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

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

#1. LIFO CONFORMITY: PENDING IRS REV. 
PROC. PUNISHING DEALERS FOR FINANCIAL 
STATEMENT CONFORMITY VIOLATIONS. 

The last report from NADA was that IRS attorneys 
had completed drafting a Revenue Procedure that 
requires three levels of review and approval. The first 
level of approval had been completed; that left two 
remaining. Timetable for ultimate release: Anyone's 
guess. Contents and scope of pronouncement: Not 
revealed yet; apparently very confidential at this 
point. When the IRS releases its document, we'll 
analyze it thoroughly in the LIFO Lookout. 

The recent case involving worker classification 
issues for a used car dealer in San Diego (Martin L. 
Springfield d/b/a Douglas Motors) reached the Ninth 
Circuit Court of Appeals. This case-which the tax­
payer won-;>rovides language that, in the right 
hands, might be helpful for auto dealers subject to the 
harsh IRS interpretation of the financial statement 
conformity requirement for year -end statements sent 
to the manufacturer/Factory. 

Here's what the Appeals Court said in Martin L. 
Springfield:'When the Govemmentignoresa taxpayer's 
contentions as to the real world conditions of the market 
place, despite the requirements of Congress that it 
consider them, it invites the result reached here." 

In other words, when the IRS ignores what's 
going on in the "real world," some judges insist that 
the realities of the business world be taken into 
account. Hopefully,some auto dealers--particularly 
those in Southern California whose cases might 
ultimately wind up in Judge Hawkins' court-will 
resist the IRS on conformity, rather than cave in to its 
unrealistic demands, theories ... and even Revenue 
Procedures. 

Perhaps the Appeals courts will be more inclined 
to take a hard look at the "real world" conditions in 
which the manufacturers have said time and time 
again, they really don't care about-<>r want-LIFO 
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on their statements: They just want to know where 
it is---if it is there--so they can erase it before it 
distorts their analyses and composites. 

Even one of the oldest cases in the Tax Court 
(Latimer-Looney Chevrolet, Inc.) said almost 45 years 
ago ... "As required by its franchise, petitioner (the auto 
dealer) fOllowed the accounting system prescribed by 
the Chevrolet Division of General Motors, which s'vstem 
was desjgned kv and for the benefit of General Motors. 
The system has been in effect for many years without 
major changes." 

Do GM, Ford, Chrysler and the other manufactur­
ers really need the IRS to tell them how they should 
evaluate their dealer networks? Seems pretty ridicu­
lous, doesn't it? We shall see to what levels this 
conformity absurdity ascends. 

see LIFO UPDATE, page 2 
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LIFO Update 

DEALER TAX & UFO SEMINARS 

Our Fall, 1996 Seminars are being scheduled 
around the country. These full day seminars will 
be presented on consecutive days at various 
locations: 

• Orlando,FL .................. Oct 2-3 
• Baltimore,MD .............. Oct 7-8 
• Indianapolis, IN ........ Oct 10-11 
• Dallas, TX ........ Oct 31 - Nov 1 
• Burbank, CA ............... Nov 7-8 
• Chicago, IL ............. Nov 25-26 

DEALER INCOME TAX ISSUES ... a new 
full day seminar covering dealer tax cases, IRS 
activity and practice guides on all the hot tax 
issues affecting auto dealers, updating many 
articles previously appearing in the Dealer Tax 
Watch. 

LIFO for AUTO DEALERS ... covering all 
aspects of making LIFO elections, eligibility re­
quirements--Cost,CONFORMITV, and Consent! 
Form 97O-and computation mechanics. This 
seminar will emphasize the LIFO conformity con­
troversy and cover in depth any IRS revenue 
procedure or ruling that is issued between now 
and your seminar date. 

#2. DOLLAR·VALUE LIFO PRIMER: 
AS AUTHORITATIVE AS IT GETS. 

In our last issue of the LIFO Lookout, we discussed 
the E. W. Richardson case, then pending in the Tax 
Court. In August, 1996, the Court issued its opinion 
as Tax Court Memo 1996-368. 

This case should be read by all LIFO practitio­
ners, and it should not be dismissed or discounted 
just because it involves the pre-Alternative LIFO 
Method computations of an automobile dealer. The 
LIFO issues in Richardson were the catalyst for the 
Tax Court to summarize---in its own words--how it 
has been interpreting IRS-taxpayer disputes over 
LIFO theory and practice. You won't find a more 
authoritative summary anywhere else ... coming right 
from the source. 

The LIFO issues centered around the determina­
tion of what constitutes an "item" and the extent to 
which the taxpayer could use averaging techniques 
in its comparing beginning-of-the-year and end-of­
the-year prices. In turn, these issues have blos­
somed lately into very potent IRSlTreasury attacks 
on virtually any accounting methods--and even on 
more isolated transactions-which the IRS uses to 
go beyond the statute of limitations every chance it 

(Continued from page 1) 

gets. This tricky triumvirate of issues is diagrammed 
on page 14: 

1. Unauthorized change in method. 
2. Clear reflection of income. 
3. Action within (versus abuse of) 

Commissioner's discretion. 

#3. LIFO INFLATION INDEXES FOR SOME 
DEALERS MAY BE LOWER AT YEAR·END 
THAN THEY WERE LAST YEAR. Cadillac and 

Lincoln have announced reduced prices on some of 
their vehicles and this may spread to other manufac­
turers as well. It's too early to tell, but these outright 
price reductions may result in overall lower LIFO 
inflation indexes for new vehicles. 

Furthermore, some non-domestic manufactur­
ers are reported to be "decontenting" their newer 
vehicles. If the manufacturers do not proportionately 
pass the reduced cost along to the dealers in lower 
base costs, they will be providing dealers-and ulti­
mately, customers--with less product for the same 
amount of money. It's like ordering a dozen donuts 
for $4.00 and having the clerk give you only 10 or 11 
and still charging you the same $4.00 price. That's ... 
inflation. How it may affect auto dealers' year-end 
LIFO indexes wi" depend on a number of factors, as 
discussed in the lead article in our coverage on Year­
End Planning and Projections. 

#4. YEAR·END PLANNING AND PROJECTIONS. 
It's not too early to start calendar year-end projec­
tions and we've included articles and examples that 
should be helpful as you undertake this process. 

We've also mentioned some of the instances 
where taxpayers tried to do some "planning" but were 
foiled by the Internal Revenue Service. These cases 
provide good guides for whatD.Q1 to do and show just 
how perceptive and watchful the IRS and the Courts 
have become over year-end ''transactions'' intended 
to manage inventory levels. We plan to do a feature 
article on this in the next issue. 

#5. PETITIONS IN THE TAX COURT. Two cases 
recently petitioned in the Tax Court caught our eye. 
The first one involves an auto dealer who, on Decem­
ber 29, transferred his dealership to a partnership, 
while keeping the corporation alive with other assets. 
He then elected S corporation status for that corpo­
ration effective for January 1 of the following year. 

The IRS said the dealer should pay the LIFO 
recapture tax required by Section 1363(d). Thedealer 
claimed that as of December 31, 19xx, he had no 
inventory and therefore, the Section 1363(d) recap­
ture tax was not applicable. Will form triumph over 
substance? More on Hub Chrysler Plymouth (Docket 
No. 4464-96) as that case progresses. 

see LIFO UPDATE, page 32 
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A CLASSIC LIFO SHOWDOWN: 
THREE LIFO ISSUES, ALL FALL DOWN 

E. W. RICHARDSON, T.C. MEMO 1996-368 
As pointed out recently, sometimes many years 

pass before LIFO issues get settled once and for all. 
We were watching the E. W. Richardson case, for 
which a petition had been filed in the Tax Court 
almost 4 years ago. The Tax Court recently filed its 
opinion (on August 12, 1996) in Tax Court Memo 
Decision 1996-368. This case involved two diverse 
issues: ... LIFO calculations ... and whether the 
expenses of owning and operating a corporate Lear 
Jet were deductible. The corporate aircraft expenses 
were allowed in full by the Tax Court and that part of 
the case has been discussed in the last two issues of 
the Dealer Tax Watch. The LIFO issues are the 
subjects for the LIFO Lookout. 

One very important observation at the onset: The 
LIFO issues in E. W. Richardson do not involve 
calculations under the Alternative LIFO Method for 
Auto Dealers under Rev. Proc. 92-79. However, this 
case is still important because it is a primer on LIFO 
principles, accounting method changes and Com­
missioner authority, as summarized by the Tax Court 
itself. That's what makes E. W. Richardson (T.C.M. 
1996-368) interesting reading and reference material. 

Our detailed coverage in the June, 1996 LIFO 
Lookout provided most of the background related to 
(1) the various item definitions that Richardson used 
for its auto and for its truck pools, (2) the key 
differences in the computations, and (3) the IRS 
challenges to Richardson's LIFO calculations. In 
closing that article, readers were invited to guess how 
the Tax Court might rule. Well, if you guessed that the 
Tax Court would throw out Richardson's LIFO calcula­
tions and uphold the IRS' ... you guessed ... right! 

• Whether Richardson (Le., the taxpayer) 
made an unauthorized change in account­
ing method ... The Tax Court said it did, 

o Whether Richardson's (Le., the taxpayer's) 
method of inventory accounting clearly 
reflected income ... The Tax Court said it 
did not, and 

o Whether the IRS Commissioner (Margaret 
Richardson) abused her discretion in qeter­
mining that Richardson (the taxpayer) 
should define its "items" of inventory (for 
dollar-value LI FO purposes) by model code 
... The Court said Richardson (the IRS 
Commissioner) did not. 

It is interesting to note that when Richardson filed 
its Form 970, it had checked the box on that Form for 
the "double extension method," even though it actu­
ally used a link-chain method in computing its LIFO 
values for its inventory. Apparently, the IRS chose to 
ignore this oversight or not to make a mountain out of 
a molehill over it. Also, it was interesting to read that 
the use of dual indexes by Richardson was not at all 
challenged by the IRS. 

RICHARDSON REDUX 
This current Tax Court Memo decision, 1996-

368, is really the second "Richardson" case to come 
before the Tax Court. The first was Richardson 
Investments Inc. v. Commissioner, 76 T.C. 736 
(1981). In that case, the primary issue was whether 
the LI FO election made in 1974 had properly adopted 
the use of a single LIFO inventory pool in computing 
inventory values under the dollar-value, link-chain 
LIFO method. The Tax Court held that new cars and 
new trucks should be placed in separate pools. After 
that opinion, filed by the Tax Court in May of 1981, 
Richardson recomputed its 1974 LIFO inventories 
and those for succeeding years placing the new cars 
and new trucks in separate LIFO pools. These LIFO 
recalculations were submitted to the Tax Court under 
the Court's Rule 155 Procedure, and a decision was 
entered. The taxpayer and the IRS reached agree­
ment on the LIFO calculations for the years 1975, 
1976 and 1977, conforming those calculations to the 
decision that had been filed. For the years 1978, 
1979 and 1980, Richardson amended its income tax 
returns to conform its inventory calculations to that 
previous decision. 

The crux of the current E. W. Richardson litiga­
tion related to arguments over whether there were 
changes in the definitions of the "items" that 
Richardson used in making beginning-of-the-year 
and end-of-the-year repricing comparisons to deter­
mine the inflation rates for the pools. 

When the taxpayer restated its LIFO reserves for 
1974 through 1980, the restated computations were 
made by a comptroller who was newly hired about six 
months after the Tax Court decision. In the course of 
recomputing the LIFO reserves for those years to 
reflect separate pools for new cars and for new 
trucks, the comptroller did not follow one of the steps 
(step 3) of the LIFO inventory method approved by 
the Court in the prior case. 

see A CLASSIC LIFO SHOWDOWN ... , page 4 
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A Classic LIFO Showdown ... 

According to the IRS, its actions in accepting the 
Rule 155 recalculation of the LIFO inventories and 
reserves for 1974 through 1980 did not constitute an 
affirmative consent to the dealership's change in its 
method of accounting for "item" determinations. Ob­
viously, Richardson's position was to the contrary. 

ITEM DEFINITION 

In the LIFO computations for new autos, there 
were two changes in item definition: (1) from "body 
style/model code" as originally elected by the tax­
payer and approved by the Tax Court in Richardson 
Investments, Inc. to ''vehicle size" as employed in 
recomputations for the LIFO inventories for 1974 
through 1980 ... and (2) then from ''vehicle size" 
orientation or item definition to "model line" orienta­
tion beginning in 1981 and continuing through 1989. 
See page 19 of the June, 1996 issue of the LIFO 
Lookout, and page 7 in this issue for more specifics 
on how this definition varied over the years. Initially, 
the IRS disputed the "item" definitions Richardson 
had used in both the car (autos) pool and in the light­
duty truck pool. 

