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LIFO UPDATE

If you had called me personally to ask “What's
happening lately with LIFO that | need to know
about?” ... Here's what I'd say:

#1. LIFO CONFORMITY YEAR-END UPDATE. In
ouryear-end issue for 1997, we are taking a compre-
hensive look at the LIFO financial statement confor-
mity requirements once again. This updates prior
discussions to reflect the special relief recently
granted only to automobile dealers for certain con-
formity violations.

There are significantimplications from the recent
IRS interpretations (Revenue Ruling 97-42 and Rev-
enue Procedure 97-44) that extend far beyond auto
dealers. The portion of the LIFO regulations which
the IRS has interpreted in providing relief for auto
dealers applies to all taxpayers using LIFO ... every
year ... and there’s no way to go back and “cure” any
defects ... and the IRS has “forever” to go back and
make you dig out all of the details.

The IRS offered relief only for conformity viola-
tions involving auto dealers' Factory income state-
ments. How are countless other businesses on LIFO
submitting similar formatted statements under simi-
lar circumstances to their manufacturers and credit
sources going to be treated? What should medium
and heavy-duty truck, equipment and implement
dealers (to name a few) do now that we have more
insight into their exposure for conformity violations?
Aren't their LIFO elections also in jeopardy? What
should these other businesses be told?

#2. MORE ON REV. PROC. 97-44 AND THE IRS’
SPECIAL SETTLEMENT OFFER FOR AUTO
DEAL FORMITY VIOLATIONS.

With three months under our belt since the formaliza-
tion of the IRS’ relief for auto dealers with LIFO
conformity violations, more problem areas and unan-
swered questions are emerging. Butthere arestill no
definite answers and no comfort on some key ques-
tions. Part of the problem is that IRS lawyers don’t
seem to understand dealership accounting, closing
procedures, and some of the other deadline realities
auto dealers and their CPAs face.
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Since discussing “Some Questions In Need Of
Answers” in our lastissue, more new questions have
come up and are discussed on page 9. NADA
recently released its “Dealer Guide to the LIFO
Conformity Settlement’ which we have summarized
on page 10.

Dealers and CPAs are just beginning to realize
what a mess they're in ... unless, of course, they're
willing tofork over 4.7% of their LIFO reserves hoping
to buy their way out of trouble. Can anyone offer
them sound advice on what to do? We’re not sure,
but we've tried anyway on page 12.

#3. USED VEHICLE LIFO ELECTIONS FOR 1997
... THINK TWICE! ARE RECENT LIFO
ELECTIONS STUCK IN REVERSE? With the

year-end 1997 information now available, many deal-

ers with used car LIFO elections are finding that what
may have been smallincreases or decreases in used
car prices in 1996 are being followed up by greater
price decreases for 1997. This combination is undo-
ing the prior benefits from used car LIFO elections

see LIFO UPDATE, page 2
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made in 1995 and 1996. Furthermore, used vehicle
price decreases are also forecast for 1998.

The December, 1997 issue of Auto Remarketing
interviews several used vehicle industry experts, and
theircollective prognosis for 1998 used vehicle prices
seems to be that 1998 prices will reflect the continu-
ation of pressures felt during 1997. This suggests
that any dealer contemplating used vehicle LIFO
elections for 1997 ought to think twice about giving up
their used car writedowns with near term price defla-
tion experienced by many in 1997 and expected to
continue over the next year or so.

All of this has caused us to reconsider our earlier
comments about the advisability of used vehicle
LIFO elections for 1997 ... and we've run some
calculations assuming a dealer elected LIFO in 1996
with a small amount of used vehicle price inflation,
but then experienced price deflation in 1997, 1998
and 1999. With $600,000in inventories at each year-
end over this period, that dealer would be looking at
a negativeLIFO reserve of roughly $60,000 by 1999.

Welcome to the world of negativeLIFO reserves
... if you don't terminate your LIFO election! See
page 25 for further discussions, calculations, and
proofs.

#4. IRS AUDITS OF USED VEHICLE

LIFO COMPUTATIONS. We have received
many calls during the last quarter regarding how the
IRS is auditing used vehicle LIFO calculations and
pursuing more detail on unsettled computation ques-
tions. Some of these questions may be resolved
through a Technical Advice proceeding in 1998. If
you're computing used vehicle LIFO indexes for
1997 and come up with inflation indexes, you may
want to seriously question the underlying assump-
tions or calculation approach. Are you sure you can
justify showing price inflation while the rest of the
industry is showing (on average) almost 10% price
deflation?

#5. REVISED FORM 3115. Therevised Form3115
is now available, bearing a revision date of Novem-
ber, 1997. It reflects the changes made by Revenue
Procedures 97-27 and 97-37. These include allowing
the filing of Form 3115 at any time during the year of
change (97-27), and an expansion of the “automatic
consent” provisions regarding certain accounting
method changes which permit the filing of Form 3115
well after the end of the year (97-37).

#6. “RETROACTIVE” LIFO TAX PLANNING.
Under new Revenue Procedure 97-37, Forms 3115

filed to reflect “automatic” consent changes are not

required to be filed until the filing of the tax return for
the year of change. Atthattime, a copy of Form3115
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is required to be furnished to the IRS National Office
in Washington, D.C. Section 6.02 provides that a
taxpayer changing a method of accounting pursuant
to this revenue procedure must complete and file an
application in duplicate. The original must be at-
tached to the taxpayer’s timely filed (including exten-
sions) original federal income tax return for the year
of change. A copy of the application must be filed
with the National Office...no earlier than the first day
of the year of change and no later than when the
original is filed with the federal income tax return for
the year of change.

Accordingly, taxpayers now have added plan-
ning flexibility and more opportunities to use hind-
sight. The risk, of course, is that the longer one waits
to file a Form 3115, the greater the possibility that
during that “waiting period,” the IRS may just start an
audit. With the elimination of the 90-day audit
window benefit that many LIFO taxpayers previously
found quite favorable, this risk has to be carefully
considered by those wishing to continue a questionable
method of LIFO accounting for just one more year.

#7. YEAR-END PROJECTIONS FOR DEALERS

BASED ON “ONE-OF-EACH.” Each yearwe've
provided a listing that can be used for auto dealer
new vehicle LIFOreserve projection purposes show-
ing for each model the weighted average information.
In prior years, we reflected intro-to-intro prices. This
year, for greater accuracy, our information compares
everything in our database as of December 1, 1996
(i.e., the beginning of the year) ...with intro-'98 model
prices, unless the '98 intro price was subsequently
updated and that information is also in our database
(i.e., the end of the year).

Generally, the overall price increases for new
vehicles for ‘98 are small again this year. For
calendar year-end 1997, you can again expect your
year-end inflation indexes to be low and your LIFO
reserve increases to be small due to competitive
pressures among the manufacturers and dollar-to-
foreign currency pressures. Another general obser-
vationis that there are fewer new item categories this
year for Alternative LIFO purposes (there may even
be significantly fewer). Therefore, the “pure inflation”
amounts are even less diluted by the repricing of new
items at 1.000 in our one-of-each computations.
However, all of this needs to be qualified because not
all manufacturers have made their information avail-
able and that means our database is not complete at
this time.

The weighted averages we have computed are
determined by taking all of the underlying item cat-
egories (for which information is currently available)

see LIFO UPDATE, page 28
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FINANCIAL STATEMENT CONFORMITY REQUIREMENTS:
STILL THE ULTIMATE LIFO TRAPS

With year-end approaching, it's time again to
review the LIFO financial statement conformity re-
quirements. Whenwe last published an article on this
subject there were many questions up in the air over
how auto dealers should report LIFO on their year-
end financial statements sent to the manufacturers
or to their credit subsidiaries. Some, butby no means
all, of these questions have been resolved during
1997 by the issuance of Revenue Procedure 97-44
and Revenue Ruling 97-42.

To keep things in proper perspective, there are
other year-end LIFO conformity requirements, and
there are many other kinds of taxpayers using LIFO
besides automobile dealers. Accordingly, this article
reviews the multiple LIFO conformity requirements
that must be complied with in order to properly elect
and remain eligible to use the LIFO method in later
years.

BASIC LIFO ELIGIBILITY REQUIREMENTS:
“CONFORMITY” IS ONLY ONE

Firstof all, keep in mind that the IRS can disallow
a LIFO election if it finds a violation of any one of the
following four eligibility requirements:

1. Failure to value LIFO inventory at cost
for tax purposes for the year preceding
the year of LIFO election, the election
year, and all subsequent years (Cost).

2. Violation of the financial statement re-
porting conformity requirements (Con-
formity).

3. Failure to properly elect LIFO. . failure to
file Form 970 (Consent).

4. Failure to maintain adequate books and
records with respect to the LIFO inven-
tory and all computations related to it
(Books & Records).
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Evenif one of these situations exists, the Internal
Revenue Service has the discretionary power to
allow the election—ifit can be persuaded to exercise
that power in the taxpayer's favor. For example,
Revenue Procedure 79-23 reflects the position of the
Service that a LIFO election can be disallowed if the
taxpayer failstomaintain adequate books and records
with respect to the LIFO inventory and computations
related to it. However, if a taxpayer is able to
reconstruct the information necessary to calculate
the LIFO inventory amount properly, it may be pos-

sible to avoid termination of the LIFO election for a
“books and records” infraction.

