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LIFO UPDATE 
If you had called me personally to ask "what's hap

pened lately with LIFO that I need to know about?" ... 

Here's what I'd say: 

1. There have been no major LIFO Court decisions, 

pronouncements or developments, although there 

are many' interesting UFO undercurrents. See box on 

page 2 for "What's New." 

2. The majority of LIFO reserve computations I per

sonally was involved with reflected reductions (not 

increases) in UFO reserves because of significantly 

lower inventory levels at the end of 1990 than those 

prevailing at the end of 1989. 

3. Some of the major questions for which practitio

ners would like formal guidance out of the IRS in

clude: 

• How to handle S election LIFO reserve compu

tations. 

• How to handle the so-called built-in gains com

putations when decrements after the S elec

tion reach back into pre-S LIFO layers. 

• What are "acceptable" UFO index computa

tionsforautodealers. Inthis regard, NADAand 

the IRS seem to be at a standstill in resolving 

anything relative to dealer LIFO calculations. 

Don't hold your breath (or extend any tax 

returns) in the hope that magically some an

swers will appear. 

4. Despite all of the hint and titillation concerning 

the IRS really clubbing some auto dealers' UFO 

calculations out West, there seems to be little hard 

evidence available to objectively evaluate. Com

ments about "petitions" filed in the Tax Court and 
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"major cases" all evaporate when hard documenta

tion of them is sought. It seems that when the Service 

does audit LIFO, that still remains pretty much a 

matter between the IRS and the dealer and his CPA. 

I have talked to several California CPAs who are 

aware of big LIFO audit settlements in favor of the IRS 

in cases where knowledgeable, aggressive IRS 

agents challenged poorly done LIFO calculations or 

elections. 

From the conversations I have had with CPAs, two 

generalities emerge relative to 'IRS audits of auto 

dealer UFO. First; dealers whose accountants elected 

to use the unit method stand virtually no chance of 

. justifying any LIFO reserve if they made an election 

some time in the '70's and have not already voluntar

i�y recaptured all of their UFO reserves attributable to 

prior years. 

Second, whether under double extension or link
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chain or link-chain, index approaches, dealers are 
likely to receive significant challenge if they have 
used averaging techniques of any type. The Service, 
when it raises these Issues, maintains that averaging 
simply creates distorted indexes and does not result 
in a "clear reflection of income." 

In one situation, a dealer's accountant elected to use 

the UNIT method on Form 970 and essentially used 
rough, unadjusted averages in computing UFO in
dexes every year. The election was made in the late 
'70's and the Service was auditing in the mid '80's. 
The IRS agent's report reflects several theories and 
interpretations, each one of which resulted in the 
auto dealer having a full or complete repayment of his 
UFO reserve in the year being audited. Not only was 
the tax deficiency sizable, but Section 6661 (substan
tial underpayment) penalties were also being as
sessed. 

The IRS agent first noted that under Revenue Proce-

dure 79-23, since the dealer could not produce all 
invoices and internal cost information, as well as 
model promotional literature describing changes in 
the vehicles from year to year, the agent had the 
authority to terminate the LIFO election for failure to 
maintain adequate books and records. (This has a 
very troubling ring to it, as I am aware of many 
dealerships whose CPAs refuse to provide them (or 
their new CPAs) with underlying detail UFO calcula
tions. How do you handle that situation when you 
take over a new account and the former CPAs flatly 
refuse to provide you with that information?) 

Theagentthen analyzed the specifics of the taxpayer's 
unit method election and concluded that there had 
been sufficient technological change occurring dur
ing the years from the Initial UFO election (late 70's) 
to the year of audit (mid 80's) so that new items or a 
new class of vehicles had been created for which the 
continued use of base price equivalents was no 
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UFO UPDATE (Continued) 

longer appropriate. 

The agent did not say that the specific unit LIFO 

method could not be elected. Instead, the agent's 

position was simply that once all of the particular 

vehicles from a specific model year were sold, that 

liquidated the LIFO layer attributable to those ve

hicles. The agent concluded that the silence in the 

Regulations on specific unit UFO ref/ected the inten

tion of Congress that specific unit LIFO should be 

computed in accordance with Generally Accepted 

Accounting Principles. Citing ARB 43 and accounting 

texts, the agent pointed out that GAAP requires that 

all items must be identical within specific unit LIFO 

pools and, accordingly, standard model automobiles 

with the same standard model cost and equipment 

made in the same year were to be treated as "identi

cal" inventory items for this purpose. 

The twin LIFO precedents of Wendle Ford Sales, Inc. 

(72 TC 447 (1979)) and Amity leather Products Co. 

(82 TC 726 (1984)) were cited to support the position 

that technological change must be factored out of the 

dealership's LIFO index computations and that the 

beginning of year costs and the end of year costs 

must be based on comparably equipped vehicles. 