The IRS had also determined that Richardson 
changed its method of accounting when it changed 
the definition of its items of inventory for its new truck 
pool. At trial and on brief, however, Richardson 
argued only that the change from body size to model 
line in its new car pool was not a change in method 
of accounting. In other words, Richardson did not 
specifically address the change in accounting method 
issue with respect to its new truck pool. As a result, 
the Tax Court held that Richardson had conceded the 
item definition change in that pool. 

The IRS, and the Tax Court, saw that through it 
all, the essence was that Richardson was "averag­
ing" at too broad a level. The technical thrust of the 
Service's arguments against the use of averages by 
Richardson was that by broadening the definition of 
the items in its inventory from body styles/model 
codes to vehicle size '" and then to model line ... 
Richardson had allowed factorsother than inflation to 
enter into its computations of the annual rate of 
inflation. This line of attack brought the case into the 
precedents established by Amity Leather Products in 
1984 and Hamilton Industries in 1991. Both cases 
spell "curtains" for LIFO calculations that do not 
"clearly reflect income." 

Specifically, the factors "other than inflation" 
cited by the IRS and by the Tax Court are the (1) cost 
differential between vehicles of the same size cat­
egpry or model line and (2) the change in the mix of 
the vehicles in each size category or model line from 
year to year. In Fox Chevrolet ... the (Tax) Court held 

(Continued from page 3) 

that the considerations applicable to the proper com­
position of ~ are different considerations than 
those which are required to answer the question of 
what constitutes an item within that pool. The 
taxpayer's expert had missed the distinction. "Pool­
ing" has to do with the grouping of like goods/items for 
overall computation purposes. "Item" nature of the 
goods goes to the degree of Similarity (physically 
and/or from a cost characteristic standpoint) which 
may allow-or prevent-them from being similar 
enough to be averaged for repricing purposes in 
determining inflation indexes. 

The portion of the Tax Court's Opinion that 
discusses the disagreement over the nature of the 
"items" also provides the most recent summary of its 
views on dollar-value LIFO accounting. (See page 8.) 
It further analyzes the three essential elements in 
most taxpayer disputes with the IRS over accounting 
method changes. These dispute elements involve (1 ) 
unauthorized changes in method, (2) clear reflection 
of income, and (.3) alleged abuse of discretion by the 
IRS Commissioner in requiring changes in a taxpayer's 
method of accounting. Each of these is discussed 
beginning on page 12. 

MATERIALITY 

The Service stated that "once a taxpayer loses 
the mantle of protection afforded by an acceptable 
method of accounting, consistently applied, the ma­
teriality of the difference in results between the 
taxpayer's method and the Commissioner's method 
is irrelevant." In other words, under those circum­
stances, no amount is too small to be ignored. Just 
how small is small? In its briefs, Richardson said that: 

... The adjustments are not significant on a year-by­
year basis and are not always in favor of the IRS. 

... Its calculations result in a lower LIFO inventory in 
8 of 15 years for cars and in 10 of 15 yearS for trucks. 
It argued that was not an indication that its method did 
not clearly reflect income. 

. .. The average cumulative difference in inventories 
through 1989 was $7,461 for cars and $19,735 for 
trucks. This constituted only a .3 percent difference 
for 1989. A difference this insignificant is obvious 
proof that the I RS computation could not more clearly 
reflect income. 

... The comparison of only one year fails to reflect the 
fact that, in the aggregate, a comparison of the 
differences between the two methods of computation 
over all years since 1974 through 1989, the last year 
in issue, reflects a cumulative difference of only .3 
percent in the 1989 index computation, after taking 
into account all the individual years' variations be-

see A CLASSIC LIFO SHOWDOWN ... , page 32 
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1. 

2. 

3. 

4. 

5. 

6. 

• 

E. W. RICHARDSON AT A GLANCE 

SIMPLE MATH: LIFO POOL FOR NEW AUTOS * 

6 

INCONSISTENCIES 

ArbitraI)' Changes in 
Definitions of Items 

Escort (1980) 

Tempo (1983) 

Ranchero (1975-76) vs. 
(1977-78-79) 

No Section 481(a) 
adjustment computed, 
Cut-off method used 

No Form 3115 filing; 
No IRS Permission Granted 

DIVIDEDBY2 

CHANGES IN 
ITEM DEFINITION 

1. From "Body Style I Model 
Code" as originally elected by 
the taxpayer and approved by 
the Tax Court in Richardson 
Investments, Inc. to "Vehicle 
Size" as employed in recomp­
utations for the LIFO 
inventories for 1974 through 
1980. 

AND THEN 

2. From "vehicle size" orienta­
tion or item definition to 
"Model Line" orientation 
beginning in 1981 and 
continuing through 1989. 

SIMPLE MATH: SIX (6) DIVIDED BY TWO (2) EQUALS THREE (3). 

EQUALS 3 

ISSUES FOR 
TAX COURT 

1. Did Richardson make an 
unauthorized change in 
method of accounting? 
(Tax Court said: Yes.) 

2. Did Richardson's method of 
inventory accounting clearly 
reflect income? 
(Tax Court said: No.) 

3. Did the IRS Commissioner 
abuse her discretion in 
determining that Richardson 
should define its items of 
inventory for dollar-value 
LIFO purposes by model code? 
(Tax Court said she did not 
abuse her discretion.) 

Note: Richardson did not specifically address the IRS' challenge regarding the change in method of 
accounting with respect to its new truck pool. As a result, the Tax Court held that Richardson 
conceded that issue in favor of the IRS. 

* 
De Filipps' LIFO LOOKOUT 

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

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

Published Quarterly 
March. June. September 

and December 

$325 

Start my subscription for the next four issues of the LIFO Lookout with the _____ issue. 

DYES! My check for $325 is enclosed for 4 issues. 

Back Issues of the LIFO Lookout are available for $70 each. Please send me: 

1996: 
1995: 
1994: 

01Q (Mar '96) 02Q (June '96) 03Q (Sep '96) 
01Q (Mar '95) 02Q (June '95) 03Q (Sap '95) 
01Q (Mar '94) 02Q (June '94) 03Q (Sep '94) 

Prior years 1991 through 1993 also available 

o 4Q (Dec '95) 
04Q (Dec '94) 

NAME(S): __________________________ _ 

FIRM NAME: __________________________ _ 

ADDRESS:, ___________________________ _ 

CITY: __________ STATE: ___ ZIP: ____ PHONE: ( __ ) ____ _ 

A Quarterly Update of LIFO· News, Views and Ideas September 1996 5 



THE RICHARDSON TWINS 

RICHARDSON INVESTMENTS, INC 
V. COMMISSIONER. 

76 T.C. 736 (1981) 

POOL CONTENT 

What goods go into the pool? 

NARROW 

Each model line goes in a separate pool 

EXPANDED 

Cars I Autos in Pool # 1 
Light-Duty Trucks in Pool #2 

VERY BROAD 

All new vehicles in single pool 

CRITERIA 

Major Lines, Types or Classes of Goods 

TAX COURT HOLDING 

2 Pools: Cars I Autos in Pool #1 
Light-Duty Trucks in Pool #2 

E. W. RICHARDSON V. COMMISSIONER 

T.C. Memo 1996-368 ... August 12, 1996 

ITEM DEFINITION 

How are items to be defined in the pool? 

NARROW 

Body Style I Model Code 

EXPANDED 

Vehicle Size I Body Size Category 

VERY BROAD 

Model Lines 

CRITERIA 

• The more narrowly the item is "defined," the 
more clearly income will be reflected. 

• Factors other than inflation should not enter into 
the computation of the inflation index (i.e., 
taxpayers need to factor these other elements out 
by treating as separate items): 

(1) Different cost characteristics, and 

(2) The effect of changes in mix in year-end 
inventory levels. 

TAX COURT HOLDING 

"Item" should be defined more narrowly, by 
using Body Style I Model Code. 

• The Tax Court said: "The considerations applicable to the proper composition of POOLS (i.e., for retailers: 
lines, types or classes of goods) are different than those which are required to answer the question of what 
constitutes an ITEM (i.e., the smallest unit of goods within the pool used for end-of-the-year vs. beginning­
of-the-year price/cost comparisons." 

~VO~I.~S~.N~O~.3~~~~~~~~~~~~~~~~~~~~~~~~~~~D~e~Fi~lip~P~S'~LI~F~O~LO~O~K~O~U~T 
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E. W. RICHARDSON * 
DIFFERENT "ITEM" DEFINITIONS FOR NEW CARS I AUTOS: POOL #1 

FOR PURPOSES OF COMPUTING AVERAGE COST PER "ITEM" 

YEARS 

1974 - 1980 
Per Taxpayer Original Election 

on Form 970 

1974 - 1980 
As Recomputed After Tax Court Decision 

in Richardson Investments. Inc. 
76T.C. 736(1981) 

1981 - 1989 

ITEM DEFINITION I TREATMENT 

BODY STYLE I MODEL CODES 
Which differentiate the different body 

configurations and interior styling packages 
within each model line 

MANUFACTURER CLASSIFICATION 
USED FOR "ITEM" PURPOSES 

• 2-door • Hatchback 
• 4-door • Convertible 
• Sedan • Coupe 
• Station Wagon 

VEHICLE SIZE / BODY SIZE CATEGORY • FULL SIZE (STANDARD) - included 8 model 
ALSO REFERRED TO AS codes of full size LIDs 

"BODY SIZE" • LUXURY / SPECIALTY - included 1 model 

MODEL LINES 

code of Thunderbird 
• MID SIZE (INTERMEDIATE) - included 4 

model codes of mid-size LIDs & 2 model 
codes of Granadas 

• COMPACT - included 4 model codes of 
Fairmont 

• SUB-COMPACT - included 4 model codes of 
Mustangs & 3 model codes of Pintos 

• ESCORT (all by itself because Escort model line 
was introduced for the first time in 1980) 

Pinto 
Mustang 
Maverick 
Torino 
Escort 

• Granada 
• LTD 
• Thunderbird 
• Fiesta 
• Etc. 

Note: Richardson did not specifically address the IRS' challenge regarding the change in method of accounting with respect to its new truck pool. 
As a result, the Tax Court held that Richardson conceded that issue in favor of the IRS. 



THE TAX COURT'S Em VII. 
PRIMER ON LIFO INVENTORIES RICHARDSON 

Section 471 requires the use of inventories whenever necessary in order to clearly reflect income. Sec. 
471 (a); Fox Chevrolet. Inc. v. Commissioner, 76 T.C. 708, 719 (1981). The regulations define "necessary" as 
being whenever the production, purchase, or sale of merchandise is an income-producing factor. Reg. Sec. 
1.471-1. When inventories are required, they must be maintained on a basis that conforms as nearly as possible 
to the best accounting practice in the taxpayer's trade or business and that most clearly reflects income. Sec. 
471 (a); Fox Chevrolet, Inc. v. Commissioner. 

In a merchandising business, gross income from sales means total sales less cost of goods sold (COGS). 
Reg. Sec. 1.61-3(a). Cost of Goods Sold (COGS) for the year is determined by subtracting the value of ending 
inventory from the sum of the value of beginning inventory and the cost of purchasing or producing goods during 
the year. Primo Pants Co. v. Commissioner, 78 T.C. 70S, 723 (1982). As a general rule, taxpayers will want to 
keep ending inventory as low as possible so that Cost of Goods Sold (COGS), which is an offset to gross receipts, 
is made as large as possible, thereby minimizing gross income. Hamilton Industries, Inc. & Sub. v. Commis­
sioner, 97 T.C. 120,129 (1991). 

Section 472 permits taxpayers to value their inventories under the LIFO method. In contrast to the FIFO 
method of inventory valuation, which treats the first goods acquired as the first goods sold, the LIFO method of 
inventory valuation treats the last goods acquired as the first goods sold. Sec. 472(b); Fox Chevrolet, Inc. v. 
Commissioner. Accordingly, under the LIFO method, the earliest goods acquired are treated as the goods 
remaining in ending inventory. Fox Chevrolet Inc. v. Commissioner. During a period of rising costs, the use of 
the LIFO method generally results in lower taxes because ending inventory will be lower, and therefore Cost of 
Goods Sold (COGS) will be higher. Amity Leather Prods. Co. v. Commissioner, 82 T.C. 726, 731 (1984). ''The theory 
behind LIFO is that income may be more accurately determined by matching current costs against current revenues, 
thereby eliminating from earnings any artificial profits resulting from inflationary increases in inventory costs." 