Revenue Procedure 79-23 (1979-1C.B.564)
clearly states that in other circumstances where
LIFO infractions occur, such as computational er-
rors, incorrect pool selection or item determination,
or differences in the levels of costing inventories
between financial statements and tax returns—the
IRS is not authorized to take the taxpayer off of LIFO.
However, where the LIFOviolations involve conformity,
cost or Form 970 consent matters, the Service usually
looks to terminate the errant taxpayer’s election.

CONFORMITY REQUIREMENTS

There are many conformity requirements. They
exist as restrictions on a taxpayer's general desire to
pay lower taxes using a LIFO (Last In, First Out)
method for valuing inventories, while reporting more
income to shareholders or banks and other creditors
using a non-LIFO method. The intention underlying
the financial statement conformity requirements is
that LIFO should be used in all reports covering a full
year to insure that the use of LIFO for tax purposes
conforms as nearly as possible with the best ac-
counting practice in the trade or business in order to
provide a clear reflection of income.

Although itiscommonly stated that LIFO mustbe
used to compute income in the year-end financial
statements, technically, the IRS only requires LIFO
tobe used in the primary presentation ofincome (i.e.,
in the Income Statement). For most taxpayers, the
LIFO conformity requirements really pose at least
two general sets of requirements:

« FIRST, they require that any year-end financial
statementsissued in the traditional report form by the
taxpayer to creditors, shareholders, partners or other
users must reflect the year-end results on LIFO.

« SECOND, they alsorequire all year-end financial
statements sent to a manufacturer or supplier (12",
13" and any other fiscal year-end statements) to
reflect LIFO.

Ataxpayer may adopt LIFO only if it has used no
other procedure than LIFO in preparing an Income
Statement or a profit or loss statement covering the
first taxable year of adoption. For subsequent tax-
able years, similar restrictions are imposed. How-
ever, as noted above, the Commissioner has the
discretion to allow a taxpayer to continue to use the
LIFO method even though conformity violations might
have occurred

see CONFORMITY REQUIREMENTS: THE ULTIMATE LIFO TRAPS, page 4
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Conformity Requirements: The Ultimate LIFQ Traps

Accordingly, a LIFO reserve, no matter how
large, can be completely and abruptly lost if careful
attention is not paid to the conformity requirements in
year-end financial statements sent to the Factory/
Manufacturer/Supplier...as well as to the more con-
ventional year-end statements issued in report form
by CPAs.

TRADITIONAL FINANCIAL STATEMENT
REPORTS ISSUED BY CPAs

This section deals with reports issued by CPAs,
where the CPA controls the release, content and
format of the financial statements, notes and supple-
mentary information. These are unlike monthly state-
ments which may be prepared internally by the
taxpayer’s accounting department or controlier and
sent outtothe manufacturer or supplier without direct
CPA involvement or review.

The LIFO conformity requirement (relating to
reports issued by CPAs) requires that in the primary
presentation of income (i.e., the Income Statement),
the results disclosed must only be the net-of-LIFO
results. The primary Income Statement CANNOT
show results before LIFO, followed by either an
addition or subtraction for the net LIFO change,
coming down to a final net income or loss after-LIFO
figure. This means that during a period of rising
prices a business using LIFO will usually be reporting
lower operating results in order to satisfy the conformity
requirement. This very strict disclosure limitation ex-
isted with no room for deviation for many years.

In 1981, the Regulationswere liberalized to allow
LIFO taxpayers to disclose non-LIFO operating re-
sults in supplementary financial statements, aslong
as those supplementary non-LIFO financial state-
ments are (1) issued as part of a report which
includes the primary presentation of income on a
LIFO basis and (2) as long as each non-LIFO finan-
cial statement contains on its face a warning or
statementto the reader that the non-LIFO results are
supplementary to the primary presentation of income
which is on a LIFO basis. Accordingly, in CPA-
prepared year-end financial statements, a LIFO
taxpayer's results on a non-LIFO basis can be fully
disclosed in this manner as supplementary information.

Alternatively, the Regulations permit disclosure
of non-LIFO results in a footnote to the regular year-
end financial statements, as long as the Statement of
Income itself does not disclose this information par-
enthetically or otherwise on itsface and the notes are
all presented together and accompany the Income
Statement in a single report.

As a result of these “liberalizations” in the Regu-
lations in 1981, these LIFO conformity requirements

Vol.7,No. 4
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should not present any major reporting problems for
reports issued by CPAs.

“GETTING AROUND”
THE CONFORMITY REQUIREMENTS

Many businesses (especially publicly-held com-
panies reporting to the SEC) using LIFO would like to
reduce taxes by reporting lower taxable income/
earnings in tax returns while at the same time report-
ing higher earnings/more income to their sharehold-
ers and creditors for financial and market valuation
purposes. This can be done easily, thanks to loop-
holes conveniently provided in the Regulations. But
one has to know they are there.

The Regulations allow taxpayers to legitimately
avoid the intent of the conformity requirement by
allowing them to use LIFO methods and sub-elec-
tions in their financial statements that are different
from those LIFO sub-elections and methods that are
used in their income tax return computations. That's
right: DIFFERENT LIFO METHODS MAY BE USED
FOR BOOK AND FOR TAX PURPOSES. It is not
necessary for the year-end financial statements to
use the same exact LIFO sub-elections that are used
in the tax return LIFO calculations. The Regulations
simply require that both sets of financial statements
(i.e., those included in the financial reports and those
inherent in the income tax returns) must report using
LIFO methods.

This allows some companies to use more pools
for financial reporting purposes than for income tax
purposes. Others use link-chain or link-chain, index
(dollar value) methods to lower LIFO income for tax
purposes, while they use double-extension (dollar
value) LIFO methods for financial reports. Still others
reconstruct long distant base prices for new items in
their tax return LIFO calculations while they price
new items at current cost in their financial state-
ments. These companies enjoy the best of both
worlds without violating the fine print of the “confor-
mity” requirements. (Ironically, many auto dealer
groups that have “gone public” in 1997 have [fool-
ishly] thrown away the benefits of their LIFO elec-
tions in pursuit of greater earnings per share and
market valuations.)

INTERIM REPORTS

Interim reports covering a period of operations
that is less than the whole of a taxable year may be
issued on a non-LIFO basis without violating the
LIFO conformity requirement for tax purposes. The
Regulations are completely clear and unambiguous
on this point. Although Generally Accepted Account-
ing Principles may present some difficulties in this
regard, the Income Tax Regulations clearly do not.

-

4 December 1997
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Conformity Requirements: The Ultimate LIFO Traps

DEALERSHIP YEAR-END STATEMENTS SENT
TO MANUFACTURER/ SUPPLIER/CREDITORS

The BAD NEWS for many LIFO taxpayers is that
the Regulations contain several year-end LIFO re-
porting restrictions which apply to the specially for-
matted financial statements sent by auto dealerships
and other businesses immediately after year-end to
the Manufacturer/Supplier/Creditors. These restric-
tions on year-end dealership-issued statementspose
fatal LIFO traps that are potentially harder to deal
with than those for year-end reports issued by CPAs.

In this regard, the Regulations provide that any
Income Statement that reflects a full year's opera-
tions must report on a LIFO basis. This would apply
regardless of whether the Income Statement is the
last in a series of interim statements, or a December
statement itself which shows two columns, one for
the current month results and one for year-to-date
figures. The Regulations provide that a series of
credit statements or financial reports is considered a
single statement or report covering a period of opera-
tions if the statements or reports in the series are
prepared using a single inventory method and can be
combined to disclose the income, profit, or loss for
the period. See Reg. Sec. 1.472-2(e)(6). If one can
combine or “aggregate” a series of interim or partial-
year statements to disclose the results of operations
for a full year, then the last Income Statement must
reflect income computed using LIFO to value the
inventory.

Literally interpreted, this wording applies to all
franchised auto dealers’ 12" statement (i.e., Decem-
ber unadjusted) as well as to their 13" statements.
The 12" statement is usually issued on a preliminary
basis, before accruals and estimates are refined by
detailed adjusting entries. The 13" statement is
usually issued several weeks after the 12" state-
ment, and it reflects year-end accrual adjustments
and other computations not otherwise completed
within the tight time frame for the issuance of the
December or 12" statement (usually the 10th day of
the following month).

IRS LETTER RULING INTERPRETATIONS
IN 1995 HURT AUTO DEALERS

In May of 1995, IRS Letter Ruling/Technical
Advice Memo 9535010 “officially” restated the IRS’
restrictive position concerning dealer financial state-
ments submitted to the manufacturer. In this Letter
Ruling, a calendar year dealership raised the confor-
mity question in the context of what happens when
the monthly statements, including year-end, are not
on LIFO but the CPA prepares annual audited finan-
cial statements for the dealership which reflect LIFO.

