventorv Matters 

A. The single, combined UFO pool methodfor new vehicles .•• Rev. Proc. 2008-23 •.. "Lipstick on a Pig?" 

1.-3. [Text omittedJ 

4. IRS Chief Counsel Office Memo No. 200825044 (dated May 7, 2008; released June 20, 2008) 
provides guidance for dealerships implementing the change to the Vehicle-Pool Method. 

a. CCM No. 200825044 provides two examples showing how to establish the year of change as 
the new base year for making the change to the neW, single combined pool for new vehicles. 

(1) Example #1 ... LIFO pools being combined (Le., Pool #1 New Automobiles and Pool #2 
New Light-Duty Trucks) both have the same base year. This is pretty straight-forward. 

(2) Example #2 ... both LIFO pools do not have the same base year. This is a situation 
which I have described as one involving "disappearing base dollars." 

(3) Both examples in the Chief Counsel Memo follow the format used for examples found in 
the LIFO Regulations. 

b.The CCM concludes that "if a reseller combines its new car and new truck pools (or used car 
and used truck pools) in a single vehicle pool as shown in Example 1 or Example 2. 
whichever is applicable, Exam should not challenge the reseller's implementation of the 
change to the Vehicle-Pooling Method during an examination of the reseller's Federal 
income tax return." 

c. "Before and After Standard." The CCM also states the following ... "it is important to note 
that in both examples, the base-year cost of each LIFO layer is in the same proportion to the 
total base-year cost both before and after the establishment of the new base year. Though 
there may be other approaches to implementing the change to the Vehicle-Pool method, we 
have doubts about any approach that allocates the new base-year cost among LIFO layers in 
different proportions." [Emphasis added] 

d. The computational approach in the Examples may be problematic for many dealerships. 

(1) After the two LIFO pools are combined, the LIFO reserve for the single pool should equal 
the sum of the LIFO reserves of the two pools being combined. 

Furthermore, after the two LIFO pools are combined, the amount of the LIFO reserve for 
that pool that is allocable to each LIFO layer or year making up the LIFO valuation for 
the pool should be the same as the sum of the contribution to the LIFO reserve for each 
year before the two pools were combined. 
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l LIFO Inventory Matters (continued) 

A. The single, combined LIFO pool method for new vehicles .•• Rev. Proc. 2008-23 .•• "Lipstick on a Pig?" 
(continued) 

(2) If one analyzes the Examples in the CCA Memo in tenns of the contributions to the 
LIFO reserve before and after the combination of pools that is attributable to the year 
immediately preceding the new base year, it can be seen that some amount of the LIFO 
reserve (prior to the combination of the pools) has been reallocated to that immediately 
preceding year and thus will be subject to recapture to the extent that this newly 
combined layer for the year preceding the· new base year is invaded by the carryback of a 
decrement in a subsequent year. 

(3) Taxpayers may take the position that the result of shifting the contribution made by each 
year's layer to the LIFO reserve (from the amount that it was before the combination of 
pools to a different amount after the combination of pools) does not comply with (i.e., 
this result is inconsistent with) the overriding "clear reflection of income" requirement or 
standard that (1) is set forth in the Internal Revenue Code in Section 446 relating to 
accounting methods and Sections 471 and 472 relating to inventories and (2) has Qeen 
expanded by the Tax Court in many of its decisions interpreting the regulations under 
Section 472. 

(4) This result (i.e., of shifting contributions to the LIFO reserve by certain years' layers) can 
be eliminated or significantly lessened if the sequence or order of the computational steps 
is reversed and the two pools being combined are each rebased to 1.0000 before they are 
combined. 