In computing LIFO inventory values, two basic approaches are used: The specific-goods method and the dollar­
value method. Hamilton Industries, Inc. & Sub. v. Commissioner, see Reg. Sec. 1.472-2 and 1.472-8. We have (Le., 
the Tax Court has) previously compared the specific~goods LIFO method with the dollar-value LIFO method: 

"Under the specific-goods method, the physical quantity of homogeneous items of inventory at the end 
of the taxable year is compared with the quantity of like items in the beginning inventory to determine whether 
there has been an increase or decrease during the year. Because the specific-goods method requires the 
matching of physical units, practically speaking, it is only used as a method for valuing inventories in those industries 
with inventories which contain a limited number of items with quantities that are easily measured in units. 

"In contrast to the specific-goods method, the dollar-value method measures increases or decreases in 
inventory quantities, not in terms of physical units, but in terms of total dollars. Thus, to determine whether there 
has been an increase or decrease in the inventory during the year, the ending inventory is valued in terms of total 
dollars that are equivalent in value to the dollars used to value the beginning inventory. 

"Because it is not predicated upon the matching of specific items, use of the dollar-value method permits 
the application of the LIFO principle in those industries with complex inventories containing a vast number of 
items. ,.,.,. [Wendle Ford Sales, Inc. v. Commissioner, 72 T.C. 447, 452 (1979))" 

Under the dollar-value method, inventory is grouped into "pools"1 composed of "items". Hamilton Industries, 
Inc. & Sub. v. Commissioner, ~ at 131 ; Reg. Sec. 1 .4 72-8( a). To determine whether there has been a change 
in inventory value from the prior year, the current year aggregate cost of the items in ending inventory for each 
pool is valued at "base-year cost." Base-year cost is the aggregate cost of all items in the pool at what they cost 
(or would have cost) as of the beginning of the taxable year for which the LIFO method was first adopted. Reg. 
Sec. 1.472-8(a). After converting the current year ending inventory from current-year cost to base-year cost, the 
value of the beginning and ending inventory in terms of base-year cost is compared to determine whether an 
increase or decrease in inventory value has occurred. Thus, to ascertain whether a taxpayer's ending inventory 
has increased or decreased in real quantity terms, it is necessary to compare the value of the beginning and 
ending inventories of a particular taxable year expressed in terms of the same dollar equivalent; i.e., base-year 
cost. (1 Schneider, "Federal Income Taxation of Inventories," sec. 14.01 [1], at 14-4, 14-5 (1996)). 

~ 
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The Tax Court's Primer on LIFO Inventories (Continued) 

The regulations contain four alternative approaches to determine base-year cost: The double-extension method, 
the index method, the link-chain method, and the retail method. Reg. Sec. 1.472-8(e)(1). (The taxpayer, 
Investments) ... used the "link-chain" method of computing the base-year cost of the inventory in its LIFO pools. 2 

More specifically, (the taxpayer, Investments) used the link-chain, dual-index method for the determination 
of quantity changes and for the valuation of increments in its LIFO pools. Under the dual-index method, a 
cumulative deflator index is used to value ending inventory at base-year cost, and a layer-valuation index is used 
to value increments in the pool. (Note: See "Earliest Acquisition Method for Valuing Increments", June, 1996 
LIFO Lookout, pages 10-15 for further articles and a discussion of the IRS finalized Coordinated Issues Paper 
on Dual Indexes dated October 23, 1995.) 

Each year (the taxpayer, Investments) calculates an annual and a cumulative deflator index for each pool 
in order to convert current year ending inventory at "actual cost"3 to what it would be at base-year cost. To 
compute the annual deflator index, (the taxpayer, Investments) divides the ending inventory at actual cost by the 
beginning of the year value of ending inventory.4 This results in a current year annual deflator index. The current 
year annual deflator index is then multiplied by the annual deflator index from all prior years to arrive at the 
cumulative deflator index. The ending inventory on the books at actual cost is then divided by the cumulative 
deflator index to arrive at the ending inventory expressed at base-year cost. 5 

Once ending inventory at base-year cost is computed, it is compared to beginning inventory at base-year 
cost. See Reg. Sec. 1.472-8(e)(2)(iv). If ending inventory valued at base-year cost exceeds beginning inventory 
at base-year cost, there is an increment in inventory. Seeid. The LIFO value of such increment is then computed, 
seeiQ.., and the increment is added to beginning inventory for the pool tadetermine the current year's LIFO ending 
inventory for the pool, see id.; see also Fox Chevrolet, Inc. v. Commissioner, 76 T.C. at 733. 

If ending inventory valued at base-year cost is less than beginning inventory at base-year cost, there is a 
decrement in inventory. See Reg. Sec. 1.472-8 (e)(2)(iv). When there is decrement, the current year's LIFO 
ending inventory is the beginning inventory reduced by the decrement. 

Once the total LIFO ending inventory is calculated, the ending inventory figure is subtracted from the sum 
of the values for beginning inventory and purchases during the year to produce the Cost of Goods Sold (COGS) 
for the current year. Fox Chevrolet, Inc. v. Commissioner. 

NOTES 

1. In the case of a retailer, such as (the taxpayer, Investments), the regulations provide that the inventory shall 
be grouped by "major lines, types, or classes of goods." Reg. Sec. 1.472-8(c). Investments, pursuant to 
Richardson Invs., Inc. v. Commissioner, 76 T.C. 736 (1981), used two pools, one for new cars and one for new 
trucks. 
2. Although the regulations do not.contain a specific description of the link-chain methodology, or an example 
of such methodology, the parties have stipulated that Investments' link-chain methodology was appropriate. For 
a more detailed description of the link-chain methodology, see Rev. Proc. 92-79, sec. 4, 1992-2 C.B. 457,460 
(describing Alternative LIFO Method for Automobile Dealers); see also [1 Schneider, "Federal Income Taxation 
of Inventories," sec. 14.02[3][b], at 14-96 (1996)]. 

3. In arriving at the actual cost of its ending inventory in its new car and new truck pools each year, Investments 
uses the actual invoice cost of each vehicle in inventory. 

4. (The taxpayer, Investments) divided the total beginning of the year number of vehicles for each unit of 
inventory, e.g., model line, by the total beginning of the year cost for all the vehicles in that unit, resulting in an 
average cost for the unit. This average cost was then multiplied by the number of vehicles on hand and in transit 
at year-end for that particular unit to determine the beginning of the year value of ending inventory for the unit. 
The total for each unit was then summed to reach beginning of the year value of ending inventory. 

5. Comparing the link-chain method with the double-extension method, one commentator has noted: 

The basic approach of the link-chain method is comparable to the double-extension method, except that the 
base year is rolled forward each year. Thus, instead of referring back to a fixed base period forpurposes of pricing 
items, each year's current costs are restated in terms of the prior year's costs. These costs may then [be] indexed 
back to the base year through the use of a cumulative price index. [1 Schneider, rumm at 14-96.] * 
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"VISUALIZING" 

HOW THE DOLLAR VALUE METHOD WORKS 

Assume the following for the initial LIFO year where the same (inflation) index is 
used to (1) deflate the ending inventory to express it in base dollars and (2) to "inflate" or 
value the increment to bring it up to LIFO cost. 

1. LIFO "base" inventory 

2. End of the year inventory value 

3. Current year price index (7.55% inflation) 

4. End of the year inventory $838,056 
stated in terms of base date costs 1.0755 

$ 650,000 

$ 838,056 

1.0755 

$ 779,225 

In tabular form, the LIFO reserve is calculated below: 

LIFO -Base- Inventory 

Current Yur increment of $129,225 -
as price adjusted ($129,225 x 1.0755) 

Ending Inventory at LIFO Valuation 

$ 650,000 .... 1-------------, 

138,981 ......... -----.., 

$ 788,981 .... .-----, 

Less: Ending Inventory at Non-LIFO Valuation ..--I~ (838,056) 

LIFO Reserve 

$838,056 -t-~~===~~~, .... ----' 

$788,981 

$779,225 

129,225 x 1.0755 
+ 9,756 

129,225 
INCREMENT 

$650,000 +-,~,~,~,"("","("","("",~,~,~,~,~,~,~,~,~,~,~, , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , 

~ ~~ ~l BASE' _,000 f ~~ ~~ 
,,~ ." , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , 

$138,981 

$650,000 

$ 49,075 ... 1-----, 
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Based on the 7.55% inflation index applying to the first year of a LIFO conversion, 
since the inventory at the beginning of the year was S650,000, there has been a current 
year increase or increment of S129,225 (S779,225 - S650,000). This increase or 
increment must be further valued for LIFO purposes. 

At the bottom is an alternative to illustrate a decrease situation: If the inventory at 
the beginning of the year had been S800,000, there would have been a liquidation or 
decrease in inventory levels (expressed in terms of base dollars) of S20,775 (S800,000 -
S779,225) for the year. In this case, the LIFO reserve would have been S58,831 
(S838,056 - S779,225) and this equals the inflation rate of7.55% multiplied by S779,225. 

$ 

$ 

$800,000 

$20,775 ~ 
MEASURE OF 

"REAL" DECREASE 

EXPRESSED IN 
"BASE DOLLARS· 

, , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , 
""""" ,.""""""""" , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , , 

INCREASE 

12/31 
EOY 

$838,056 

$779,225 

$650,000 

INCREMENT 
$129,225 

............. T' 
••••.•.•.•••.••••••• 1 

$838,056 - CURRENT, 
INFLATED 
DOLLARS 

•..••.•...•.•.•••.•••. l .- -r $800,000 

1/1 
BOY 

DECREASE 

$779,225 

12/31 
EOY 

"BASE" 
DOLLARS 
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1. UNAUTHORIZED CHANGES IN METHOD 

IRS took the position that Richardson made an unauthorized change in method of accounting when it 
changed the definition of its inventory units in 1981 from body size to model line. 

Section 446(e) requires taxpayers to receive IRS consent b~fore changing accounting methods. 

Internal Revenue Code does not define the phrase "change in accounting method." 

Regulations under Section 446(e) state that " ... change in the method of accounting includes a change in 
the overall plan of accounting for gross income or deduction or a change in the treatment of any material item 
used in such overall plan." 

A change in an overall plan or system of identifying or valuing items in inventory is a change in method of 
accounting. 

A change in the treatment of any material item used in the overall plan for identifying or valuing items in 
inventory is a change in method of accounting. 

A "material item" is any item which involves the proper time for the inclusion of the item in income or the taking 
of a deduction. Reg. Sec. 1.446-1 (e)(2)(ii)(c). 

Certain changes do not "rise to the level of a change in method of accounting:" 

1. Correction of mathematical or posting errors. 
2. Adjustment of any item of income or deduction which does not involve the 

proper time for the inclusion of an item of income or the taking of a deduction. 
3. A change in treatment resulting from a change in the underlying facts. 

To determine the scope of a taxpayer's LIFO election, the facts and circumstances of the case must be 
examined and this requires analysis of scope of the taxpayer's business, the information provided on Form 970, 
the tax return and other business records. 

Taxpayer has the burden of proof on this issue. 

Taxpayer and taxpayer's CPA both testified that "model code" was never used to define new car pool 
inventory units. 

Tax Court concluded that 'the weight of the evidence ... suggested that taxpayer .. , never defined its 
inventory units for new car pool by model code." 

1981 UNAUTHORIZED CHANGE 

I RS took the position that Richardson Investments made an unauthorized change in the treatment of material 
items when it changed the definition of its inventory units for its new car pool from body size to model I ine in 1981. 

Richardson argued that "the definition of the unit used to compute beginning of the year value of ending 
inventory did not serve to define its items" for dollar-value LIFO purposes. 

Tax Court concluded that ''when Richardson defined its units used in computing beginning-of-the-yearvalues 
of ending inventory, it was in substance defining its items of inventory." 

..... Beginning-of-the-year value of ending inventory served as the denominator in both the annual deflator 
index computation and the layer-valuation index computation. The annual deflator index and the layer-valuation 
index are indexes of price change between the prior year and the current year; therefore, the denominator of each 
index, computationally, represents the aggregate of all items in ending inventory atbeginning-of-the-yearvalue." 