(Continued)

Here, the taxpayer's argument was that these
audited statements reflecting LIFO were the primary
financial statements, while the monthly statements
sentby the dealership to the manufacturer and to the
creditcorporation were “supplementary statements.”
The IRS concluded that the dealer in LTR 9535010
had violated the LIFO conformity requirement be-
cause:

1. The dealership used an inventory method
other than LIFO in ascertaining its income
in the monthly financial statements,

2. The financial statements ascertain income
for the “taxable year,”

3. The financial statements are “for credit
purposes,” and

4. The financial statements are not within any of
the exceptions to the LIFO conformity require-
ments that are provided in the Regulations.

With respect to the use of the financial statement
“for credit purposes,” the IRS found that a debtor-
creditor relationship did exist between the dealership
and the manufacturer and the creditcorporation. The
IRS stated that if the taxpayer’s “operations began to
deteriorate, it is doubtful that Corp. X (the manufac-
turer) and Corp. Y (the Credit Corporation) would
ignore these reports and continue to extend credit to
T (the taxpayer) as though nothing has changed.”
The IRS noted that the taxpayer was unable to
provide any explanation of what purpose other than
credit evaluation the credit subsidiary might have for
requesting the dealer’s financial statements.

Also, in May of 1995, IRS Letter Ruling/Techni-
cal Advice Memo 9535009 “officially” restated the
restrictive position of the IRS concerning financial
statements submitted to the manufacturer where the
dealer reported for tax purposes using a fiscal year.
The IRS employed the same four-step analysis as
above to determine whether the fiscal year dealer-
ship had violated the LIFO conformity requirements.
Inconnection with the second “test”related towhether
the dealership’s financial statement to the Factory
ascertained the taxpayer's income for the taxable
year, the IRS noted that the year-to-date column
information readily does this for the reader. Even
without year-to-date accumulations onthe face of the
monthly Income Statement, any series of months
could be added together to reflect a complete 12-
month period of anyone’s choice.

LTR 9535009 states that the fiscal year dealer
taxpayer issued a financial statement (in January,
19xx) that ascertained its income for the entire prior
calendar year and that calendar year statement is

see CONFORMITY REQUIREMENTS: THE ULTIMATE LIFO TRAPS, page 6
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considered a statement covering the “taxable year”
because it covers a 1-year period that both begins
and ends in a taxable year or years for which the
taxpayer used the LIFO method. (This is the IRS'
interpretation of Reg. Sec. 1.472-2(e)(2) which cov-
ers one-year periods other than a taxable year.)

Extensive analyses of LTR 9535009 and 9535010
were published in the September, 1995 LIFO Look-
out along with flowcharts to assist in their interpreta-
tion and practical application.

Both of the franchised auto dealerships in Letter
Rulings 9535009 and 9535010 argued that the IRS
should not be able to throw out their LIFO elections
because they had anticipated that “audit protection”
was available to them because they had changed to
the Alternative LIFO Method for under Revenue
Procedure 92-79. In denying their argument, the IRS
in Letter Ruling 9535010 stated that “the LIFO Con-
formity requirement is not a method of accounting,
norisita LIFO sub-method. Rather, itis a condition
upon the use of any LIFO method of accounting.
Rev. Proc. 92-79 does not provide audit protection
with respect to violations of the statutory LIFO Con-
formity requirement.”

FIRST YEAR
...AND EVERY YEAR THEREAFTER

All of the conformity requirements discussed

reviously m met ev r. To remain
eligible to use LIFO, EVERY YEAR an auto
dealership’s December (or last monthly) statement
sent to the manufacturer must reflect an estimate of
that year’s change in the LIFO reserve if the actual
change cannot be computed before the statement
has to be released.

If a taxpayer is considering or planning to make
a LIFO election for the year, an ESTIMATE of the
LIFO reserve (or the actual amount if it has been
calculated) must be placed in the year-end state-
ments (including those issued to the Factory/Manu-
facturer or issued to any other party) in order to
preserve the ability to elect LIFO for the year by filing
Form 970 when the tax return is filed at a later date.

Also, don’t overlook this conformity require-
ment if a taxpayer already has one class of inven-
tory (such as new vehicles or equipment) on LIFO
and is considering extending LIFO to another class
of inventory, (such as used vehicles, equipment or
parts). In this case, the taxpayer’s year-end In-
come Statements should also reflect an estimate
of the LIFO reserve expected by extending the
LIFO election(s) to the additional classes of goods
under consideration.

Vol. 7, No. 4
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DIFFERENT YEAR-ENDS FOR BOOK
AND TAX PURPOSES (FISCAL YEARS)

LIFO conformity problems are multiplied where a
taxpayer such as an auto dealer has a different year
end for reporting to the Manufacturer/Supplier/Credi-
tor (calendar year-Dec. 31) than the fiscal year used
for income tax return purposes and for other financial
statement reporting purposes. For these fiscal year
taxpayers, in order to satisfy another strict conformity
requirement, the Regulations require the full year
Income Statements to reflect LIFO at the end of both
twelve monthannual reporting periods or years (Reg.
Sec. 1.472-2(e)(2)).

This regulation states that the conformity rules
also apply to (1) the determination of income, profit,
orlossfora one-year period other than a taxable year
and to (2) credit statements or financial reports that
cover aone-year period other than a taxable year, but
only if the one-year period both begins and ends in a
taxable year or years for which the taxpayer uses the
LIFO method for Federal income tax purposes. For
example,...in the case of a calendar year taxpayer,
the requirements...apply to the taxpayer's determi-
nation of income for purposes of a credit statement
that covers the period October 1, 1981, through
September 30, 1982, if the taxpayer uses the LIFO
method for Federal income tax purposes in taxable
years 1981 and 1982.

PLACEMENT OF LIFO CHANGE IN THE
STATEMENT OF INCOME

As early as 1994, Lookout readers were warned
that the top IRS LIFO specialist for dealerships had
said that on the twelfth statement the LIFO adjust-
ment had to go through cost of goods sold (via the
beginning-of-the-year and the end-of-the-yearinven-
tory valuations), rather than through an other in-
come/deductions account...or else dealers would not
be complying with the LIFO year-end conformity
requirement.

Under this interpretation, where and how the
LIFO adjustment is placed on the Income Statement
becomes critical. This IRS interpretation would
resultin even more LIFO election terminations where
the (projected) change in the LIFO reserve was run
through an “Other Income/Other Deductions” ac-
count. Fortunately, in Revenue Ruling 97-42, the
IRS specifically stated (to auto dealers only) that the
LIFO adjustment could be placed anywhere on the
Income Statement.

—_
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SPECIAL RELIEF AVAILABLE ONLY TO AUTO
DEALERS FOR CERTAIN CONFORMITY
VIOLATIONS ... ANNOUNCED BY IRS IN
SEPT., 1997

As evident from several of the foregoing discus-
sions, many LIFO users—including auto dealers—
are in a “no win” situation with respect to the IRS’
harsh interpretations of conformity. Furthermore,
many manufacturers’ prescribed statement formats
either did not permit or strongly discourage putting
the LIFO adjustment in any (Cost of Goods Sold)
account that affects gross profit determinations be-
. cause that destroyed or greatly impeded their ability
to analyze gross profit by line items/models. Accord-
ingly, the IRS’ LIFO conformity requirements and
interpretations were not compatible with the manu-
facturers’ year-end statement preparation require-
ments. Dealers were caught in the middle and would
lose either way.

On September 25, 1997, the IRS issued Rev-
enue Ruling 97-42 and Revenue Procedure 97-44.
These have provoked mixed reactions in their so-
called handling and “relief” for auto dealers with LIFO
conformity violations. It should be stressed that both
Revenue Procedure 97-44 and Revenue Ruling 97-
42 only apply to automobile dealers: all other similar
types of taxpayers using LIFO who issue monthly
statements to manufacturers, suppliers, creditors or
the like are not protected by these special “suspen-
sions” modifications of the rules contained in the
Regulations.

REVENUE RULING 97-42

Revenue Ruling 97-42 provides special rules
under which auto dealers will be considered to satisfy
the LIFO conformity requirements in connection with
year-end financial statements prepared in a format
required by an automobile manufacturer on preprinted
forms supplied by the automobile manufacturer:

1. LIFO adjustments must appear in the twelfth
month Income Statement...butthey do not have tobe
reflected in the Cost of Goods Sold section through
inventory valuation accounts ..., as long as they are
reflected somewhere in the determination of net
income in the Income Statement.

2. A “reasonable estimate” of the change in the
LIFO reserve for the year may be reflected instead of
the actual change..., as long as that “reasonable
estimate” is reflected somewhere in the year-end
Statement of Income.

3. If an auto dealer employs a fiscal taxable year,
and reflects the LIFO change in Cost of Goods Sold
or anywhere else in the Income Statement, the LIFO
conformity requirements will be satisfied if the dealer

(Continued)

makes either (1) an adjustment for the change in the
LIFO reserve that occurred during the calendar year
in the month and year-to-date column of the Decem-
ber Income Statement or (2) an adjustment for the
change in the LIFO reserve that occurred during the
fiscal year in the month and year-to-date columns of
the Income Statements provided for the last month of
the fiscal year.