In other words, the shifting of contributions to the LIFO reserve between layers will not 
occur if, after adjusting for the difference in base years (i.e., by .computing the amount of 
disappearing base dollars and adjusting the valuation factors for all layers accordingly), 
the first step after that is to independently rebase each pool to 1.0000 as of the beginning 
of the year and then the second step after that is to then combine the pools. 

l B-C-D-E [Text Omitted} 

Il Rev. Proc. 2008-52 ... [Text Omittedj 

III A-B [Text Omitted} 
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Ill· Other Dealer Tax Practice Issues & Developments 

C Solomon & Muskat ••. Two 2008 non-dealership cases relating to the allocation of sales proceeds 
to sellers goodwill, customer lists, employment agreements and non-competition agreements 

1. Update and general discussion ... is there any blue sky out there today? 

2. Solomon v. Commissioner ... April 16, 2008 (T.C. Memo 2008-102) ... issue(s) involved: 
allocation of sales proceeds to customer lists and non-compete agreements. 

a. The Tax Court held that of the $700,000 payment received by the corporation (Solomon 
Colors, Inc.) in connection with the sale of a division of its business, $550,000 was paid for its 
customer list and $150,000 was paid for its covenant not to compete with the company that 
purchased the division of the business that was sold. 

b. The Tax Court also held that an additional $700,000 received by the selling owners/ 
employees/individuals should be treated as received by them for their covenants not to 
compete with the purchaser. Accordingly, this amount received by the individuals would be 
ta~ed as ordinary income and not as long-term capital gain. 

c. The Court held that: 

(1) The purchaser was not primarily interested in purchasing the personal assurances of the 
two individual sellers that they would maintain the customer base of the division of the 
business that was being sold. 

(2) Rather, the purchaser was interested in (1) eliminating the company from the relevant 
industry and (2) assuring itself that neither of the two owners/employees/individuals (Le., 
Robert Solomon and Richard Solomon) could re-enter that industry through a different 
fonn. 

d. The position of the taxpayers was that the buyer was really purchasing their personal 
goodwill because there were only 24 customer names on the list and the buyer already knew 
the identity of those 24 customers. 

(1) Taxpayers relied (unsuccessfully) on Martin Ice Cream Co. v. Comm. (1lOTC 189 (1998». 

(2) The Tax Court held that Martin Ice Cream was distinguishable for three reasons: 

(a) The value of Solomon Colors in the market was not attributable to the quality of 
service and customer relationships developed by the individuals, Robert Solomon 
and/or Richard Solomon. Rather, Solomon Colors, as a business of processing, 
manufacturing and sale - rather than one of personal services - did not depend 
entirely on the goodwill of its employees for its success. 

(b) Unlike the founder of Haagen-Dazs in the Martin Ice Cream case, who signed an 
agreeme!lt with the purchaser in his personal capacity, the individual sellers in this 
case (Robert Solomon and Richard Solomon) were not named as the sellers of any 
asset but they were included in the sale in their individual capacities solely to 
guarantee that they would not compete with the purchasing entity. 
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IlL Other Dealer Tax Practice Issues & Developments (continued) 

C Solomon & Muskat ... (continued) 

(c) The fact that the purchasing entity required non-compete agreements, but not 
employment or consulting agreements, of Robert Solomon and Richard Solomon, 
made it unlikely that the purchaser was interested in purchasing the personal 
goodwill of these individuals. 

(3) After the purchaser acquired the division that was sold by Solomon Colors, Inc., the 
purchasing entity was left as the sole business in the industry. Thus, it did not need the 
goodwill of the selling entity (Solomon Colors, Inc.) or of any of its key employees to 
succeed. 

(a) In fact, after the acquisition, the purchasing entity (Prince) continued to do business 
in the industry under its own name, and not under the name of Solomon Colors, Inc. 

(b) However, after the acquisition, the acquiring entity (Prince) did need the promises of 
Solomon Colors, Inc. and each of its owners/employees/ individuals that they would 
not compete with Prince in the industry for a desired period of time. Prince was, 
therefore, required to compensate those persons for their promises not to compete 
with it in the industry. 

(4) Note: The taxpayers "paper trail" was very pool and inconsistent in several critical 
respects. 