"When Investments (Le., Richardson) changed the definition of its inventory units from body size to model 
line, it changed its definition of an item of inventory for purposes of ... Reg. Sec .... (ii)(a) and (c)." 

Richardson took the position that even if the units used in the computation are "items" for Section 446 
purposes, ... such change was a permissible refinement or delineation of (its) existing item definition. 

New or separate items may be created or arise in a taxpayer's dollar-value LIFO pool. 
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Three Big Issues ... (Continued) 

If goods or products have substantially dissimilar characteristics, whether in terms of their physical nature 
(i.e., Wendle Ford Sales) or whether in terms of cost (Le., Amity Leather Products), these goods or products are 
properly treated as new or separate items (Hamilton Industries). 

A reconstruction o{base year cost for a new or separate item will not be treated as a change in method of 
accounting under Section 446(e). 

Richardson did not allege that a physical character or cost of its new car inventory substantially changed 
between 1980 and 1981. 

The Tax Court concluded that Richardson changed its definition of its item of inventory without the predicate 
change in facts required for the creation of a new or separate item. 

Therefore, the Court held that Richardson's change in definition of its item of inventory was not due to the 
creation of a new or separate item. 

Richardson's alternative argument was that the change it made "does not rise to the level of a change in 
method of accounting because such change was merely a change in valuation." This was a losing argument. 

The Tax Court stated that the objective of inventory accounting is to value inventories. Accordingly, ~ 
change in inventory accounting can be characterized as a change in valuation. The Tax Court did not agree with 
Richardson's argument that "any change in inventory accounting could be characterized as a change in 
underlying fact and, therefore, not a change in method of accounting." 

Having found that Richardson changed the treatment of an item of inventory and that the change did not meet 
the exception for a new or separate item, the Tax Court next had to examine whether the item change was 
"materiaL" 

A "material item" is any item which involves the proper time inclusion of the item in income or the taking of 
a deduction. 

The essential characteristics of a material item is that it determines the timing of income or deduction. 

A change in the method of determining both beginning and ending inventory is a change in the treatment of 
a material item and, therefore, constitutes a change in method of accounting. 

Richardson changed the definition of items in its inventory ... This change caused the annual and cumulative 
indexes to be!m'mr than they would have been had the taxpayer continued using a body size definition of items. 

For example, in 1980, the cumulative deflator index in the new car pool under a body size definition of item 
would be 2.090204; under a model line definition, that index would have been 1.970891. 

Accordingly, the base year cost of Hamilton's year-end inventory (actual cost $1 ,437,855) would have been 
$687,890 under a body size definition of item and $729,546 under a model line definition of item. 

Although a higher base year cost of ending inventory will generally produce higher taxable income (Le., the 
taxpayer's cost of goods sold will be lower), taxpayers may, nevertheless, desire a higher base-year cost of 
ending inventory in a given year to avoid liquidating a LIFO layer, causing a match of historical cost against current -
revenues. Thus, depending on a taxpayer's particular set of facts and circumstances, it may be advantageous 
to have a lower annual deflator index. 

When Richardson changed its definition of an item in inventory (which resulted in lower annual and 
cumulative indexes and, therefore, affected the computation of beginning and ending inventory), the change was 
a change in the treatment of a material item. 

After changing its definition of item for its'new car pool from body size to model line in 1981, Richardson did 
not file Form 3115 or otherwise request the IRS' consent to change its LIFO method. Therefore, the Tax Court 
concluded that Richardson had changed its method of accounting without IRS consent. 

see THREE BIG ISSUES ••. " page 14 
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Three Big Issues ... (Continued from page 13) 

2. CLEAR REFLECTION OF INCOME 

The Commissioner ~ change the taxpayer's method when the existing method does not clearly reflect income. 

The IRS determined that Richardson's method of accounting ... did not clearly reflect income; Richardson 
asserted that it did. 

Inventory accounting is governed by Sections 446 and 471 which vest the Commissioner with wide discretion 
in matters of inventory accounting and give her wide latitude to adjust a taxpayer's method of accounting for 
inventory so as to clearly reflect income. 

The Commissioner's determination with respect to a clear reflection of income is entitled to more than the 
usual presumption of correctness, and the taxpayer bears a heavy burden of overcoming a determination that 
a method of accounting does not clearly reflect income. 

If a taxpayer establishes that a method of accounting clearly reflects income, the Commissioner may not 
disturb the taxpayer's choice. 

Whether a taxpayer's method of accounting clearly reflects income is a question of fact, and the issue must 
be decided on a case-by-case basis. 

Section 446(a) requires a taxpayer to compute taxable income using a method of accounting it regularly uses 
in keeping its books. 

If ... the method used does not clearly reflect income, the computation of taxable income shall be made under 
such method as, in the opinion of the Secretary, does clearly reflect income. 

The Commissioner's authority under Section 446(b) reaches not only overall methods of accounting, but also 
a taxpayer's method of accounting for specific items of income and expense. 

In regard to inventory accounting, an inventory must conform to two distinct tests: 

1 . It must conform as nearly as may be 
to the best accounting practice 

in the trade or business, and 
2. It must clearly reflect income. 

To clearly reflect income. the inventory practice of the taxpayer should be consistent from year to year, and 
greater weight is to be given to consistency than to any particular method of inventory or basis of valuation. 

Any taxpayer may elect to determine the cost of ... its LIFO inventories under the so-called "dollar value" LIFO 
method provided such method is used consistently and clearly reflects income. 

Consistent application of a method of accounting is necessary for the method to clearly reflect income. 

Accordingly, if a method of accounting is not consistently applied, this fact alone may cause the method not 
to clearly reflect income. 

Case law has also recognized the significance of the consistency requirement when examining whether a 
method of accounting clearly reflects income. 

"Investments' inconsistent definition of its items of inventory for both its new car and new truck LIFO pools 
strikes at the heart of the requirement that a taxpayer's inventory accounting must clearly reflect income." 

"Investments' inconsistent definition of its items of inventory violates the clear reflection rules of Section 
446(c), the regulation (citing Reg. Sec. 1.471-2(b) and 1.472-8(a)), and case law." 

The Court concluded, "Investments' inventory practice was inconsistent from year to year and, therefore, its 
m~thod of inventory accounting does not clearly reflect income." 

Richardson had not specifically addressed the change in method of accounting issue with respect to its new 
truck pool. Accordingly, the Tax Court held that it had conceded that issue. 
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Three Big Issues ... (Continued) 

3. ABUSE OF DISCRETION BY THE COMMISSIONER 
Once the Commissioner has determined that a taxpayer's method of accounting does not clearly reflect 

income, she may select for the taxpayer a method which, in her opinion, does clearly reflect income. 

The taxpayer has the burden of showing that the method chosen by the Commissioner is incorrect, and that 
burden is extremely difficult to carry. 

Accordingly, the Commissioner's determination will not be set aside unless shown to be clearly unlawful or 
plainly arbitrary. 

The Code and the Regulations do not define the term "item." 

In our (i.e., the Tax Court's) prior cases, we have found that the proper definition of an item for dollar value 
LIFO purposes depends on the specific facts and circumstances of the case. The facts and circumstances of 
the case must be examined in light of the objectives of the dollar value LIFO method. 

A major objective of the LIFO method is to eliminate from earnings any artificial profit resulting from 
inflationary increases in inventory cost. 

Consequently, the dollar value method is designed to insure that any increase in cost of property passing 
through the inventory during the year is reflected in the cost of goods sold. 

To properly reflect increases attributable to inflation, goods contained in a taxpayer's item category must 
have similar characteristics, because a "system which groups like items together and separates dissimilar items 
permits cost increases attributable to inflation to be isolated and accurately measured." 

Therefore, a "narrower definition of an item within a pool will generally lead to a more accurate measure of 
inflation (i.e., like indexes) and thereby, lead to a clearer reflection of income." 

The dollar value LIFO method does not require the matching of specific goods in opening and closing 
inventories, but focuses on the total dollars invested in an inventory. Accordingly, minor modifications to an item 
should not cause the item to be treated as new or separate. 

"This freedom from having to take into account minor technological changes in a product represents a major 
objective of the dollar value approach." 

THE DEFINITION OF AN ITEM OF INVENTORY MUST NOT BE SO NARROW' AS TO IMPOSE 
UNREASONABLE ADMINISTRA TlVE BURDENS ON A TAXPAYER, THUS RENDERING IMPRACTICAL THE 
TAXPAYER'S USE OF ... LIFO ... (Amity Leather Products Co.). 

In the first Richardson case, Richardson Investments, Inc. v. Commissioner (76 T.C. 736 (1981 )), we did not 
address the proper scope of an item, i.e., whether items of inventory should be defined by model line; rather, we 
merely indicated thatthe taxpayer could use a combination of the link-chain method and the index method to price 
its LIFO inventory. 

The Tax Court observed that ,the parties had stipulated that Richardson had never double extended a 
representative portion of its new car and new truck inventory, but had always double extended itsentire inventory. 

Requiring Richardson to use a model code definition of items is not tantamount to placing it on the specific 
goods method of LIFO, as the model code definition of an item does not require the taxpayer to match specific 
goods in opening and closing inventory. 

Simply put, even though the definition of an item is narrower, Investments, Inc. is still free to use the dollar 
value LIFO method. 

Richardson does not testify why the model code definition of an item is too narrow, and we have previously 
found that a narrower definition of an item more clearly reflects income ... citing Amity Leather Products Co. 

Richardson had all of the data necessary to implement the model code definition of an item. Therefore, it 
cannot argue that the model code definition would be administratively burdensome to implement. 

Based on the foregoing, taxpayer has failed to demonstrate that the method selected by the IRS for it to use 
was "clearly unlawful or plainly arbitrary." 

Therefore, the Tax Court held that the IRS' determination must stand and Investments must utilize a model 
code definition of an item. 

The IRS' determination effects a change in Richardson's method of accounting. 

Accordingly, the IRS may make a Section 481 (a) adjustment. * 
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LIFO YEAR-END PLANNING AND PROJECTIONS 
IT'S NOT TOO EARLY TO START NOW PROJECTIONS 

LIFO is a great tax deferral. It allows businesses 
to deduct the impact of inflation in their inventories 
while the goods are still on hand at year-end ... 
instead of making those businesses wait until the 
next year when those inventories are sold. Over the 
years, in inflationary times, businesses build up 
substantial LI FO reserves .and the ups and downs of 
their inventory levels produce situations that make it 
desirable--if not imperative-to know and keep track 
of how the total LIFO reserve is broken down, asso­
ciated with or "locked into," each different year's layer 
in the ending inventory. 

It is unrealistic to attempt any serious planning 
for a business using LIFO without having made 
projections of the change in the LIFO reserve for 
the upcoming year-end. Typically, projections 
should be made far enough in advance so that 
management may consider not only the impact of 
what is likely to happen, but also whether legitimate 
steps, motivated by sound business reasons, should 
be undertaken to produce a result different from 
that projected. One thing is certain: After year-end, 
it will be too late to change the results that might 
have been avoided by advance notice, proper 
planning and adequate timing. 

Included as part of this discussion are several 
illustrations showing year-end LIFO projections in 
various formats alli1 the associated analysis of the 
LIFO reserve components attributable to the under­
lying years' increments. These reconciliations and 
proofs are indispensable in analyzing the true impact 
in terms of LIFO reserve paybacks and in advising 
business owners on projected consequences. All of 
the detail projections can be done manually, on 
various spreadsheets such as Excel, or using inte­
grated software programs. All of the projections 
illustrated on pages 26 to 29 (and the related corre­
spondence and documentation on pages30-31) were 
prepared in a matter of moments--using integrated 
software. 

Over the years, several articles in the LIFO 
Lookout have analyzed the nature of year-end 
changes and explained why LIFO reserves change 
the way they do. In this regard, see: "Why Do Some 
LIFO Reserves Go Up Even Though Inventory Lev­
els Go Down?" in the March, 1992 LIFO Lookout and 
"Another Rebasing Example-With Proofs: Why LIFO 
Reserves Go Up Even Though Inventory Levels Go 
Down and Despite Rebasing Indexes to 1.000 in 
Between" in the June, 1993 LIFO Lookout. 

Clients are often surprised ... and understand­
ably skeptical ... when they are told that even though 
their inventory levels are projected to be lower at 
year-end, their LIFO reserves are expected to in­
crease, ... and often these increases are very large. 
As th~ accompanying illustrations show, often the 
net change in the LIFO reserve for a year is the result 
of complementing or offsetting price and/or inventory 
investment payback factors. 