In other words, the IRS does not require the
changeinthe LIFO reserve tobe updated twice in the
fiscal year-end... calendar year-end sequence. The
IRS will permit a timing mismatch under these limited
circumstances. For example, in a situation where a
dealer has a September fiscal year end and Decem-
ber (calendar) reporting year to the manufacturer: If
the dealer reflects the (reasonable estimate) change
in the LIFO reserve in the September monthly and
year-end statement, that dealer does not need to
recompute and update a LIFO change for the three
month period from October 1 through December 31
and reflect a 3 month change in the December
statement. The dealer may simply carry through the
annual LIFO reserve change effect reflected in the
September fiscal year-end Income Statement with-
out modification in the December Income Statement.
Note that the December Income Statement must
reflect the charge against income for the prior fiscal
year-end LIFO reserve change and that prior Sep-
tember fiscal year-end LIFO reserve change should
not be reversed so that the December statement of
income does not reflect any LIFO reserve charge for
the twelve month period ending December 31.

It is clear from Revenue Ruling 97-42 that if a
LIFO reserve adjustment is posted directly to the
retained earnings account and reflected on the
dealership’s balance sheet, that treatment of the
LIFO reserve change will not satisfy the conformity
requirements because the LIFO change must be
reflected in the Income Statement. For years ending
after October 14, 1997, it is thus imperative that the
LIFO adjustment be properly reflected in the Income
Statement prepared for the last month of the year.
See the analysis of Revenue Procedure 97-44 in the
September, 1997 issue of the LIFO Lookout for full
discussions of the Settlement Amount 4.7% penalty
payment and a discussion of “Some Questions in
Need of Answers.”

As discussed more fully in the September 1997
Lookout, one of the major traps practitioners and
dealers face lies in the lack of synchronization be-
tween the language of Revenue Ruling 97-42 and
Revenue Procedure 97-44 with reference to the
issuance of statements to a “credit subsidiary” in
Revenue Ruling 97-42 and the broader language

see CONFORMITY REQUIREMENTS: THE ULTIMATE LIFO TRAPS, page 8
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Conformity Requirements: The Ultimate LIFO Traps

referring to the use for “credit purposes” in Revenue
Procedure 97-44.

Revenue Procedure 97-44 provided “relief” to
auto dealers who failed the conformity requirements
at any time during a six-year “look-back period” by
allowing those dealers to keep their LIFO elections if
they pay a 4.7% penalty tax and satisfy certain other
special requirements. See the September 1997 issue
of the LIFO Lookout for full coverage of both Revenue
Ruling 97-42 and Revenue Procedure 97-44.

WHAT ABOUT OTHER TAXPAYERS
IN SIMILAR MONTHLY
REPORTING SITUATIONS?

Unfortunately, the IRS “guidance” and “relief” for
franchised autodealersin Revenue Ruling 97-42 and
Revenue Procedure 97-44 does not apply to any
other type of taxpayer issuing what might be “similar”
statements under “similar circumstances” to other
manufacturers, suppliers or credit sources. Accord-
ingly, what should a practitioner do for these types of
businesses who have LIFO conformity violations aswe
now understand the IRS to interpret the Regulations?

What should these clients/taxpayers using LIFO
be told about their LIFO elections? Are they subject
to termination at any time, and literally at will, by the
IRS? What responsibility does the CPA practitioner
have as preparer of the tax return now that the IRS
position has been more clearly set forth in Revenue
Ruling 97-427

LIFO CONFORMITY VIOLATIONS
CANNOT BE CORRECTED

The position of the IRS is that once a year-end
Income Statement has been issued or released on a
non-LIFO basis, that statement cannot be recalled
and corrected to reflect LIFO by the re-issuance of
statements satisfying the conformity requirement.

The William Powell Company decision (81-1
USTC 4 9449) iliustrates one taxpayer's success (or
was it luck?) in avoiding termination of its LIFO
election when it came down to “all-or-nothing” on this
issue. This case, decided in 1981, involved what
would have been the termination of a LIFO election
made in 1973 because at the end of the first LIFO
year, the taxpayer had issued non-LIFO statements
and then later made a LIFO election when it filed its
tax return. In that case, the taxpayer recalled its non-
LIFO statements and replaced/reissued LIFO state-
ments to all the banks, creditors and shareholders
before the income tax return for the first year was
filed. The taxpayer probably would have lost its LIFO
election if it had litigated the issue in the Tax Court,
but the taxpayer chose to litigate this issue in the
District Court in Ohio.

Vol. 7, No. 4

(Continued from page 7)

The taxpayer took the position that is had not
“used” FIFO within the meaning of Section 472(c). Its
position with respect to Section 472(c)(2) was that
non-LIFO “worksheets” were not used for “credit
purposes,” since the credit had been extended prior
to the delivery of the worksheets. The District Court
accepted that. With respect to Section 472(c)(1),
Powell contended that use is determined at the time
of the LIFO election and that this election need notbe
made until the taxpayer files its return. At the time
Powell elected LIFO, it was no longer using the FIFO
statements, inasmuch as they had been recalled
prior to the election and LIFO statements had been
reissued.

The District Court, while agreeing that Powell's
activities seemed to violate the plain language of
Section 472(c)(2), was hesitant to strictly apply the
“plain meaning rule” in this case. The Court said that
it is the general rule that the words of a revenue
statute are interpreted “in their ordinary, everyday
senses” and a rigid application of this rule would not
be consistentwith the Commissioner’s ongoing inter-
pretation of the conformity requirement.

INSILCO AND ITS AFTERMATH

For another example of how seriously the Trea-
sury/IRS polices the LIFO conformity requirement,
consider the origin of Code Section 472(g). This
subsection was added because the IRS lost the
Insilco decision in the Tax Court. This case involved
a subsidiary using LIFO who reported to its parent
corporation using LIFO but the parent corporation
reported its consolidated earnings (which included
those of the LIFO-user subsidiary) to its own share-
holders on a non-LIFO basis.

In upholding the taxpayer, the Tax Court told the
IRS that if it didn't like the result, it should get
Congress to change the law. And that's exactly what
the IRS/ Treasury did! After its loss, the Treasury
persuaded Congress to change the law (which it did
by adding subsection (g) to Section 472) so that
taxpayers in the future couldn’t get around the con-
formity requirement the way /nsilco had. Section
472(g) provides that all members of the same group
of financially related corporations shall be treated as
one taxpayer for purposes of the conformity provi-
sions of the Internal Revenue Code. For purposes of
these provisions, affiliated groups are determined by
using a lower 50% ownership threshold (than 80%).
Furthermore, Section 472(g)(2)(B) provides that any
other group of corporations which consolidate or
combine for purposes of financial statements...shall
be treated as one taxpayer for purposes of the
conformity provisions.

see CONFORMITY REQUIREMENTS: THE ULTIMATE LIFO TRAPS, page 16
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ADDITIONAL PROBLEM AREAS
AND UNANSWERED QUESTIONS ~ 97-44

In our last issue, we discussed some questions and problems under Revenue Procedure 97-44. One of the
most significant involves dealers who have LIFO conformity violations on statements sent to the manufacturer,
but who never financed with the Factory's affiliated credit subsidiary (GMAC, FMCC, CCC, etc.). Dealers who
sent non-conforming year-end Income Statements only to the manufacturers bear a tremendous risk and are
left to proceed in the dark because the National Office may not rule on this issue before D-Day (May 31, 1998).
Will any dealer step forward to request a ruling on this question? Any volunteers?

Another major issue involves coming to grips with what the IRS will accept as a reasonable estimate of the
LIFO change on the year-end Factory Income Statement. There are no standards on this. Who really knows?
How much risk are you willing to bear if you don't have projections to back up your “estimate” as reasonable?
Here, too, the consequences to a dealer who “feels” there was a reasonable estimate could be extreme if the
IRS “feels” that the estimate was not reasonable.

For a refresher on the other problem areas, see pages 10-12 of the September, 1997 L/FO Lookout. Since
then, still more questions have emerged.

FIRST. Can a dealer with a conformity violation avoid paying the 4.7% Settlement Amount by simply
terminating the LIFO election before May 31, 1998 and before any penalty payments have been made? The
answer seemstobe "yes", if you file a Form 3115 under Revenue Procedure 97-37 before making any payments.
For more on this, see the discussion on “Will Terminating the LIFO Election Avoid the 4.7% Penalty?" in our
analysis of NADA’'s Dealer Guide To The LIFO Conformity Settlement on page 11.

SECOND: What are fiscal year dealerships really supposed to do? See the discussion on page 10 regarding
the fiscal year assumption trap. Also, see item #3 in discussion of Revenue Ruling 97-42 on page 7.

THIRD: What happens if one member of a consolidated or an affiliated group has a conformity violation?
Does the 4.7% penalty apply only to the member with the violation, or does Code Section 472(g) require 4.7%
to be applied to the LIFO reserves of all members? It would appear that Section 3 of Rev. Proc. 97-44 narrowly
construes the definition of “taxpayer” in such a way that the 4.7% penalty tax would be applied only to the LIFO
reserves of the group member with the conformity violation. However, it would be reassuring to see this spelled
out more clearly.