Finally, the underpayment penalty would be assessed 

unless the dealer could establish that it had substan

tial authority supporting its tax position, or that the tax 

position was adequately disclosed in the corporate 

income tax return or in a statement attached to the 

income tax return. 

If this situation is typical, it would seem that a dealer 

who had elected to use the unit method and who did 

not retain all underlying invoices and relevant product 

literature, booklets, etc. would clearly be at the mercy 

of the IRS in an intensive UFO audit situation. 

There may be a moral... and possibly some summer 

work for CPAs who relate to the problems associated 

with the UNIT method UFO situation. Subsequent 

issues of the lookout will deal with Dollar Value 

Method (DVM) problems,including the use of aver

ages. 

The ~oral... and the possible summer work ... could 

involve filing Form 3115 with the Internal Revenue 

Service to request a change from the unit method for 

dealers whose LIFO elections contain similar seeds 

of destruction and have not yet been audited. But if 

you are considering this, remember that you must file 

Form 3115 within the first 180 days of the year of 

change. So by the time you get the next issue of the 

lookout (June 30), it will probably be too late to file a 

Form 3115 for 1991 changes on a timely basis. So if 

you can't get it filed on time, be sure to request an 

extension of time for the filing of Form 3115. * 
.. CHANGE REQUESTS .•. 
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NADA AUTO DEALER 
LIFO WORKSH'OPS 

As part of the 1991 National Automobile Dealership 
Association Convention held in Atlanta, on February 
11, 1991 NADA conducted two dealership UFO Up
date Workshops. The workshop moderator was Dou
glas I. Greenhaus, Senior Legislative Counsel for 
NADA. The panelists were (1) Leslie J. Schneider of 
Ivan, Phillips and Barker, (2) Chris Groff, President of 
LIFO Systems, Inc. and (3) myself, Willard J. De 
Filipps, CPA from Mt. Prospect, Illinois. 

The workshops were each 90 minutes and the sec
ond presentation was audio taped and can be or
dered directly from NADA (call (703) 821-7000) along 
with the handout materials distributed to workshop 
attendees. 

The workshops were conducted in a question and 
answer format, with Doug Greenhaus directing the 
questions to Les Schneider, Chris Groff or myself for 
initial discussion, subject to whatever comments and 
observations the other two panelists then wished to 
add. The questions, 16 in all, are listed separately, 
and present nothing that most serious UFO practitio
ners are not already familiar with. Since the full 
responses to each question can be heard on the 
NADA tape, I'll limit my comments here to a number 
of my own observations drawn from the workshops 
and my discussions with the other panelists. 

In connection with switching accounting methods 
and filing Form 3115, the current timetable is that it 
takes the IRS National Office in Washington, DC 
between 15 and 20 months to process a change 
request. One recent development is that the IRS now 
allows taxpayers to defer the year of change to the 
subsequent or following year if the IRS cannot pro
cess the original request timely enough so that it can 
be reflected in the tax return for the year of change. 

It appears that any IRS Revenue Ruling or Revenue 
Procedure on built-in gains for S corporations' inven
tories is not likely to be issued in the near future. It has 
been in the works for over 2 years now. No one really 
knows when this is likely to come out, if ever. Since 
the S election was self-initiated by taxpayers - as an 
alternative to avoid a projected more onerous future 
tax burden - the IRS does not seem to be in a hurry to 
provide clarification. In other words, you got yourself 
intO this mess, so figure out for yourself what you 
ought to be doing. After a few years, we'll see what 
you've done and then tell you how you should have 
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NADA DEALER WORKSHOP (Continued) 

done it. Sounds like amended returns, or another 
"expedited procedure" change in accounting method 
situation, to me. 

If a taxpayer is going off of LIFO and has a 6~year 
spread of the LIFO reserve pickup, that taxpayer 
cannot use a net operating loss carryforward against 
the first year (i.e., the first one-sixth) of the LIFO 
reserve pickup, although it should be able to use 
operating loss carryforwards against the second 
one-sixth amount in the second year and subse
quent year's one-sixth amounts. It appears that it is 
only the first year in which a taxpayer cannot deduct 
a net operating loss carryforward against the re
quired pro-rata LIFO reserve pickup amount. 

One workshop attendee asked how "Program" cars 
should be treated for LIFO purposes. No one seems 
to be really sure, but it would appear that Program 
cars should be treated as used vehicles, rather than 
as part of a new vehicle pool. Some manufacturers 
have a separate line for Program cars in their balance 
sheet, and this line is not in the new vehicle section. 
Under the regulation discussion "customary busi
ness classification," it would seem that used vehicle 
treatment would not be unreasonable. 