Upward influences ... causing increases: 

1. Price increases ... inflation. 

2. Quantity increases, if a dual index 
methodology/approach is used. 

Downward influences ... causing decreases: 

1. Price decreases ... deflation. 

2. Decreases in inventory investment levels 
-i.e., pay-backs of previously built-up 
LIFO reserves to the extent necessitated 
by the carryback of a current year quan­
tity decrease (referred to as "decrements") 
against increases ("increments") built up 
in prior years. 

If year-end LIFO projections show that the dollar 
amount of the ending inventory (expressed in terms 
of base dollars) is projected to be lower than the 
beginning of the year inventory amount (also ex­
pressed in base dollars), that means there is going to 
be a liquidation or decrement in a technical LIFO 
sense. However, that liquidation or decrement may 
not necessarily cause, or result in, any pay-back of 
some or any of the LIFO reserve at the beginning of 
the year. Whether or not there is a "pay-back" de­
pends on how the prior year layers were (1) built up 
over time and (2) valued for LIFO purposes. 

DECREMENTCARRYBACKS 
The general rule is that the LIFO liquidation or 

decrement for a given year is carried back against 
layers built up in prior years on a LIFO or reverse­
chronological sequence. This means that the most 
recent/last layer built up is the first one eliminated, 
and then prior years' layers are eliminated in reverse­
chronological order. In other words, a decrement in 
1996 is carried back first against any 1995 increment, 
then against 1994, then against 1993, then against 
1992, etc. until the entire amount of 1996 decrement 
has been fully accounted for. In some instances, a 
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LIFO Year·End Planning... (Continued) 

decrement may end up being carried all the way back 
to the original first LIFO year base layer. 

REASONS FOR PLANNING 

Year-end LIFO projections may be necessary­
or imperative--in the following situations: 

1. Wherethecorporation-whether"C"or"S"­
and the individual shareholders want to anticipate 
what's going to happen at year-end with their LIFO 
inventories and their own tax situations so that they 
can consider related cash flow needs and the desir­
ability of engaging in other (or contrary) planning 
transactions. 

2. If a tax return (or extension Form 7004 for C 
corporations) is required to be filed before the LIFO 
computations can be finalized, the balance of tax 
estimated to be due for the year must be paid in full 
at that time, and LIFO changes may be a major 
component in arriving at taxable income. 

3. Where year-end financial statements must be 
issued before the LIFO computations can be finalized. 

4. Where the last "interim" statement (or last 
monthly statement) required by a manufacturer or 
franchisor must be released before the LIFO compu­
tations can be finalized. In this regard, the IRS has 
recently become very aggressive in its interpretation 
of a provision in the regulations that would apply to 
the last monthly statement sent by automobile deal­
ers to the Factory. 

The IRS has issued two adverse Letter Rulings 
... 9535009 and 9535010 ... and these are expected 
to be amplified in the near future by a Revenue 
Procedure penalizing auto dealers who have not 
placed LIFO estimates on the financial statements 
for the last month for their calendar year anQ any 
other fiscal year reports. (See "Guidance From The 
IR&-A Cure Worse Than The Disease?" in the 
December, 1995 LIFO Lookout.) 

THE MECHANICS OF PROJECTING 
YEAR·END LIFO RESERVES 

Projecting changes in LIFO reserves at year-end 
usually is not too difficult or time-consuming. These 
projections involve two estimates: 

(1) the ending inventory level, and 

(2) the overall inflation percentage for the year. 

All other factors necessary to compute projected 
year-end changes in the LIFO reserves for dollar­
value LIFO pools are known at the time the projec­
tions are made because they are "facts" related to 
the beginning of the year. 

• 8eginning-of-the-year inventory expressed 
in total dollars and in base dollars, 

• 8eginning-of-the-year LIFO valuation of 
the inventory, 

• Method used forvaluing current year incre~ 
ments, and 

• Cumulative inflation index as of the begin­
ning-of-the-year. 

The computation of the projected change in a 
LIFO reserve is made by plugging in the estimates 
of the year-end inventory level and the current 
year's rate of inflation or inflation index, ... and then 
"working backwards" in the following order: 

DETERMINE the cumulative index as of the end­
of-the-year-this is the estimated current year in­
flation index times (Le., multiplied by the) begin­
ning of year cumulative index, 

DIVIDE the end-of-the-year estimated (or, if known, 
actual) inventory dollars by the year-end cumula­
tive index-to determine the end-of-the-year in­
ventory stated or expressed in base dollars, 

COMPARE the end-of-the-year inventory ex­
pressed in base dollars with the beginning-of-the­
year inventory stated in base dollars to determine 
whether there is an increment or a decrement 
projected for the year, 

VALUE the projected increment under the method 
already selected for valuing increments (Form 979, 
item 6(a)). Alternatively, if a decrement is projected 
for the year, carry back the decrement (expressed 
in base dollars) against prior years' increments 
(also expressed in base dollars) on a LIFO or 
reverse-chronological-order basis. 

ADD all the resulting layers of inventory at their 
respective LIFO valuations to get the end-of-the­
year inventory stated at its LIFO valuation, 

SUBTRACT the ending inventory at its LIFO valu­
ation from the ending inventory at its actual or 
estimated current non-LIFO cost to determine the 
projected LIFO reserve as of the end-of-the-year, 

FINALLY, SUBTRACT the actual LI FO reserve as 
of the beginning-of-the-year from the projected 
LIFO reserve as of the end-of-the-year. 

The result determined in the final step 
is the estimate of the change in the LIFO 
reserve for the year. 

see LIFO YEAR·END PLANNING ..• " page 21 
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TEN 
TIPS 

1. Set up a projection format consistent with the prior year's LIFO calculation and insert the last year's amounts 
for reference so that the process by which the projections are being generated is consistent. Note the projections 
included as illustrations show all the details of the prior year LIFO reserve computation. This greatly aids in 
understanding and explaining (not to mention "visualizing") the results of the projections. 

2. Consider running projections using multiple (Le., three or four) assumed inflation rates. From these multiple 
projections, you can easily spot the difference that an additional 1 % more or less of inflation makes. For example, 
in the autos pool illustrated, a change of one percentage point in tbe assumed inflation rate results in a difference 
of roughly $36,000 in the LIFO reserve (Le., $36,399 going from 3% to 4% ... and $35,70S going from 4% to 5% inflation). 
3. Reconcile the changes in the LI FO reserve shown by the projections just as you would reconcile the final year­
end changes in the LIFO reserve. By doing this you can be sure that your projection mathematics is accurate. 
Even though the projections involve estimates, the mathematics is always precise and easy to do once the 
amounts to be used as estimates are decided upon. 

4. Reference points or estimated amounts for the year-end inventory level may be: 

An actual projection, taking into consideration mix and purchases and sales anticipated between the date 
of the projection and year-end, 
The inventory level from the preceding month's financial statement, or 
Last year's actual inventory level. 

Obviously, a more accurate overall projection will result if the current actual inventory levels are used with 
adjustments for anticipated deliveries and sales to year-end. For auto dealer LIFO computations, if the actual 
invoices of the vehicles on hand as of the estimate date can be input, with subsequent increases and decreases 
adjusted against that information, a series of revised estimates reflecting mix as well as total dollar amount can 
be made on a more frequent basis. 
5. Don't rely too heavily on inflation percentages for the year reported in general newspaper articles because 
usually they only report the change as a percentage of -or with reference to-the last reported price. Often, that 
last reported price is one that has been already increased during the year from the beginning-of-the-year price. 

6. If the projections show a decrement, be especially careful not to prejudge the impact of that decrement. 
Successive years' layers could have significantly different and greater costs in terms of "payback potential" as 
a current year decrement gets carried farther back into the older layers. The end result will depend specifically 
on the unique layer history or structure for that pool. In this regard, each pool's layer structure is like a "fingerprint" 
in t.~at no two of them are alike. 
7. In justifying or explaining the amounts of the projected changes in the LIFO reserve, don't attribute any part 
of the changes to (Le., "don't blame it on") anyrebasing of the indexes done in prior years due to the election of 
the Alternative LIFO Method or, generally, due to any other change in LIFO methods. When the Alternative LIFO 
Method was elected by a taxpayer already on LIFO, one of the requirements was that the previous LIFO indexes 
be restated to 1 .000 as ofthe beginning of the year of the change to the Alternative Method. That rebasing process 
should have made no difference in ~ of the LIFO reserve additions or decreases. In this regard, see the 
comprehensive examples included in the June, 1993' LIFO Lookout. 
S. If the projections are being made to support dealer-Factory 12th statements, be sure to save the projection 
worksheets and detail assumptions in case the Internal Revenue Service inquires at a later date where the 
"numbers came from" or about the integrity or quality of the estimate. See the DOCUMENTATION CHECKLIST 
FOR PROJECTIONS on page 31. 
9. In making projections for automobile dealers on LIFO, be sure that the vehicles (for car dealer new vehicle 
inventories) in the projection are in the same pool as they will be at year-end. Otherwise, significant differences 
in projected results may be noticed when the actual results computed after year-end are compared against the 
projections. Also, consider using different estimated inflation percentages for the truck pool than for the car pool. 
10. Consider reviewing the beginning ofthe year average item category cost calculations (since they are already 
knClwn information) to see if there are any unusual average costs that might significantly affect the inflation rate 
for that item category. 
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LIFO Year-End Planning... (Continued from page 19) 

The results of the year-end projections may The impact of decontenting will vary depending 
show that under the assumed combination of inven- on whether or not the quality reductions and their 
tory level and inflation rate, the business will experi- related cost reductions due to the substitution are 
ence a reduction in its LIFO reserves as of the end of passed along to the dealer by being reflected in lower 
the year. What this means is that it will be reporting base prices or whether the manufacturer retains the 
income because the LIFO reserve at the end·of the benefit or impact of its cost reductio~econtenting 
year will be lower than the LIFO reserve amount at by not passing that cost savings along. 
the beginning of the year. 

If the business wishes to avoid a LIFO reserve 
reduction or a layer penetration, it may consider a 
number of actions to increase its inventory level 
before year-end. These steps should be taken, com­
pleted and documented before the end of the year. 
They should be considered only if it makes sense 
from a business standpoint to increase the inventory 
level, after considering carrying costs, insurance and 
expected ability to sell the additional inventory. 

SPECIAL AUTO DEALER 
PROJECTION CONSIDERATIONS 
Many manufacturers have announced price ~ 

creases in several of their models and these price 
decreases could result in significantly lower inflation 
indexes for the overall vehicle pools ... possibly, even 
an inflation index of less that 1.000 indicating defla­
tion in the pool. Cadillac (General Motors) and Lin­
coln (Ford Motor Company) both announced signifi­
cant price decreases on many of their models in an 
attempttocompetewith sport utility vehicles, minivans 
and European sedans. 

Many Japanese manufacturers are reported to 
be reducing the content of some of their vehicles 
while leaving the prices unchanged. This 
"decontenting" may take the form of (1) using less 
complex technology, (2) the substitution of lower 
grade parts, or (3) the elimination 6f "quality" where 
it is not visible to the eye. Some decontenti ng changes 
recently mentioned are: 

1. Drum brakes instead of disc brakes, 

2. Lower technology suspensions, 

3. Rigid - instead of flexible - side view 
mirrors that fold, 

4. Tires that are thinner than standard width, 

5. Substitution of cheaper fabrics for leather in 
upholstery, 

6. Removal of cruise control as a standard 
feature, 

7. Fixed speed windshield wipers, rather than 
variable or intermittent wipers, and 

8. Different paint. 

Technically, a reduction in quality or content is 
the equivalent of inflation (Le., receiving less for the 
same dollar) if there is no reduction or a less than 
proportional reduction in the base cost of the vehicle. 

Although it would be more "theoretically correct" 
to attempt to estimate/quantify some reduction in 
cost as created by the inflationary impact of 
decontenting, under the Alternative LIFO Method 
and specifically under the definition of what consti­
tutes a "new item" in Section 4.02(5) of Revenue 
Procedure 92-79, that result does not happen in most 
cases unless the decontenting is accompanied by a 
(major) change in the vehicle and a change in its 
model code number or a change in its platform. 
That is simply one of the compromises made to try 
to achieve greater computational simplicity by Rev­
enue Procedure 92-79 which uses only the base 
price to the dealer as its point of impact for measur­
ing inflation. 

Another somewhat common situation might arise 
from the sale of one or more of the franchises owned 
by the dealership. In a number of instances, dealers 
have sold off one franchise completely during the 
year and replaced it with a different franchise. Under 
the Alternative LIFO Method, all new automobiles are 
required to be placed in the same pool, regardless of 
manufacturer ... and this rule also applies to all new 
light-duty trucks. 