FOURTH: Many CPAs have asked whether it would be advisable to provide an affirmative notice to the
Internal Revenue Service... are we talking about the National Office, the Cincinnati/Covington special collection
center or the District Director? ...that the self-audit found that the dealer had no conformity violations during the
1991-1996 period. The thought is that it would be important to affirmatively notify the IRS in some way that the
dealer did not violate the conformity requirement during this period. Otherwise, might the IRS infer that since no
penalty payment was made, the dealer was simply waiting for the IRS to come out and catch him?

“Remedies” discussed included attaching a statement to the corporate tax return or sending a copy of the
Memorandum intended to accompany payments to the Cincinnati office stating that no payment was being made
because no violation had been found (ditto to the IRS National Office). Some have thought that some type of
affirmative notice to the IRS might “protect” them from an IRS audit or compliance check on this matter. In a
recent discussion on this with Mr. Mitchell, he expressed the opinion that it would not be advisable to send a
statement in this regard because of the likelihood that such statement would not be read, or might be interpreted
to be missing an accompanying penalty payment! What do you think? Should you take a chance that the IRS
might actually read something you send them?

FIFTH: Another “sleeper”in Rev. Proc. 97-44 relates to its reference to taxpayers “under examination” on
October 14,1997. For these taxpayers, the first payment of their Settlement Amount was due December 1, 1997
(andthat's already past) instead of onthe May 31, 1998 which is the date for the firstinstaliment date for taxpayers
not under examination. It appears NADA—and many others—"thought” that this accelerated payment date
related only to those two dozen or so auto dealers with the burning, big dollar LIFO termination liabilities hanging
over their heads. Suprise! Now ... come to find out that some folks in the IRS interpret the provision requiring
the first settlement payment on December 1, 1997 to apply to all taxpayers “under examination” on October 14,
1997 ... and not just those where the LIFO conformity issue had been raised and the IRS subsequently agreed
to put the audit on hold pending finalization of the IRS’ position on if and how relief might be granted.
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NADA'S DEALER GUIDE
TO THE LIFO CONFORMITY SETTLEMENT GUIDE

NADA recently mailed out its summary of the IRS' Revenue Ruling 97-42 and Revenue Procedure 97-44 in
a pamphlet entitled A Dealer Guide to the LIFO Conformity Settlement.

In explaining the importance of these recent IRS pronouncements, NADA reminded dealers that previously,
the consequences of LIFO conformity violations could have been catastrophic. In addition to the significant
financial impact that might be imposed on dealers forced to cough up almost $400,000 in tax, plus interest, on
a$1,000,000 LIFO reserve, the open-ended nature of the liability and the impossibility of ever rectifying or curing
a conformity violation makes the “LIFO conformity settlement” look pretty attractive.

The normal 3-year statute of limitations does not apply as a defense to conformity violations... nor to any other
LIFO eligibility issues. Often, in real audits, the IRS will seek out violations all the way back to the first LIFO year,
which may be many, many years removed.

The NADA Guide explains the Ruling and the Procedure and it tells dealers how to conduct a self-audit of
their Factory statements for the look-back years 1991-1996. In addition, it includes a list of “Frequently Asked
Questions” and discusses the benefits of taking advantage of the IRS’ conformity settlement.

Overall, the NADA Guide does not contain much new information nor further clarification regarding the
settlement. Specifically, it sheds no light on any of the questions raised in the September, 1997 LIFO Lookout.
NADA comments, and rightly so, that the IRS leniency on where a LIFO adjustment may be placed in the Income
Statement will significantly reduce the number of dealers who have LIFO conformity violations. As mostdealers
and CPAs are aware, the LIFO adjustment can be made in any account as long as it impacts the computation of
net income in the year-end Income Statement. In other words, a LIFO adjustment must appear somewhere on the
year-end Income Statement ... and it does not have to be buried in Cost of Goods Sold.

FISCAL YEAR DEALERS—WATCH OUT FOR THAT ASSUMPTION

In connection with fiscal year dealers, NADA’s Guide states that: “A dealer who is on a fiscal year for tax
purposes may make his/her LIFO adjustment on the fiscal year-end statement or on the December statement.
The adjustment does not have to be made on both statements.” It further adds: “Note: if Dealership A were
a fiscal year taxpayer with a fiscal year ending in June, it would have been in compliance if it had made a LIFO
adjustment on either the June (fiscal year end) statement or the December statement. The dealership would
not have to make an adjustment in both months.”

Readers should be careful to appreciate that the above general statements are based on the agssumption
that the LIFO reserve change adjustment reflected in the Income Statement for the end of the fiscal year will be
carried forward automatically and appear as a LIFO reserve change adjustment in the December (calendar year-
end) Income Statement. For more on this, see the discussion in the accompanying article on page 7. A few
callers have interpreted NADA'’s generalizations to mean that if the fiscal year-end Income Statement reflected
a LIFO adjustment, then the calendar year-end statement would not need to ... and that is clearly not the case!

CONDUCTING A SELF-AUDIT & GETTING A LETTER "FROM YOUR CPA"

For dealers who want to conduct their own “self-audit,” NADA advises them to (1) check the 12" month
Factory statements for the years 1991-1996 to determine if a LIFO conformity violation exists and (2) see whether
or not LIFO adjustments were made on 12" month statements in a way that did impact the calculation of net
income. If not, was a 13" month statement with a correct adjustment in the Income Statement sent to all parties
who received the 12" month statement before the date the January statement for the following year was due?
Yes___ No___. A Yes answer saves the dealer. Dealers are also advised to determine if copies of factory
statements were provided to shareholders, partners, and creditors.

The Guide indicates that if a CPA conducts the self-audit for the dealer and indicates that no conformity
violations exist, the dealership should “obtain_a letter from your CPA indicating that the review has been
completed and that the dealership is entitled to relief under Rev. Proc. 97-44.” In addition, these dealers are
advised to create a file containing the 12th month statements, highlighting the LIFO adjustment on each
statement after they have been “specifically shown where on each 12" month statement the LIFO adjustment

was made.”

—>
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NADA's Dealer Guide to the LIFO Conformity Settlement (Continued)

These letters may be easy for CPAs to provide in some cases. In other cases, especially where the
dealership has changed CPA firms during the 1991-1996 look-back period, such letters may prove to be very
troublesome for CPAs to sign off. Nevertheless, dealers are well advised to request—or even insist on—such
a letter because, according to NADA, “Dealers who conduct the self-audit for the period 1991-1996 and find no
violations are deemed to be in compliance with Rev. Proc. 97-44 and are therefore protected from any
conformity violations which may have occurred prior to 1991."

IF A CONFORMITY VIOLATION IS FOUND

NADA points out that if a conformity violation is found during the dealer’s self-audit, a dealer must decide
whether or not he or she wishes to take advantage of the IRS’ settlement offer. The consequences of failing to
pay the 4.7% settlement fee to the dealer are addressed. CPAs should be aware that if a violation is found during
the self-audit, and the dealer decides not to take advantage of the settlement, that could place the CPA in a “no
win” position relative to that CPA’s responsibilities as a tax return preparer before the IRS. Thisinvolves possible
liabilities and/or penalties that might be assessed for undervaluation of inventories and all the related infractions
(against both taxpayer and practitioner) an overzealous IRS agent might come up with.

On this point, the Guide further provides that: “If XYZ does not elect to settle its conformity violation under
Rev. Proc. 97-44 and is later audited by the IRS, it would be subject to immediate termination of its use of the
LIFO method and could be required to include the full amount of its LIFO reserve in income immediately, in one
taxable year.” One might fear the consequences could be far worse than that for a dealer willing to play the “will
they ever catch me” game: The LIFO election termination could be retroactive to a prior year with significant
interest and penalties added. As a practical matter, it would appear that the likelihood of the IRS auditing dealers
who do not pay a settlement fee seems very strong. Isn't it likely that every IRS auditor’s checklist or document
request from now on will include inquiries into the dealer’s status relative to Revenue Procedure 97-44? The
chances of a dealer with a LIFO conformity violation during the 1991-1996 look-back period not being found out
by the IRS would seem to be extremely small. Although... it could happen!

Appendix C of NADA’s Guide includes a Memorandum format that dealers paying the Rev. Proc. penalty
amount might follow. Revenue Procedure 97-44 states in Section 5.04 that each Memorandum shall be signed
under penalties of perjury. NADA'’s format does not specifically include an affirmative statement under the
penalties of perjury, althoughitdoesinclude a statement that the dealer agrees to all terms of Revenue Procedure
97-44. More cautious taxpayers using the format in Appendix C might want to insert specific "penalties of perjury”
language in this regard to avoid any doubt.

WILL TERMINATING THE LIFO ELECTION AVOID THE 4.7% PENALTY?

On page 8 of its Guide, NADA states three options open to a dealer with a violation: (1) pay the settlement
fee, (2) “roll the dice,” and (3) terminate LIFO. The Guide states that if a dealer is thinking about getting off LIFO,
it should not pay the Settlement Amount. Instead, the dealer can elect to terminate its use of the LIFO method
and simply pay the income tax owed on the LIFO reserve over a four-year period. ltwould appear that Rev. Proc.
97-44 offers a strong incentive for dealers with conformity violations imply walk away now from their LIFO

lection with nothin r re of their LIFO reserv ver a four year period.