With regard to pooling, Les Schneider (who litigated 
the Fox Chevrolet decision for the taxpayer and 

. NADA) indicated in that case the Tax Court seemed 
to gratuitously provide the IRS with the notion that 
"maybe" cars could be distinguished from trucks, 
even though the Tax Court was not inclined to accept 
the IRS' litigating position in favor of pooling by 
separate models. The panel consensus was that IRS 
agents, if they raise the pooling issue, will very likely 
require separate pools for new cars and for new 
trucks. Similarly, they are likely to require separate 
pools for used cars and for used trucks. 

It was stated and confirmed that it is very general 
practice to pool all new vehicles (cars and trucks) in 
a single pool and/or aU used cars and aU used trucks 
in a separate used vehicle pool. Overthe years, I have 
come to believe that a strong case can be made - if 
one is willing to again go to the Tax Court - that the 
factors distinguishing "cars" and "trucks" in the Fox 
decision many years ago are now considerably dif
ferent than they were back in 1974. Les Schneider, 
whose opinion I highly regard, seems to believe this 
would be an uphill battle, aU the way. What do you 
think? 

In some IRS audits, including those where the link
chain method was elected, the IRS takes the position 
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NADA DEALER WORKSHOP (Continued) 

that it can go all the way back to the base year, even 
though that year otherwise might be beyond the 
usual three year statute of limitations. The IRS rea
sons that each year's UFO computation depends 
upon each of the precedJng UFO year's computa
tions or indexes, so we see a domino affect going all 
the way back to the first UFO election year. Maybe as 
far back as 1974 in some cases. 

The comment was made that due to the availability of 
the "cut off method" having some support, taxpayers 
might have a technical position or theory that could 
be developed to oppose the IRS in going all the way 
back in time beyond the earliest open year under the 
statute of limitations. You may want to keep this in 
mind if the IRS seems to be trying to stretch beyond 
the statute of limitations, but remember the Service 
can take any position it wants, and the technical 
merits of that position are not always the major 
consideration of the IRS examining agent. 

One point on which all panelists agreed was that for 
auto dealer UFO the "hottest issue" around is the 
major controversy over "what is an item?" Contro
versy is still unsettled and the IRS is not willing to do 
anything about it until it can be shown (fat chance!) 
that there is revenue neutrality on the difference 
between alternative computation methods. As a 
practical matter, nothing of significance has hap
penedsince late 1990when NADA and Les Schneider 
met with the IRS on behalf of NADA and attempted to 
reason with them. Although Doug Greenhaus of 
NADA sent out letters to CPAs around the country 
requesting complete information on dealer UFO in
ventories that could be volunteered anonymously for 
alternative computation purposes, apparently there 

was little tangible response. As aresult,there now 
seems to be no real likelihood that this issue will be 
resolved in the near future. 

In the context of the "what is an item?" controversy, 
it may be unlikely that NADA will step in (through their 
legal defense fund) to assist anyone dealer in an IRS 
audit situation. In part, the NADA rationale recog
nizes V,'le possibility that helping one dealer in a fight 
against the IRS on a UFO interpretation question 
could result in harming other dealers who might have 
followed different practices. The wide range of auto 
dealer computation approaches includes various 
link-chain and link-chain, index approaches, the UFO 
Systems approach for repricing all options and ac
cessories on a new vehicle invoice, developing pro
totype or "pro forma" computations and applying 
them blindly to all inventories, various averaging 
techniques, sampling approaches, unit method com
putations, and a lot of others you readers out there 
have seen in your-own experience. 

It was indicated that in connection with many auto 
dealers who madeS elections, the position was taken 
that the S election could provide the occasion for 
cleaning up some UFO method or computational 
problems. Information readers might provide to fur
ther analyze these situations would be welcome, 
since the position of the IRS, at least unofficially, is 
that an election from regular C corporate status to S 
status does not terminate the UFO election. Conse
quently, the filing of Form 3115 would not be neces
sary merely as a result of an S election. Could there 
be some unauthorized method changes sneaking in 
on the tails of an Selection? 

Les Schneider summarized the major contrasting 
viewpoints between the other two panelists (myself 
and UFO Systems) as follows: 

• We both agree that "averaging" techniques in 
car dealership UFO applications are not ap
propriate. 

• We both agree that link-chain approaches are 
preferable to the double extension or fixed 
base date approach, because link-chain in
volves looking atyear-ta-year changes instead 
of looking at changes over longer spans of 
time. 

• We both agree that comparability is required, 
by common sense as well as by the IRS, in 
order to have valid UFO index computations. 