2. Irwin Muskat v. U.S.A . ... April 2, 2008 (U.S. District Court for the District of New Hampshire 
[Docket No. 1 :06-cv-00030]) ... issue involved: capital gain vs. ordinary income treatment 

a. Summary. The issue involved was whether a $1 million payment that Muskat received was 
compensation under a non-compete agreement (taxable as ordinary income, i.e., the position 
of the IRS) or was for goodwill (taxable a long-term capital gain, i.e., the taxpayer's· 
position). Muskat was unable to show that $1 million paid under a non-compete agreement as 
part of the sale of the business was a payment received for goodwill. Therefore, Muskat was 
required to treat the payment as ordinary income. 

(1) The $1 million payment was actually a relatively smaller component of a much larger 
transaction arising from the sale of a very successful meat packing business. The non
compete agreement called for payments totaling $4 million, ofwhich $1 million was paid 
at, or shortly after, the closing in 1998 and it is this $1 million initial payment received in 
1998 that is involved in the Court's decision. 

(2) Self-Employment Tax on Non-compete Payments? There is an interesting side issue in 
this case. It relates to Muskat's claim for a refund of self-employment tax that he had 
previously paid when he reported the $1 million payment as income in his income tax 
return for 1998. Muskat's claim for the refund of self-employment tax paid was 
dismissed. However, it is clear that this payment should not have been subject to self
employment tax even if it was treated as received as payment for Muskat's agreement not 
to compete with the purchaser. This self-employment tax refund issue is not germane to 
our interest in this case with respect to the allocation of the sales price issue. 
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III Other Dealer Tax Practice Issues & Developments (continued) 

C Solomon & Muskat ... (continued) 

b. After significant "back and forth" negotiations, an asset purchase agreement was signed on 
March 31, 1998. A non-compete agreement, and other agreements, were signed on May 7, 
1998. 

(1) Under a subsctiption agreement, Muskat agreed to invest $2 million in the purchasing 
entity. 

(2) Under an employment agreement,' Muskat was entitled to salary and also to bonuses that 
were based on reaching certain sales targets. 

c. Muskat's non competition agreement provided that he would not participate or engage 
directly or indirectly in any business that during the term of the agreement was competitive 
.with the business conducted by the purchaser or any entity owned or controlled by the 
purchaser within a geographic area in which the company or any related entity did business. 

0) The term of the agreement was thirteen years.· It was agreed that these payments would 
survive Muskat's death or disability. 

(2) The agreement prohibited Muskat from soliciting employees to leave the company and 
affiliate with a competitor. 

(3) The agreement prohibited Muskat from diverting business from the purchasing company. 

(4) The agreement called for a total of almost $4 million payable in separate installments, 
beginning with a $1 million payment on the date of the agreement. 

d. Muskat received payments promised under the non-compete agreement. He also worked for 
the purchaser and invested in the company as the subscription agreement required. 
Furthermore, when the purchaser was itself acquired by another entity a few years later, 
Muskat continued his employment with the new company and worked until 2004. 

e. On Muskat's 1998 personal return, he treated the $1 million first payment under the non
compete agreement as ordinary income. In 2002, he filed an amended return for 1998 in 
which he treated that payment as long-term capital gain from ·the sale of goodwill. That 
amended return and claim for refund was the basis for this case in the United States District 
Court of New Hampshire. 

f. Muskat's position was that despite the provisions of the non-competition agreement, the 
payments were intended by the parties to purchase his personal goodwill. 

g. The IRS position was that Muskat was bound by the terms of the non-competition agreement 
and could not reconfigure the purpose of that agreement for income tax purposes. 

(1) The IRS also contended, (Le., in the alternative) that even if the payment received were 
related to Muskat's personal goodwill, he was required to provide services to the 
purchaser in connection with his personal goodwill ... and that his providing the services 
would require treatment of the payments as ordinary income. (This alternative position 
did not have to be addressed by the Court because it held, in the first instance, that the 
payments received were not related to Muskat's personal goodwill.) 
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IlL Other Dealer Tax Practice Issues & Developments (continued) 

C Solomon & Muskat ... (continued) 

h. The overriding or key issue in this case is ... what is the "applicable standard" to be applied? 