NADA clearly states that if a dealer wants to get off of LIFO, it should not make any payment under Rev.
Proc. 97-44 and it should simply go ahead and terminate its LIFO election. Under recent Revenue Procedure
97-37 (Appendix Section 10), the Service seems to have done away with the distinction it previously made
between (1) taxpayers who were trying to terminate their LIFO elections because they had an eligibility violation
in a prior year, and (2) taxpayers who simply wanted to terminate their LIFO election for other reasons—such
as an anticipation that severe price deflation might lie ahead.

In the current situation, according to NADA, as long as the dealer goes off of LIFO before it makes its first
4.7% settlement instaliment payment, the dealer can avoid any liability for its former LIFO conformity violations.
NADA's listing of “Frequently Asked Questions” includes: “If I no longer want to use the LIFO method, do | have
to do the self-audit and make the settlement payment?” Its answer is: “No. You can voluntarily terminate your
LIFO election and pay the income tax liability on your LIFO reserve over four years. You do not have to pay the
settiement fee.”

Section 7.03 of the Revenue Procedure provides that: “A taxpayer that makes one or more payments under
this Revenue Procedure may not change from the LIFO inventory method pursuant to Rev. Proc. 97-37, 1997-
331.R.B. 18, for ataxable year beginning before the date that the entire Settlement Amount is paid in accordance

see NADA'S DEALER GUIDE TO THE LIFO CONFORMITY SETTLEMENT, page 12
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SOME GENERALIZATIONS & ADVICE PRACTICE
FOR DEALING WITH REV. PROC. 97-44 AID

1. What you (a CPA) can say to your auto dealer client about Rev. Proc. 97-44 will depend on several factors
including ... your prior oral and/or written advice on financial statement conformity to the dealer ... and whether
the dealership accepted and reflected your prior advice.

2. Dealers with specific problem fact patterns should consider requesting a Letter Ruling from the Internal
Revenue Service, and requesting expedited considerationin order to receive an answer before May 31, 1998.

3. Adealer's potential liability under Rev. Proc. 97-44 should be considered immediately so that any material
amounts or implications may be reflected in the financial statements (or in accompanying notes thereto)
issued in reports for the dealership for years ending after October 31, 1997.

4. Itmaybe appropriate to advise a dealer with a conformity violation to seek legal advice before making its first
payment under Rev. Proc. 97-44, especially if another CPA firm is involved in a prior violation year.

5. Eachdealership should compile a “defense file” with respect to the years 1991-1996. This file should include:
Copies of dealer Factory financial statements for the years 1991 through 1996.

An attestation that those statements are copies of the statements originally filed.

Copies of any written communications in prior years to the dealership regarding conformity matters.
Copies of any year-end LIFO reserve change projections.

Copies of any adjusting entries or journal entries made to reflect LIFO reserve changes.

If another CPA firm was involved with any of the prior “look-back years:”

(1) Copies of any correspondence with that prior CPA firm relative to conformity matters or issues, and
(2) Copies of any replies received from that prior CPA firm.

6. Any CPA firm compiling a “defense file” for a dealership with respect to Revenue Procedure 97-44 should
retain a complete copy of that file for its own purposes. The dealership may change CPA firmsin a later year
and questions may arise in the future relative to these determinations and/or liabilities thereunder.

7. Under certain circumstances, if a CPA firm needs to compile a “defense file” of its own, notification to its
insurance carrier should be considered.

8. Ifadealershiprequestsa CPA firmtoprovide a written opinion relative toits liability under Revenue Procedure
97-44, consideration should be given to having that opinion reviewed by legal or insurance counsel prior to
its issuance.

9. As early as practical, CPAs should begin to communicate with prior CPA firms who might be involved with
prior look-back years in which there may be LIFO conformity violations. Consideration should be given to
reducing all such communication to writing.

10. Consideration should be given to the ramifications of the IRS positions expressed in Revenue Ruling 97-42
and Revenue Procedure 97-44 to other business on LIFO that submit year-end pre-formatted financial
statements to manufacturers, suppliers and/or creditors.

See the September, 1997 LIFO Lookout (pages 10-12) and the December, 1997 LIFO Lookout (page 9) for
discussions of problem areas and unanswered questions arising under Revenue Procedure 97-44.

mmoow>»

NADA's Dealer Guii he LIF nformity Settlemen (Continued from page 11)

with this Revenue Procedure.” Apparently, the key here isthatin order for adealer to get off Scot-free, he should
have made no payments under the Revenue Procedure before he decides to terminate the LIFO election and
effects that termination by filing Form 3115.

This was recently confirmed "unofficially” by phone calls as the current position of NADA and of several IRS
officials, including the principal authors of Rev. Proc. 97-44 and of Rev. Proc. 97-37. Consequently, it appears
the IRS has intentionally conferred a real benefit to dealers by letting them walk away from their LIFO elections
with only a 4-year repayment spread of their LIFO reserves... if they act fast. %
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PROJECTING YEAR-END LIFO RESERVE CHANGES

Projecting changes in LIFO reserves at year-end usually is not too difficult or time-consuming. These LIFO
reserve change projections involve two estimates: (1) the ending inventory level, and (2) the overall infla-
tion percentage for the year. Al other factors necessary to compute projected year-end changes in the LIFO
reservesfor dollar-value LIFO pools are known at the time the projections are made because they are “facts” related
to the beginning of the year.

« Beginning-of-the-year inventory expressed in total dollars and in base dollars,
+ Beginning-of-the-year LIFO valuation of the inventory,

+ Method used for valuing current year increments, and

» Cumulative inflation index as of the beginning-of-the-year.

The computation of the projected change in a LIFO reserve is made by plugging in the estimates of (1) the year-
end inventory level and (2) the current year's rate of inflation or inflation index, ... and then “working backwards”.

(1) DETERMINE the cumulative index as of the end-of-the-year—this is the estimated current year
inflation index times (i.e., multiplied by) the beginning-of-the-year cumulative index,

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

(3) COMPARE the end-of-the-year inventory expressed 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,

(4) VALUEtheprojectedincrementunder the method already selected for valuing increments on Form 970,
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.

(5) 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,

(6) SUBTRACT the ending inventory at its LIFO valuation 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,

(7) FINALLY, SUBTRACT the actualLIFO reserve as of the beginning-of-the-year from the projected
LIFO reserve as of the end-of-the-year. The result determined in this final step is the estimate of
the change in the LIFO reserve for the year.

STEPS

PROJECTION

WHY LIFO RESERVES GO UP OR DOWN

Taxpayers using LIFO are often surprised when they find out that even though their year-end inventory levels are
projected to be lower than they were at the beginning-of-the-year, their LIFO reserves are expected to increase. And
often these increases are very large. As the example shows (pp. 14-15), often the netchange inthe LIFO reserve
for a year is the result of complementing or offsetting price and inventory investment payback factors.

Upward influences...causing increases:
- Price increases ...inflation.
« Quantity increases, if a dual index methodology/approach is used.

Downward influences...causing decreases:

« Price decreases ...deflation.

« Decreases in inventory investment levels—i.e., pay-backs of previ-
ously built-up LIFO reserves to the extent necessitated by the carryback of
a current year quantity decrease (referred to as “decrements”) against
increases (“increments”) built up in prior years.
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If year-end LIFO projections show that the dollar amount of the ending inventory (expressed in terms of base
dollars) isprojected tobe lower than the beginning-of-the-year inventory amount (also expressed in base dollars),
that means there is going to be a liquidation or decrement in a technical LIFO sense. However, that liquidation

see PROJECTING YEAR-END LIFO RESERVE CHANGES, page 16
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XYZ CADILLAC-OLDSMOBILE, INC.
UFO INVENTORY RESERVE REPORT
ALTERNATIVE LIFO METHOD PER REVENUE PROCEDURE 92-79
FOR THE YEAR ENDED DECEMBER 31, 1997
REPORT #1 - CALCULATION OF ANNUAL LFO INVENTORY AND RESERVE CHANGES - NEW AUTOS POOL #