It would appear that if an auto dealer sold off one 
franchise during the year and by year-end had re­
placed dollars in the respective pools with vehicles 
from a continuing or from a newly acquired franchise, 
the offsetting or substitution effect within the pool 
should be permitted. However, this might be chal­
lenged by the IRS which, of late, seems to have 
become more interested in trying to associate LIFO 
computations by franchise or by location under the 
somewhat ambiguous language in Rev. Proc. 92-79 
relating to "separate trades or businesses." 

This might also be a problem arising under 
"Project 2000" where a dealer "gets rid of" one 
franchise pursuant to the GM dualling guidelines or 
eliminates a non-GM franchise from its showroom, 
while acquiring other "more favored" brands before 
year-end. Although the literal language in Revenue 
Procedure 92-79 appears to allow the free substitu-

see LIFO YEAR-END PLANNING ••• " page 22 
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LIFO Year-End Planning... (Continued from page 21) 

tion of vehicles of one franchise/manufacturer for the corporation is changing its annual accounting 
another, or even the replacement by year-end of period confirming that all of these special require-
additional dollars in connection with the inventory of ments are satisfied. 
a franchise on hand at the beginning of the year, the 
Service in some audit situations has attempted to 
prevent that result under a "vertical slice" replace­
ment theory. 

STRIKES AND YEAR-END CHANGES 
Occasionally, a taxpayer may fear the possibility 

of a strike directly or indirectly affecting its ability to 
maintain inventory levels at year-end. The strike may 
be either at the manufacturer level or at the delivery/ 
teamster level. This concern may prompt the tax­
payer to consider changing its taxable year-end, 
perhaps by switching from a calendar year to a fiscal 
year end. (This concern actually was very sig nificant 
for many auto dealers a few years ago.) 

Generally, a taxpayer desiring to change its 
accounting year-end must obtain approval of the 
Commissioner. Approval is requested by filing an 
application on Form 1128 on or before the 15th day of 
the second month following the close of the short tax 
year created by the change in its year. 

However, Reg. Sec. 1.442-1 (c)(1) and (2) allow 
a corporation to change its year-end without prior 
approval if it meets ALL the following conditions: 

1. The corporation has not changed its an­
nual accounting period within the last ten 
calendar years, 

2. The corporation does not have a net oper­
ating loss for the short period created by 
the change, 

3. The taxable income for the short period is, 
on an annual basis, 80% or more of the 
taxable income of the corporation for the 
taxable year immediately preceding the 
short period, 

4. If the corporation has a special status 
(such as a personal holding company) for 
either the short period or the year preced­
ing the short period, it must have that 
same special status for both years, and 

5. The corporation cannot attempt to elect S 
corporation status for the year following 
the short period. 

A corporation that meets these requirements 
may change its year-end merely by the filing of Form 
1128 gnQ by filing a statement with the District 
Director at or before the time (including extensions) 
for filing the return for the short period indicating that 

A corporation that cannot meet these require­
ments has to request approval by filing Form 1128 
and waiting for the Cgmmissioner to act upon that 
request ... or else, it may try to qualify for a year and 
change under Revenue Procedure 92-13. This Rev­
enue Procedure is specifically intended for a corpo­
ration that ... cannot satisfy all of the conditions of 
Reg. Sec. 1.442-1 (c}(2) ... has not changed its 
annual accounting period at any time within the last 
six calendar years ... is not an S corporation ... and 
does not attempt to make an S corporation election 
following its short period effective for the taxable year 
immediately following the short period ... and satis­
fies certain other conditions. 

Two special observations are warranted. First, a 
business attempting to change its fiscal year-end 
under Revenue Procedure 92-13 must be prepared, 
if it has a net operating loss in excess of $10,000, to 
spread that net operating over six years, subject to 
certain exceptions and qualifications. 

Second, if an auto dealer is considering taking 
action to avert an anticipated year-end inventory 
decrease situation, the current IRS positions relative 
to the dealer financial statement for the last month of 
its desired short taxable ~ may pose some hyper­
technical interpretations with respect to the place­
ment of LIFO estimates on the last month statement 
in the short taxable year. 

Businesses contemplating switching to a fiscal 
year-end to avert adverse anticipated LIFO conse­
quences may find the IRS attempting to block that 
maneuver, just as it has attempted to block other 
year-end maneuvers where it has become aware of 
them, as discussed below. 

"MANAGING" YEAR-END INVENTORY LEVELS 
TO PREVENT LIFO LAYER LIQUIDATIONS 
As mentioned previously, if the business wishes 

to avoid a LIFO reserve reduction or a layer penetra-
tion (and the corresponding "paper income" pickup), 
it may consider steps to increase its inventory level 
before year-end. These steps should be taken, com­
pleted and documented before the end of the year 
and they should be considered only if they make 
sense from a business standpoint, after considering 
carrying costs, insurance and expected ability to sell 
the additional inventory. 

Despite cautions that inventory purchasing deci­
sions should be based on sound business judgment 
and not solely on the desire to mini mize or reduce the 
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LIFO Year-End Planning ... (Continued) 

impact of projected LIFO pay-backs, some taxpay­
ers may still wish to pursue more aggressive strate­
gies and to take their chances in this regard. 

The IRS and the Courts are very much aware of 
year-end plann ing "ploys." The most recent evidence 
of this is the observation by the Tax Court earlier in 
1996 (see E. W. Richardson, Tax Court Memo Deci­
sion 1996-368) that taxpayers often "desire a higher 
base-year cost of ending inventory in a given year to 
avoid liquidating a LIFO layer, causing a match of 
historical costs against current revenues." This most 
recent remark comes against a back-drop involving 
several cases and Revenue Ruling 79-188. 

Revenue Ruling 79-188 indirectly suggests some 
planning considerations: 

1. Attempt to document that sales during the 
year are at levels that justify the purchase 
of year-end inventory levels in the ordinary 
course of business. 

2. It helps if the inventory acquired at year-end 
can be sold to regular customers in due 
course or to a third party, rather than back 
to original supplier. 

This helps to avoid the "cast" as a resale. 

3. The inventory acquired at year-end should 
be paid for before its subsequent sale, 
again in an effort to demonstrate an intent 
to receive and use the goods in the ordinary 
course of the business. 

4. The specific mechanics of taking posses­
sion and title prior to reselling the inventory 
should also be considered. 

But note, even doing all this legally did not 
stop the IRS in lIIinojs Cereal Mills, 46 
TCM 1001 ... TC Memo 1983-469. 

SUCCESSFUL CHALLENGES BY THE IRS 

IRS victories in the courts denying and penaliz­
ing year-end inventory transactions that were 
LIFO-benefit motivated have thwarted several eager 
"planners" ... , among them: 

1 . Ingredient Technology Corporation (Su 
Crest Corporation), 83-1 USTC 9140, January 5, 
1983. Tax fraud convictions by means of LIFO inven-
tory overstatements. . 

2. Illinois Cereal Mills, 86-1 USTC 9371 af­
firmingTCMem01983-469, Dec. 40,342{M),46TCM 
1001, August, 1983. Legal ownership of the goods 
did not justify inclusion in the taxpayer's inventory 
because the taxpayer did not intend to use the corn 
in its milling business. 

3. Miracle Span Corporation, 82-1 USTC 
9365, April 1982. False inventory values. inventory 
omitted, fraud penalties. 

4. Ballou and Company. Inc., 85-1 USTC 
9290, U.S. Claims Court, No. 247-82T; March 29, 
1985. The Court upheld the IRS' removal of year-end 
gold purchases from LIFO inventory calculations 
because the IRS adjustments removed only the 
amounts of gold that the taxpayer had purchased in 
order to temporarily inflate inventory levels solely for 
income tax/LIFO purposes at year end. 

CONCLUDING THOUGHTS 
Taxpayers aggressively planning to avoid year­

end LIFO layer liquidations should realize that even 
satisfying the apparent "boundaries" set by Revenue 
Ruling 79-188 and other litigated cases may not be 
enough. 

These aggressive planners may still find them­
selves coming up short even if year-end purchases 
are not structured to involve subsequent resales 
back to the same supplier shortly after year-end. * 
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MULTI-YEAR LIFO RESERVE RECONCILIATIONS 

The concept of LIFO is geared to measuring future price increases in comparison with a "base inventory" amount. 
"Base inventory" is established and defined as the inventory at cost, i.e., actual cost after restoring any market or other 
writedowns, or previously omitted cost components or elements. Once this "base inventory" is established on the first 
day of the fIrSt year when LIFO is elected, then over a period of years, the cumulative LIFO deferral advantages (in the 
form of the LIFO Reserve) can be measured in terms of (I) the overall increase since the initial LIFO election, and (2) as 
interim changes in the LIFO Reserve from year to year. 

LIFO involves a measurement process which in turn involves: ' ... Two points in time (two year-ends) ... One of 
which is fixed (the base date). 

The base date, (i.e., first day of the first year in which LIFO is elected) provides that benchmark or fixed reference 
point for all subsequent LIFO computations. Although the base date is always fixed, subsequent measurements with 
respect to it may involve computations that either: 

1. Reprice as of that specific date (i.e., double extension or index methods), or 

2. Reprice as of that specific date by the use of a "splicing" or year-by-year index construction (i.e., link-chain 
or "link-chain, index" methods). 

A link-chain method uses the beginning of each year as the measuring reference for determining change. In 
contrast, the double-extension method uses a fixed base date, which is defined as the first day of the first year for which 
LIFO is elected. An index method prices a representative portion of the overall inventory, rather than "every item" as 
required under the double-extension portion of the regulations. A "link-chain, index" method refers to a method that (1) 
uses a moving base date and (2) reprices a representative portion (rather than "every" item) of the inventory in 
determining the annual index. 

PROJECfION & RECONCILIATION PRINCIPLES 

l. LIFO reserve benefits basically relate to inventory investment levels that have remained INTACT over a 
period of time, and 

2. We must look at the difference or differential between cunlUlative inflation rates at the two given points in 
time (beginning of the year and end of the year) for which we are making the reconciliation. 

3. The elements or the composition of the LIFO reserve as of the end of the year are analyzed in tenns of 
amounts of inventory investment that remained constant throughout the years. 

• Base Inventory (i.e., LIFO reserve accumulated with respect to the base inventory "component" of 
the dollars in ending inventory.) 

• Increments - year-by-year, net of any subsequent years' decrements carried back to reduce that 
increment to a net, lower, level or amount. 

4. The change in the LIFO reserve during the year is really the net increase or decrease in the LIFO reserve 
which may be the result of complementing or offsetting price and/or inventory investment pay-back changes. 

• Upward influence on LIFO Reserve, causing it to increase: 

(1) 

(2) 

Price increases (inflation) 

Quantity increases, if a dual index methodology is used (although theoretically this may be 
difficult to rationalize, it does seem to be reflected in the LIFO reserve reconciliations (where 
dual indexes are used) as a result of the time "lag" or delay represented by the timing of the 
indexes) 

• Downward influence on LIFO Reserve, causing it to decrease: 

(1) 

(2) 

Price decreases (deflation) 

Decreases in inventory investment levels - pay-back of previously built-up LIFO reserves to the 
extent quantified ("quantity decrease" factor) 
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As inventory levels change in succeeding years, even if those levels fall below earlier levels during 
LIFO years, to the extent that the investment of dollars in inventory (i.e., dollars converted back to reflect 
a "constant" purchasing power, as measured by LIFO index techniques) remain intact throughout the 
year, the dollars that remained intact receive the "benefit" of current year price increases applied on a 
cumulative basis. In many cases, this consequence will prolong the LIFO deferral considerably even' as 
inventory levels decline. This may be "visualized" as shown below. 

As a result, the cumulative deferral advantages of LIFO in later years may be increased even more 
ifan election has been made in an early year even though (or despite the fact that) inventory levels in that 
year are lower and the potential LIFO deferral for that year alone is relatively small. This occurs because 
under the link-chain method, the inflation index percentages carry forward in all later years' computations. 
And these are compounded over all the years the LIFO election is in effect. 