• The point on which we do not fully agree 
involves the question of how much detail you 
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NADA DEALER WORKSHOP (Continued) 

have to do in the repricing of auto invoice costs 
in order to get an acceptable result. What is 
"acceptable" may be determined at different 
levels, including the more subjective level at 
which many IRS agents in the field have oper
ated in the past and still do in many instances. 

My position is that under a properly elected and 
applied link-chain, index approach, repricing less 
than every item, or repricing less than all options and 
accessories, should satisfy the "clear reflection of 
income" standard set forth in Section 472 of the 
Code. 

In contrast, UFO Systems' position is that the Internal 
Revenue Service has said absolutely that every op
tion and accessory must be repriced, so why take any 
chances by repricing less than everything on the 
invoice? According to UFO Systems, Inc., the IRS 
has made it clear that every inventory "item," includ
ing base models, options and option packages must 
be individually analyzed. 

Pending specific guidance from the IRS in a formal
ized and precedentially binding statement (such as a 
Revenue Ruling, Revenue Procedure or its equiva
lent), taxpayers and their CPAs will have to determine 
how much risk they want to or are willing to take and 
factor that into how much more or less, relatively 
speaking, they are prepared to pay their CPAs and 
others for annual UFO index computations. 

During the first workshop, there were several issues 
over which all three panelists expressed contrasting 
views, notwithstanding the presence in the audience 
of at least one representative from the IRS. In refer
ring to sharply contrasting views, I would rate the 
difference of opinion, just described, between myself 
and UFO Systems very low on a scale of 1 t010. What 
I would describe as a real difference of opinion of far 
greater significance involves the belief shared by 
both myself and Chris Groff that UFO for Used ve-

hicles is certainly appropriate (after all, aren't we all 
doing it and haven't we been doing it and getting 
approval for it from the IRS for years). Les Schneider, 
on the other hand, expresses (significant?) reserva
tion about treating the age of the vehicle as the 
determining factor, especially in light of the recent, 
more highly focused attention of the IRS to the "item" 
definition issue. Now that's a 10 on my 1 to 10 scale 
of UFO issues. 

And finally. Walking up and down the Convention 
exhibition areas, I noted the exhibits of two major 
UFO index computation providers: UFO Systems, 
Inc. and Dealership Computer Systems (DCS). Al
though I do provide UFO index computation services 
for dealers and CPAs, I do not regard myself as a 
major provider and did not have a booth at NADA this 
year. 

UFO Systems, Inc. has been providing extensive, 
detailed and enviable index computations for auto 
dealers for many years. If you are not already familiar 
with their services, information can be obtained from 
Chris Groff, president of UFO Systems, Inc. by calling 
him at (817) 732-5494. 

Dealership Computer Systems (DCS) provides com
parisons of beginning of year prices versus actual 
invoice prices. This comparison includes base model 

. prices, option prices and freight. When significant 
model changes are identified, DCS treats the base 
model as a non-comparable item and compares only 
the options. Option packages are only treated as 
comparable items if each of the options included in 
the package are exactly the same as last year. DCS 
leaves the calculation of the UFO inflation indexes 
and the reserve changes to the CPA. For information 
on DCS, call H.J. Cole at (405) 360-7755. 

* 
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NADA AUTO DEALER LIFO 
WORKSHOP QUESTIONS 

GENERAL QUESTIONS 

1. What is LIFO and basically how does it work? 

2. Why should a dealer currently consider electing 
LIFO? How does LIFO tie into an S corporation 
election? 

3. What benefits can a dealer expect from LIFO? 

4. What are the drawbacks or downsides to UFO? 
Don't the benefits "flip-flop?" Can LIFO affect a 
dealer's bonus? 

5. How does UFO affect financial statements? Fac
tory statements? 

6. How does LIFO impact on year-end (estimated) 
tax payments? How does LIFO impact on business 
contracts? 

COMPUTATIONAL ISSUES 

1. How do you elect LIFO? What forms are 
required? How difficult is it to switch accounting. 
methods? To get off LIFO? 

2. What are the basic UFO computational prin-
ciples every dealer should know? 

3. May a dealer include new cars, minivans and 
pickups in the same L1r=O pool? 

4. When may a dealer include new automobiles 
from several different manufacturers in the same 

LIFO pool? 

5. May used cars be valued on LIFO? If so, must 
they be placed in a separate UFO pool from new 
cars? 

6. How should a dealer define an item in a new car 
pool? Should changes in standard equipment on 
models be accounted for in computing a UFO price 
index?". How should options be accounted for in 
computing a UFO price index? 

IRS ISSUES AND CONTROVERSIES 

1. What is the history of the IRS's perspective on 
LIFO? 

2. Isn't IRS focusing on LIFO during dealership tax 
audits? 

3. What does the IRS look for during a dealership 
LIFO audit? 

4. When the IRS finds dealers in non-compliance, 
what happens? ~ 
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