NEWAUTOS NEW AUTOS

DECEMBER 22, 1997

POOL¥  POOLM
19% 1997
A BEGINNING OF YEAR INVENTORY AT BASE DATE COST
-AS REBASED 388107 3816606
B. END OF YEAR INVENTORY AT END OF YEAR
(CURRENT) PRICES 456379 35630
C. END OF YEAR INVENTORY AT BEGINNING OF YEAR NOTFULLY  NOTFULLY
(BASE) PRICES REPRCED  REPRICED
D. CURRENT YEAR PRICE INDEX
END OF YEAR INVENTORY PRICED
~ ATEND OF YEAR PRICES (DIVIDED BY)
RATIO OF: 102653 101928
END OF YEAR INVENTORY PRICED
AT BEGINNING OF YEAR PRICES
E CUMULATIVE LINK-CHAIN INDEX
CURRENT YEAR PRICE INDEX (LINE D)
MULTIPLIED BY (X) PRIOR YEAR'S CUMULATIVE INDEX 1.19121 121418
(UNE E OF PRIOR YEAR)
F. END OF YEAR INVENTORY AT BASE DATE COST
(UNE B DMDED BY LINE E) 3816606 2962446
G.CURRENT YEAR INVENTORY INCREASE
} IN BASE
1. END OF YEAR INVENTORY AT BASE DATE COST (LUINE F) 3816606 2962446
2. BEGINNING OF YEAR INVENTORY AT BASE DATE COST (LINE A) BHBI0)  (3816606)
3. CURRENT YEAR INCREMENT (G{1) EXCEEDS G{2)
OR DECREASE (IF G{2) EXCEEDS G{1)) @1501)  (@54,160)
4, UFO VALUATION OF CURRENT YEAR INCREMENT
(F G{1) EXCEEDS G{2), MULTIPLY LINE G(3) BY UNE ) NA NA
H. ANALYSIS OF YEAR-END INVENTORY LIFO LAYERS' - AS REBASED
BASE VALUATION
DOLLARS FACTOR
JANUARY 1, 1974 INCREMENT 778915 X 0.39457 VI NI
CALENDAR YEAR 1975 INCREMENT 145647 X 0.41706 60,744 60,744
CALENDAR YEAR 1981 INCREMENT 240455 X 067184 161548 161548
CALENDAR YEAR 1982 INCREMENT 45372 X 069050 My 27998
CALENDAR YEAR 1984 INCREMENT 253488 X 074440 188,69 188,696
CALENDAR YEAR 1985 INCREMENT 1297 X 077983 %909 95909
CALENDAR YEAR 1967 INCREMENT 174073 X 0.86245 190,129 150,129
CALENDAR YEAR 1989 INCREMENT 0834 X 093237 718 30718
CALENDAR YEAR 1991 INCREMENT ABI74 X 1.00000 638083 43174
CALENDAR YEAR 1994 INCREMENT 0X 112908 319551 0
CALENDAR YEAR 1995 INCREMENT 0X 116042 24983 0
262446
ENDING INVENTORY AT LIFO VALUATION, TOTAL PER ABOVE 3007606 2,058,163
LESS: ENDING INVENTORY AT END OF YEAR PRICES (LINE B) 456379 3596943
LIFO RESERVE AT END OF CURRENT YEAR 158773 15870
LESS: LIFO RESERVE AT END OF PREVIOUS YEAR 1421 1587173
INCREASE (DECREASE) IN IFO RESERVE AT END
17544

4
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DECEMBER 22, 1997
XYZ CADILLAC-OLDSMOBILE, INC.

LIFO INVENTORY RESERVE REPORT
ALTERNATIVE LIFO METHOD PER REVENUE PROCEDURE 92-79
FOR THE YEAR ENDED DECEMBER 31, 1997

REPORT #3 - ANALYSIS OF LIFO RESERVES - NEW AUTOS POOL #1

BASE  INDEX COMPOSITION OF

DECEMBER 31, 1997 LIFO RESERVE CONSISTS OF: DOLLARS FACTOR LIFO RESERVE
JANUARY 1, 1974 INCREMENT 718915 X 081961  (1.21418-0.39457)= 638,407
CALENDAR YEAR 1975 INCREMENT 145647 X 079712 (1.21418-0.41706) 116,098
CALENDAR YEAR 1981 INCREMENT 24045 X 054234  (121418-067184) 130,409
CALENDAR YEAR 1982 INCREMENT 405372 X 052368  (121418-0.69050)= 212285
CALENDAR YEAR 1984 INCREMENT 253488 X 046978 (121418074440 119,084
CALENDAR YEAR 1985 INCREMENT 122967 X 0434%  (121418-0.77983)= 53419
CALENDAR YEAR 1987 INCREMENT 174073 X 06173 (1.21418-0.86245 61,227
CALENDAR YEAR 1989 INCREMENT 408334 X 028181  (1.21418-093237)= 115073
CALENDAR YEAR 1991 INCREMENT 4B174 X 021418  (1.21418-1.00000)= 92777
CALENDAR YEAR 1992 INCREMENT 0X 017258  (1.21418-104160) 0
CALENDAR YEAR 1993 INCREMENT 0X 013746  (121418-107672= 0
CALENDAR YEAR 1994 INCREMENT 0X 008510  (1.21418-1.12008F 0
CALENDAR YEAR 1995 INCREMENT 0X 005376  (1.21418-1.16042)% 0
CALENDAR YEAR 1996 INCREMENT 0X 00297  (121418-1.19121F 0
ROUNDING _ 1
TOTALS 2962446 1538780
| NEW AUTOS
PROOF / RECONCILIATION OF INCREASE IN LIFO RESERVE AS OF DECEMBER 31, 1997 POOL #1
AMOUNT OF BASE DOLLARS THAT REMAINED INTACT THROUGHOUT DECEMBER 31, 1997 2,962,446
(X) MULTIPLIED BY CURRENT YEAR INFLATION (1.21418 - 1.19121) X 002297
INCREASE (DECREASE) IN LIFO RESERVE DUE TO INFLATION (DEFLATION) FACTOR 63,047

LESS PAYBACK DUE TO DECREMENT CARRIED BACK AGAINST PRIOR YEAR LAYER(S)

DECEMBER 31, 1991 204909 X 0.19121 (1.19121 - 1.00000 (39,181)

DECEMBER 31, 1994 283019 X 0.06213 (1.19121- 1.12908)- (17,584)

DECEMBER 31, 1995 366232 X 0.03079 (1.19121 - 1.16042= (11,276)
84160

TOTAL PAYBACK DUE TO DECREMENT 68,041

ROUNDING 1

INCREASE (DECREASE) IN LIFO RESERVE AT END OF CURRENT YEAR L

De Filipps' LIFO LOOKOUT Vol. 7. No. 4
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nformity Requirements: The Ultimate LIFO Tr (Continued from page 8)

The William Powell Company and the Insilco decisions are the only recorded cases where taxpayers
contested the IRS termination of their LIFO elections in court. The bottom line is that the IRS takes all of these
conformity requirements seriously. On many audits, instead of assuming that the taxpayer has complied, the IRS
asks for proof that financial statements at year-end were not in violation of the LIFO conformity requirements.

In these situations, the IRS asserts that there is no statute of limitations preventing it from inquiring as to
conformity eligibility ... and that it can go as far back as the initial LIFO election year. Furthermore, the burden
of proof would fall on the taxpayer—not on the IRS—in these inquiries.

CONCLUSION

The multi-faceted LIFO conformity requirements are broad and potentially treacherous... just like silent
icebergs in the icy North Atlantic waiting for the next Titanic to come by. The IRS recognizes no limit on its ability
to go back to any prior year to ferret out a possible conformity violation ...except for its recently self-imposed
limitation in this regard found in Revenue Procedure 97-44 for automobile dealers. One cannot be too fearful,

careful or respectful of that potential power. %
Projecting Year-End LIFO Reserve Changes (Continued from page 13)

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” depends on how the prior year layers were built up
over time and how they were valued for LIFO purposes.

DECREMENT CARRYBACKS

The general ruleis 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 1997 is carried back first against any 1996 increment, then against 1995, then against
1994, then against 1993, etc. until the entire amount of the 1997 decrement (expressed in base dollars) has been
fully accounted for. In some instances, a decrement may end up being carried all the way back to the original

first LIFO year base layer.

EXAMPLE

In the example on pages 14 and 15, the decrease projected for 1997 is carried back against increments that
remain from the prior years 1995, 1994, and 1991. In the actual fact pattern of the example, there were no (net)
base dollars for the years 1996 and 1993 because there were decrements in those years which were previously
carried back. The cumulative index at the end of 1996 is 1.19121 and the cumulative index at the end of 1997
(projected) is 1.21418. The projected increase in the LIFO reserve due to inflation is $68,047 and that is offset
by a payback of $68,041 due to the significant decrease in ending inventory level. The net change in the LIFO
reserve is an increase of $7... even though the ending inventory for 1997 is projected to be $1 million less than

the year before. p: o
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MODEL / ITEM CATEGORY INFLATION SURVEY
FOR QUICK, ONE-OF-EACH, LIFO ESTIMATES
AS OF DECEMBER 31, 1997

INFLATION ESTIMATE REPORT BY MAKE - BASED ON INFORMATION AVAILABLE

POOL #1 — POOL#2 .
A oo NEW.. : L NEWS
.. AUTOMOBILES . ~ . . LIGHT-DUTYTRUCKS .

ACURA 1.60% 1.56%
AUDI 1.51% .
BMW 1.46% .
BUICK 2.42% -
CADILLAC 1.80% .
CHEVROLET 2.80% 2.22%
CHRYSLER 0.84% 0.98%
DODGE 1.75% 1.88%
EAGLE 2.64% -
FERRARI 0.31% .
FORD 2.94% 1.35%
GMC TRUCKS - 2.72%
HONDA 0.22% 0%
HYUNDAI N/A N/A
INFINIT! 0% N/A
ISUzU - 0.10%
JAGUAR 0% .
JEEP . 1.71%
KIA N/A N/A
LAND ROVER / RANGE ROVER - (0.27%)
LEXUS 1.87% 0.51%
LINCOLN 0.70% 0%
MAZDA 0.18% 0.02%
MERCEDES (0.02%) 0%
MERCURY 2.34% 0.43%
MITSUBISHI 4.25% 1.76%
NISSAN 0.32% 3.60%
OLDSMOBILE 1.72% 0.64%
PLYMOUTH (2.45%) 3.73%
PONTIAC 553% 0.12%
PORSCHE 0% .
ROLLS ROYCE / BENTLEY 2.55% .
SAAB 2.10% -
SATURN 0.79% -
SUBARU 0.13% 0%
SUZUKI 0% 0%
TOYOTA 1.25% 1.88%
VOLKSWAGEN 0.68% N/A
VOLVO 1.82% .