Taxpayers using the LIFO method are simply in a position to deduct inflation as it is incurred, rather 
than carrying it as an inventory cost from one year to the next in their ending inventories. 
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BASE 
DATE 

INCREASE 
YEAR #1 

INCREASE 
YEAR #2 

DECREASE 
YEAR #3 

MEASURE OF INVENTORY INVESTMENT THAT 
REMAINED "INTACT" THROUGHOUT THE YEAR 

YEAR #1 
YEAR #2 
YEAR #3 

$40 
$55 
$30 

MEASURE OF INVENTORY INVESTMENT THAT REMAINED 
"INTACT" FROM BASE DATE THROUGH THE END OF YEAR 3 
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UFO 1NIIENI'<RfRESER'v'E FB'ORT 
ALTERNA11VE LfO MEIHCD PER REVEtIJE PROCEDURE 92-71 

FORn£~ YfARENJED.l.LY31,1996 

PRO.EC11ONS a: INCREASE OR DECRfASE IN LFO RESERVES· NEW AUTOS POOL 11 

A. BE<3ItHm OFYfAR Wvefl'ORV AT BASE DAlE COST 
./lSRE8ASEI) 3,797,644' 3,6ll,5li 3,6ll,Sli 

B. ell OFYEM ItMNTORV AT OOOFYfAR 
(CURREHl)mces 4,661,499 4,OI2,5B5 4,012,5B5 

C. ell a:YI:AR INVENTOOY AT BEGIt.NNG a: 'tEAR NOTRlLY NOTRllY NOTRllY 
(BASE) PRICES REPRICED REPRICED REPRICED 

O. CURRENT YEAR PRICE INDEX 
ell OFYfAR INVENTORV PRICED 
AT 00 OFYfAR PRICES (DWED BY) 

RAlIOOF: 1.02912 1.o:mJ 1.O«XXI 
ell OFYfAR ItMNTORVPRICEO 
AT BEGNNNG OFYfAR PRICES 

E. ClJ.UA1MLH~1NOEX 
ClJRNTYfAR PRICE HE< OJN: D) 
·MllTRIED BY (X) fIRIORYEARS cu.u.AlM: HEX 1.28397 1.32249 1.l!m 
OJN: E OF fIRIOR '1'£AR) 

F. ~~YEAR IN\t9n'ORV !IBASE C!IE COST 
0Jt£ B OMCED BYLJE E) 3,63),53S 3,034,114 3,004,9«) 

G. ClJRNTYfAR INIIENTORYKREASE 
1IEREASEl· EXPRESSED!H BASE IXlJ..ARS 
1. EN>OFYfAR INIIENTORY AT BASE DAlE COST 0Jt£ F) 3,6ll,Sli 3,034,114 3,004,9«) 
2. BEGtIftl OFYfAR HSn'ORV AT BASE DAlE COST (UN: A) ~ ~ ~ 
3. ClJRNTYfAR INCIBENT (G(1) EXCEEDS G(2)) 

OR~(lFG(2) EXCEEDSG(1D (1&7,11l!) (9i6.422) (625.916) 

4. UFO V1lIJA11ON OF ClJRNTYfAR JtCREMENT 
(IF G(1) EXCEEDS G(2). MllTlFlYLJE ~ BYLJE E) tfA tfA tfA 

If. NW.YSIS OFYEAReI) IN'v9lTORV UFO 'lAYERS" -/IS REBASED 
BASE VAWA110N 
~ fAgQ8 

FYE.l1.Y3l,191!51NCREMENT D,C3 X 0.78l47 254,771 254,771 254,771 
FYE.l1. Y3l, _INCREMENT 1,214,961 X 0.1mi2 9ID,012 9ID,012 911),012 
FYE.l1.Y3l, 1987 INCREMENT 17,731 X o.tIM14 15164 15,!E4 15,!E4 
FYE.l1.Y31,19IB1NCREMENT 1,179,324 X 1.01781 1.200,316 1.200,316 1.200.316 
FYE.l1. Y31, 1993 INCREMENT 134,772 X 1.1610) 157,144 157,144 157,144 
FYE.l1.Y3l,I9941NCREMENT ~X 1.24764 ~ ~ ~ 

~ 

ENlNG INVENTORY ATUFO V1lIJATION, TOTIt. PERHKM: 3.!i52.!I5.1 2.Em.834 2.772.0; 

LESS: eooo INIIENTORY AT ell OFYfAR mces 0Jt£ B) ~ ~ ~ 

UFO RESEfM:AT8()OFClJRNTYfAR 1,1CJI.546 1,3)3,752 1,2«), 151 

LESS: UFO RESEIMAT EN) OF PREVIOUS 'tEAR m.§§ ~ ~ 

~ (CEa9SE) IN UFO RESERI.1:ATEKl 
OFClJRNTYfAR mE ~ J31SIj 

NJGUST 12, 1!8i 

3,6:Jl,s:J; 

4.012,59; 

NOTRllY 
REfRICEI) 

1.1&Dl 

1.34817 

2$16;szo 

2$16;szo 
~ 

~.216) 

t:IfA 

254,771 
9ID,012 
15.!i4 

1.200.316 
157,144 
~ 

2.~727 

~ 

l;Il51fJJ 

~ 

£1l3 
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AOO.JST 12, 1996 

UFO INVENTORY RESERVE REPORT 
Al.1ERNAllVE lEO METHOD PER REVellE PROCEDURE 92·79 

FORll£FISCAL YEAREN:lEDJ.l.Y31,1S96 

PRO.ECTIONS a= INCREASE OR DECREASE IN lEO RESERVES· tEN AUTOS POOL.1 

FYEJ.l.Y31,1985INCREMENT 326,433 X 0.543l2 (1.32249·0.70041)= 176,933 
FYEJ.1.Y31,19B61NCREMENT 1,214,961 X 0.51587 (1.32249·0.1Di62)= 626,762 
FYEJ.1.Y31,19871NCREMENT 17,731 X 0.(28l) (1.32249·0.89414)= 7,'HJ 
FYEJ.1.Y31,1969INCREMENT 1,179,324 X 0.3)469 (1.32249·1.01700)= E,328 
FYEJ.1.Y31,1993INCREMENT 134,m X 0.1$49 (1.32249·1.16Wl)= 21,<m 
FYEJ.1.Y31,1994INCREMENT lm,lm X 0.074ffi (1.32249·1.24764)= 12,043 
ROlJONG 1 

TOT.6LS 

FYEJ.1.Y31,1985INCREMENT 
FYE J.1.Y31, 19B61NCREMENT 
FYE J.1.Y 31, 1987 INCREMENT 
FYEJ.1.Y31,19691NCREMENT 
FYEJ.1.Y31,19931NCREMENT 
FYE J.1. Y31, 1994 INCREMENT 
FnIONG 

FYEJ.1.Y31,19851NCREMENT 
FYEJ.1.Y31.19B61NCREMENT 
FYEJ.1.Y31, 1987 INCREMENT 
FYEJ.1.Y31,19691NCREMENT 
FYEJ.1.Y31,19931NCREMENl' 
FYEJ.1.Y31,19941NCREMENT 
FnIONG 

TOT.6LS 

326,433 X 0.$48; 
1,214,961 X 0.5'2871 

17,731 X 0.44119 
1,179,324 X 0.31753 

134.m X 0.16933 
131,719 X 0.t8169 

326,433 X 0.$770 
1,214,961 X 0.541$ 

17,731 X 0.45«13 
1.179.324 X 0.lJl37 
134,m X 0.18217 
103,(S!I X 0.10CS3 

.fO~~~L=.~~"f ··························r .. ··.··· 

AMOUNT a= BASE Da..LAAS THAT REMAINED IN TACT 
nR:XJGOJTFYEJ.l.Y31.1996 

(Xl MLlTlRJED BY CURRENT YEAR INR.ATION 

~~INUFO RESERVE OOETO IN'tATION (OOtATIOO)FACTOR 

l£SS PAYBACK ClJE TO 0EaB1ENT c.&mIED BACK ~NST PRIOR YEAR LAYER(S) 

ROlJtONG 

INCR&\SE~INUFO RESERVE 

(1.:m33·0.70041)= 
(1.:m33·0.1Di62)= 
(1.:m33 ·0.89414)= 
(1.:m33 ·1.01700)= 
(1.:m33 .1.16Wl)= 
(1.:m33·1.24764)= 

(1.34817 ·0.70047)= 
(1.34817·0.1Di62)= 
(1.34817 ·0.89414)= 
(1.34817. 1.01700)= 
(1.34817· 1.16Wl)= 
(1.34817 ·1.24764)= 

AUTOS 
ATlOO% 

3,034,114 

~ 

116,874 

(21,668) 

2 

~ 

181,125 
642.li2 

7,fflJ 
374,471 

22,821 
II,$! 

ill 

ll!i.316 
657,r£2. 

8,!Bl 
:m,613 
24,$1 
10,lS5 

2 

.1.2aD 

AUTOS· 
ATtOO% 

3,004,9«> 

XO.051li 

154,334 

(22,728) 

ill 

lJW 

AUTOS 
AT5.00% 

2.976,320 

X 0.06420 

191.1m' 

(23.768) 

1 

ml3 
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UFO~RESER\leREPORT 
ALTERNA11IIE u:o METHOD PERIEIEtIJE PROCEDURE 12-71 

~ll£FISCIl '19REtIlEDJ.l.Y31, 1996 

NJGUST 12. 1996 

PRO.EC'11ONS OFINCRfASEOR DECREASE IN u:o RESERVES· tEWUGHT«ITYTRUa<S POOlIl 

A SEGItftNG OF'19R INI/ENTORY AT BASE DATE COST 
·MREBASED 2!112.6Zl 2,440,216 2,440,216 2,440,216 

B. EM> OF't'EAR INVENTORY AT 00 OF't'EAR 
(ClIHNl) PRICES 3,7ll,823 2,454,993 2.454,993 2.454,993 

C. EM> OF't'EAR INVENTORY AT BEGINNING OF't'EAR NOTFlllY NOTFlllY NOTFlllY NOTFUlY 
(IWlE) FACES REPRICED REPRICED REPRICED REPRICED 

D. CURRENT't'EAR PRICE INDEX 
ell OF't'EAR INVENTORY PRICED 
AT 9.D OF't'EAR PRICES (DMDED BY) 

RAllO OF: 1m:m 1.o:mJ 1.O«Dl 1.am1 
9.D OF't'EAR INVENTORY PRICED 
AT £IEGtH.IG OF't'EAR PRICES 

E. CUf.U..AMLa.aiAIN INDEX 
CtRENT't'EARPRICE HEXfJE D) 
t.U..lPJED BV ()() PRIOR'1EAA'S ClM1ATM: HEX 1.32481 1.36455 1.3178) 1.3J1oo 
~EOFPRIOR~ 

F. EtI! QfYEAR INIIENTORY AI BASE~!E COST 
t.H B 1MB) BVUt£E) 2.440,216 1,799,123 1,781,821 1,764,849 

G.CtRENT't'EAR ItMNTORY INCREASE 
«E:RfASEl. EXPRESSED IH BASE 00lARS 
1. EM>OF'19R1tMNTORY AT BASE DATE COST ~ f) 2.440,216 1,799,123 1,781,821 1,7&4,849 
2. BEGt.NNGOF't'EAR1tMNTORY AT BASE DATE COST Ut:~ rLWLml ~ ~ ~ 
l CtRENT't'EAR INCREMENT (G(1) EXCEEDSG(2)) 

~ 0Ea9SE (IF G(2) EXCEEDS G(1» (62.411) (641,aI3) (658,:s5) l675,E) 

4. UFOVllUAllOO OF CURRENT't'EAR INCREMENT 
(IF G(1) EXCEEDS G(2). t.U..1IA..YUtE G(3) BVUNE E) tIfA tIfA tIfA tIfA 

tl NW. YSIS OFYEAR.fNl INVENTORYUFO '\AYERS" ·M REBASED 
BASE VALLIA110H 
~ ft&]g8 

FYE.lJ.Y31,191!iINCREMENT 454,1l61 X 0.77810 li4.045 l)4,045 l)4,045 l)t,045 

FYE.lJ.Y31,19IlS1NCR:MENT 9)1,374 X 0.7&129 414,658 414,658 474,658 414,fBJ 
FYE.lJ. Y31, 19f111NCREMENT 442,197 X 1.01!m 449,015 449,015 449,015 449,(!l5 