(1) Muskat's position was that the "economic reality" standard should be applied (and that 
. would override the specific language of the documents prepared by the parties). 

(2) The IRS position was that "strong proof' is required to overcome the parties' expressed 
intent. 

(3) The Court said that for Muskat to prevail on his personal· goodwill claim, he must show 
by "strong proof' that despite the express terms of the agreement, both Muskat and the 
purchaser intended the $1 million payment to be compensation for his personal goodwill 
and not for the promises he made in the non-competition agreement. 

(a) The standard from Harvey Radio Labs, Inc. v. Comm. requires strong proof of the 
parties intentions when they entered into ~he non competition agreement 

(b) Note the intention of both the buyer and the'seller has to be established. 

(c) Another factor having a bearing is whether or not the buyer and the seller have tax 
avoidance motives that are opposite. When the buyer and seller have conflicting tax 
positions, it is more likely that their agreements will reflecttheir actual intent. 

i. The Court noted that: 

(1) The negotiation process that culminated in the sale did not include· a discussion of 
Muskat's personal goodwill. . 

(2) Neither the non-competition agreement nor any other agreement in the transaction 
mentioned Muskat's personal goodwill. 

(3) During the negotiation process, the parties had allocated more than $15 million of the 
purchase price to business goodwill. 

(4) The non-competition agreement defined "goodwill" as an asset of the selling entity 
"including its goodwill and business as a going concern." 

(5) The purpose of the non-competition agreement with Muskat was to protect the selling 
entity's "goodwill" in the transaction. 

(6) The consideration paid under the non-competition agreement was expressly for the 
covenants not to compete, and made no mention of personal goodwill. 

j. With respect to the severability of personal goodwill from business goodwill in detennining 
. enterprise value, the Court made the following observation (with which some taxpayers may 
strongly disagree). 

(1) "Indeed, the concept of personal goodwill as an asset, separate from business goodwill 
and from the obligations imposed by the non-competition agreement, in the context of 
the sale ofa business like Jac Pac [i.e., the seIling entity] is unclear." 

(2) The Court cited four cases in connection with its statement. 
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C. Solomon & Muskat ..• (continued) 

(a) Matter of Prince [85 F 3d 314, 320-23(7th Cir 1996)] 

(b) Bruss Co. v. K & S Brokerage, Inc. [1992 WL 25375 (N.D. Ill. 1992)] 

(c) In re Cooley [87 B.R. 432, 443(S.D. Tex 1988)] 

(d) Martin Ice Cream v. Comm. [110 TC 189,206-07 (1998)] 
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k. The taxpayer, Muskat, argued that the provisions of the non-competition agreement, 
including the long term of the agreement and the survivability provision, were unusual and 
show that the agreement was really a sale of his personal goodwill. 

(I) Muskat contended that in reality there was no need for a non-competition agreement 
because of his age, his lack of interest in competing with the purchaser, his 
employment and investment in the company and the insurmountable difficulties that 
would be encountered in starting a competing business. 

1. The purchaser testified that although it was not particularly concerned ·that Muskat might 
leave to start a competing business, it nevertheless intended that the non-competition 
agreement with Muskat would protect the shareholders of the purchaser and the interests of 
other allied related entities. . 

m. 'The Court found that although the agreementaccommodated Muskat's demand for additional 
compensation, the purchaser did not pay more in the transaction, but instead merely 
reallocated the purchase price. 

n. Although Muskat did persuasively show or demonstrate to the Court th~tthe purchaser 
agreed to allocate additional compensation to him through the non-competition agreement, 
Muskat, however, did not provide "strong proof" that the purchaser and Muskat intended the 
payments under the non-competition agreement to buy Muskat's perso.nal goodwill. 
Therefore, the taxpayer did not carry its burden of proof on its claim that the payment made 
under the non-competition agreement was for the sale of his personal goodwill. 

D. [Text OmittedJ 

IV, Other Dealer Tax Practice Issues & Discussion Topics [Text OmittedJ 
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