FYE.lJ.Y31,19901NCREMENT 432,615 X 1.(249) 443,214 D,263 'SJ,~ 273,149 
FYE.lJ.Y31,19931NCREMENT ~X 1.mK1 mm Q Q Q 

~ 

eDNGlNIIENTORY ATUFOVlUJAllON, TOTItPERABOVE 2.l34.241 1,5B6,ai1 1,$11,lJi 1,S,947 

lESS: aoNG tNENTORY AT EN) OF't'EARPRICES OJNE B) ~ ~ ~ ~ 

UFO RESERVEAT EN) OF ClR9IT't'EAR &IB,5B2 I!i8,932 &,658 !Il4,046 

lESS: UFO RESERVCAT 91) OF PRE\1OUS YEAR ~ B:i§2 ~ ffl!lJi!!Z 

INCREASE (IERE.ASE) IN UFO RESERVEAT EN) 

OF ClR9IT't'EAR m2:i ram ~ ~ 

V I 6 N 3 * De Filipps' LIFO LOOKOUT 
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AU~U::;I lL, l~ 

UFO INVENTORY RESERVE REPORT 
ALTERNATlVE UFO METHOD PER REVEtlJE PROCEDURE 92-79 

FOR THE ASCAL YEAR ENDED JULY 31, 1996 

PRO.ECTlONS OF INCREASE OR DECREASE IN UFO RESERVES - NEW UGHT -DUTY TRUCKS POOL #2 

1995 
··.·AC1lJAL 

POOL#2 

.!1I~~I1i~~~~~~.·~.::i •••• • ••••• • ••••••• • •••• • •••••• · •••••••••••••••••••••••••••••••••••• oC>= ••... ··.·F~~~·· 
FYEJ.1.Y31,19ffiINCREMENT 
FYEJ.1.Y31,1900INCREMENT 
FYE J.1. Y31, 1989 INCREMENT 
FYE J.1. Y31, 1~ INCREMENT 
TOT.ALS 

454,661 X 0.5ffiffi 
601,374 X 0.57526 
442, 197 X 0.34895 
D).891 X 0.3400) 

1799123 

FYEJ.1.Y31,19fEINCREMENT 454,661 X 0.59910 
FYEJ.1.Y31,1900INCREMENT 601,374 X 0.58ffi1 
FYEJ.1.Y31,1989INCREMENT 442,197 X 0.])22() 
FYEJ.1.Y31, 1~1NCREMENT 283.589 X 0.353l> 
TOTPLS 1781621 

FYE J.1. Y31, 19fE INCREMEm 
FYEJ.1.Y31,1900INCREMENT 
FYE..u. Y 31, 1~ INCRENENT 
FYE.ll.Y31, 1~1NCRBENT 
TOTPLS 

454.661 X 0.612l'5 
601.374 X 0.60176 
442, 197 X 0.37545 
266,617 X 0.l5655 

1764849 

PROOFiREOONdUAllONOf'JNcREASE(DECREASE)IN .• < ..•..•.•••...... 
····.)}UFO·RESeM:ASoFnY31,1996·· ..... • •• >.<········>··········· .. ··· .......... . 

AMOUNT OF BASE DWARS THAT REMAINED IN TACT 
THROUGHOUT FYE JU. Y 31, 199; 

(X) MUJ1RJED BY CURRENT YEAR INA.ATION 

INCREASE (DECREASE) IN UFO RE~ DUE TO INA.ATION (DEFlATION) FACTOR 

LESS PAYBACK DUE TO DECREMENT CARRIED BACK A~NST PRIOR YEAR LAYER(S) 

ROUNDING 

INCREASE (DECREASE} IN UFO RESERVE 
Payback details @ 3% 

509,369 x .12091 61,588 
131,724 x .30031 = 39,558 

Decrement Expressed 641,093 
in Base Dollars 

101,146 

1996 1996 1996 
PROJECTED PROJECTED PROJEC1ED 

AT lOOOAt AT 4,000/. AT 5.00% 

(1.l>4S5 -0.77870)= 
(1.l>4S5 -0.78929)= 
(1.l>4S5-1.01:Bl)= 
(1.l>4S5 - 1.0245:>)= 

(1.37700 -0.77870)= 
(1.37700 -0.78929)= 
(1.37700-1.01:Bl)= 
(1.37700 - 1.0245:>)= 

COMPOsmoN OF 
UFO RESERVE 

266.))3 
345.946 
154.ni 
102,318 
~ 

COMPOsmON OF 
UFO RESERVE' 

272,'&37 
E.91S 
100.164 
100.192 
~ 

. <>COMPOSITlONOF" 
UFO RESERVE 

(1.39105 -0.77870)= 
(1.39105 -0.78929)= 
(1.39105 -1.01:Bl)= 
(1.39105-1.0245:>)= 

278,412 
))1,883 
166.023 
97,728 
~ 

TRUCKS TRUCKS TRUCKS 
AT1000h A14.000AtAT 5.000/, 

1,799.123 1,781,821 1,764,849 

X 0.03974 X 0.05299 X 0.00624' 

71.497 94.419 116,004 

(101,146) (106,342) (111.439) 

ill ill ill 

-~ ~ ~ 
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UFO REPORT SERVICES SEMINARS/CONSULTING 

DEAlER TAX WATCH UFO LOOKOUT 
DEAlER/CPA 21 RESOURCE GROUPS 

VIA FAX TRANSMITTAL, 
FOLLOWED BY MAILING 

RE: PROJECTED LIFO RESERVE CHANGES 

August 12, 1996 

FOR FINANCIAL STATEMENTS SENT TO THE FACTORY 

Enclosed are the detailed projections we made of the estimated changes in the LIFO 
reserves at July 31, 1996 so the dealership could complete its financial statements for the Factory 
without waiting for the completion of the more time-consuming actual calculations. These 
projections were based upon the number of units and the dollar amounts of ending inventory you 
provided. 

The attached recap sheet summarizes the information for the dealership. It also shows the 
number of units and inflation rate for each pool last year for reference purposes. This is helpful in 
seeing how the final estimated amount fits into last year's actual experience as well as this year's 
projected inflation and inventory levels. 

We have separate LIFO computations for each pool which reflect assumed inflation rates for 
the year of 3", "" and 5" ... as a general range of expected inflation. These projection 
computations are built upon the dealership's prior year LIFO history for the pool in terms of total 
dollars in inventory, base dollars and cumulative inflation experience. The computational format 
for these projections will also be used in our LIFO Inventory Reports when we do the final 
computations. 

The LIFO reserve computations for last year (i.e., July 31, 1995) appear in the column 
immediately to the left of the three columns showing the current year's computation based upon 
the assumed inflation rates . 
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Page three of each projection shows the composition of the LIFO reserve for that pool for 
each projected inflation rate. Immediately below that is a "proot7reconciliation" of the increase or 
decrease in the LIFO reserve at year end. Where a payback will occur due to the decrement being 
carried back against prior years, the program does not print all of the detail by layer - even though 
this has been computed - due to space limitations on the page. In other words, there is more 
detail underlying the reconciliations on page ), but that data has not been printed out as part of 
the projections. 

YEAR-END LIFO FINANCIAL STATEMENT CONFORMITY REQUIREMENT 

Please remember that the year-end LIFO financial statement conformity requirement 
necessitates that a dealership reflect an estimate (or the actual amount, when computed) of the 
change in the year-end LIFO reserve on the last statement for the year issued to the Factory, as 
well as on any other year-end financial income statements. 

The dealership's 12th monthly financial statement (sent to the Factory) should reflect a 
best-efforts estimate, and the 13th statement should adjust the estimate to the actual computed 
year-end LIFO reserve amount. The position of the IRS is that failure to satisfY these conformity 
requirements can result in the terminationlloss of the entire LIFO election and reserves. 

AIry year-end financial statements with preliminary LIFO estimates on them should be 
adjusted to reflect the amount of the LIFO reserve changes once they are finalized for the year. 

SAVE THESE PROJECTIONS 

These projections should be retained as part of your permanent corporate income tax 
records because they document your attempt at compliance with the LIFO financial statement 
conformity requirements for dealership financial statements sent to the Factory. 

CALL IF YOU HAVE ANY QUESTIONS 

Please call me if you have any questions on these comments, or the detailed projections, or 
if we may be of any further assistance in advance of receiving your ending inventory invoices for 
processing. 

Sincerely, 

WILLARD J. DE FILIPPS, CPA 

/K/Ik,df. 9'e .9f~ .. ~.9st; §! ~ 



YEAR-END LIFO ·PROJECTIONS 
DOCUMENTATION CHECKLIST 

PRACTICE 
GUIDE 

NAME ________________________ ___ CAUFYE ENDING ______ _ 

YEAR-END PLANNING PROJECTIONS 

1. File Contents Listing is Shown Below. 
2. RECAP of Projected LIFO Reserve Changes: 

__ Individual Dealership ... or __ Dealership Group 
3. Detail Projections for Autos Pool #1 . 
4. Projection Proofs and Reconciliations for Autos Pool #1. 
5. Detail Projections for UD Trucks Pool #2. 
6. Projection Proofs and Reconciliations for UD Trucks Pool #2. 
7. Letter to Client for Client's Files Transmitting Projections. 
8. Input Worksheet Comparing Last Year & Current Estimated Inventory Levels by Make/Model. 
9. Other Info and Correspondence with Client Re: Projections. 

POST-YEAR-END COMPARISONS 

10. Letter to Client Transmitting Comparison of Actual LIFO Reserves With Projections. 
11. Detail Schedule Comparing Year-End Actual Results With Projections. 

__ Individual Dealership ... or __ Dealership Group 

DOCUMENTATION OF PROJECTIONS WITH CLIENT 

1. Projections requested by (date) __________ _ 
2. Projections to be used for: 

_ Tax payment purposes _ Corporation _ Shareholders (S Corps) 
_ Compliance with Factory or other financial statement conformity requirements 

Other ______________________________________ __ 

3. Did we provide a copy of ·the projections to the client? Yes No 
4. Projections discussed with ____________ _ 

by on (date) ___________ _ 

5. Transmitted by: Mail _ Fax _ In person review 
___ Orally, not sent to client 

Other _______________________ _ 

6. Importance of conformity requirement discussed with _____________ _ 

7. 
8. 

by on (date) ___________ _ 

The dealership's 12th monthly financial statement (sent to the Factory) should reflect a 
best-efforts estimate, and the 13th"'statement should adjust the estimate to the actual computed 
year-end LIFO reserve amount. The position of the IRS is that failure to satisfy these conformity 
requirements can result in the termination/loss of the entire LIFO election and reserves. 

Next fOliowuP (date) _______ by _________________ Cal ____ FYE __ 

Time and billing comments re: Projection services ______________________ _ 

~~~~~~~~~~~~~~~ ~~~~~~~~~~~~~~.~'~. 
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LIFO Update (Continued from page 2) 

The second case involved a shoe manufacturer 
who had much of its inventory destroyed by fire. This 
inventory happened to be on LIFO and when it was 
subsequently replaced. the taxpayer tried to assign 
the lower LIFO valuation (that the inventory de­
stroyed by fire previously had) to the replacement 
inventory. 

The IRS said that the involuntary conversion 
basis carryover provisions were not supposed to 
apply tothe LIFO inventory in this situation. There are 
several cases involving this issue docketed in the 
Tax Court as a result of this S corporation having a 
multiplicity of shareholders. * 

A Classic LIFO Showdown... (Continued from"page 4) 

tween the two methods in issue. It is materially misleading to single out only one year when the issue is the 
cumulative effect of recomputing. not simply one additional year's differences. In its audit of 1988 and 1989. the 
IRS recomputed the indexes used back to 1975. and then carried forward the cumulative changes into a single 
adjustment for 1988. spreading the change over a three-year period; however. the IRS later changed its position 
to argue that the cumulative changes should all fall in 1988. 

Although Richardson argued that ... "the difference here is so immaterial that it defies logic to claim that (the 
IRS) method more clearly reflects income than (Richardson's) method," the Tax Court saw things differently. 

In its analysis. the Court observed that " ... Since the annual and cumulative indexes would be lower under 
the model line definition of item, (Richardson's) ending inventory at base-year cost would be higher. Although 
a higher base-year cost of ending inventory will generally produce higher taxable income. i.e .• Cost of Goods Sold 
will be lower, taxpayers may, nevertheless. desire a higher base-year cost of ending inventory in a given year 
to avoid liquidating a LIFO layer, causing a match of historical costs against current revenues. Thus. depending 
on a taxpayer's particular set of facts and circumstances. it may be advantageous to have a lower annual deflator 
index." 

Most LIFO practitioners in the real world have to agree with this perceptive comment. After all. dear reader. 
how many times has a client said to you ... in so many words ... that their LI FO reserves are big enough and they 
aren't strongly motivated to make them any larger? * 
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