Complete 1998 intro price information is not currently available for all models.

Accordingly, some inflation indexes exclude certain item(s) for which 1998 information is missing.

New items are repriced at current cost - i.e., no inflation.

Source: W.J. De Filipps' Make / Model Analysis Data Base Report, Preliminary Edition (Copyright, 1998)

De Filipps' LIFO LOOKOUT Vol.7,No. 4
December 1997 17

A Quarterly Update of LIFO - News, Views and Ideas




1661 lequedeq g8t

Seap| PUB SMAIA 'SMAN - 0411 10 atepdn Ajiauenp v

¥ 'ON ‘L 'IoA

LNOMOO1 0411.sddii4 eq

INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL

DEALER COST FOR THE YEAR ENDED 12/31%7
NEW ITEMS AT CURRENT COST - LE., NO INFLATION

DECEMBER 23, 1997

NEW AUTOS - POOL #1
3SERIES

§ SERIES

7SERIES

8 SERIES

p«]

TOTAL NEW AUTOS

TOTAL BMW

BUICK

8
14
2
2
0
2
2

Iﬂlu'u

- w =

1

~

7
—

lnlalunu;:ﬁ

127923 130940 307 20%
248880 26,170 720  29%
WM 144104 0o o

151080 151,080 o 0%

0 NA%

55741 57,050 100 23%
254 25254 THAM 1618 160%
Q801 221 %S 1485 15%
62801 3281 95y 1485 150%
55 3505 83951 123401 150%
BN R 2704% 654 247%
8964 8954 0

106,108 108978 870 082%
042 424 o o
T2 T2 ATAR T 5%
AT AT2AN 4TS T4 151%
30870 110800 467,750 590 124%
156670 150,640 2070 190%
188,285 122270 405 213%
148515 148,030 1515 100%
56,065 57,250 55 103%
918085 110900 1044540 18085 140%
918985 110900 1044940 15055 140%
w1 3334 108 a10%
435% #4153 67 142%
53,815 504 1119 190%
w841 40841 o %

2250 8413 218 794%
0 NA%

w812 dopt 402 24%
13872 M0p1 209875 A2 242%

INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL
DEALER COST FOR THE YEAR ENDED 1213187
NEW ITEMS AT CURRENT COST - LE., NO INFLATION

DECEMBER 23, 1967

CHEVROLET

NEW AUTOS - POOL #
CAMARO

CAVALIER

CORVETTE

LUMINA

MALIBU

METRO

MONTE CARLO

PRIZM

TOTAL NEW AUTOS

NEW LIGHT-DUTY TRUCKS - POOL R
ASTRO VAN

BLAZER

CK CHASSIS CAB
CKPICKUP

CHEVY VAN

COMMERCIAL CUTAWAY VAN
EXPRESS VAN

$10 PICKUP

SUBURBAN

TAHOE

TRACKER

VENTURE

TOTAL NEW L-D TRUCKS

TOTAL CHEVROLET

Bl NRDWON WL

P
oa&u&muogwuﬂ

-
«

(==

59,165 60,044 879  149%
108,870 111,441 2571 23%6%
72641 74,509 1958  270%
71,765 78,075 310 040%
318,441 324,159 5718 180%
318,441 324,158 5718 180%
76,513 79,303 2790  365%
57861 18148 80,001 4082  53™%
2808 32,808 0 0%

50,453 51,465 1002 1.99%
30,709 31,238 438 143%
25818 2838 5§18 201%
33,838 34,852 1,014 3%
24939 2493 0 0%

75282 T3R5 102 9845 280%
129,825 133,088 3283 251%
80,650 84,778 4128  512%
26,13 241,568 5431 2X0%
463491 43049 517,942 11402 225%
189,798 184,416 4618  243%
142,748 143378 632  044%
108128 110,403 2215  210%
196,869 204,057 7088  360%
82,985 95,042 2057  221%
96,278 97,248 969  1.01%
54,559 55,955 1308  256%
77452 37040 114512 20 002%
1808017 80,080 1,962,385 a8 2%
2144208 155984 2,353,407 53124 231%
17,784 17,794 0 0%

0 NA%

0 NA%
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DECEMBER 23, 1997 DECEMBER 23, 1997

INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL
DEALER COST FOR THE YEAR ENDED 123187 DEALER COST FOR THE YEAR ENDED 123187
NEW ITEMS AT CURRENT COST - LE., NO INFLATION NEW ITEMS AT CURRENT COST -LE., NO INFLATION

SEBRING 4 FERRARI
TOTAL NEW AUTOS [ NEW AUTOS - POOL #1
45 GT 2 3,830 386,630 0 0%
NEW LIGHT-DUTY TRUCKS - POOL #2 550 MARANELLO 1 172304 172304 0 0%
TOWN & COUNTRY 5 134183 135,494 1311 086% F355 3 331485 33428 2743 083%
TOTAL NEW LD TRUCKS 5 134183 135,404 1311 098% TOTAL NEW AUTOS 6 800419 893,162 274 031%
TOTAL CHRYSLER 10 200853 17,784 220544 2097 082% TOTAL FERRAR! 8 890419 893,162 2743 031%
—— —
DODGE FORD
NEW AUTOS - POOL #1 NEW AUTOS - POOL #1
AVENGER 2 20478 29,504 116 0.39% CONTOUR 3 26243 20270 48248 1,735 373%
INTREPID 2 38574 38574 0 % CROWN VICTORIA 4 9900 41,134 81,509 415 059%
NEON 2 19700 20,830 1130  574% ESCORT 5 T 2470 5942 2253 391%
STRATUS 2 28997 29790 793 273% MUSTANG 5 9424 96,573 2319 246%
VIPER 0 0 NA% TAURUS 4 783717 80,069 3602 483%
TOTAL NEW AUTOS 8 78175 38574 2030 175% TOTAL NEW AUTOS 21 26973 86,13 366,341 10474  294%
NEW LIGHT-DUTY TRUCKS - POOL #2 NEW LIGHT-DUTY TRUCKS - POOL #2
CARAVAN 10 214405 219623 5218 243% CUTAWAY VAN 15 250567 25721 6704  268%
DAKOTA 5 71845 71915 0 010% E SERIES VANWAGON 11 218086 21,1m 3685  169%
DURANGO 1 23318 23318 0 0% EXPEDITION 4 106576 109,332 2758 259%
RAM CAB & CHASSIS 6 107519 109,895 23716 221% EXPLORER 13324010 319225 (4785)  (1.48)%
RAM PICKUP 28 309888 202094 521774 9,792 1.91% F SERIES CAB & CHASSIS 7 13169 134,437 2738 208%
RAM VANS 0 0 NA% F150 PICKUP 44 797,100 810,974 13874 1.74%
RAMWAGON 0 0 NA% F250 PICKUP 24 451,083 460,171 9108  202%
- F350 PICKUP 7 1291 132,700 2739 211%
TOTAL NEW LD TRUCKS 50 703857 225412 17458 188% RANGER 16 811% 231135 0 0%
WINDSTAR 5 103328 103435 107 010%
TOTAL DODGE 58 781832 283988 1,085,313 19495  188% -_
TOTAL NEW LD TRUCKS 146 2512300 231,135 2780451 1928 135%
TOTAL FORD 167 2782121 317271 3146792 41400  153%
EAGLE —
NEW AUTOS - POOL #1 GMC TRUCKS
TALON 4 62153 63,79 1643 264%
VISION 0 0 NA% NEW LIGHT-DUTY TRUCKS - POOL &2
CK CAB & CHASSIS 13 2%207 241,567 530  22™%
TOTAL NEW AUTOS 4 82153 1,643 264% C-K SIERRA PICKUP 29 465271 43171 518720 11278 222%
CHASSIS LO-PRO 3 41248 43512 2264 549%
JMMY 4 8102 86,230 528  643%
AL EAGLE 4 153 63,798 1 284% ! : :
Tor & e $15 SONOMA 14 199,340 205,937 6597  331%
SAFARI 6 110435 113105 2670 242%
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INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL

DEALER COST FOR THE YEAR ENDED 123197
NEW ITEMS AT CURRENT COST - LE., NO INFLATION

DECEMBER 23, 1997

SAVANA

SUBURBAN

YUKON

TOTAL NEW L-D TRUCKS

TOTAL GMC TRUCKS

HONDA

NEW AUTOS - POOL #
ACCORD

cvic

PRELUDE

TOTAL NEW AUTOS

NEW LIGHT-DUTY TRUCKS - POOL #2
CRvV

ODYSSEY

PASSPORT

TOTAL NEW L-D TRUCKS

TOTAL HONDA

HYUNDAI

NEW AUTOS - POOL #
ACCENT
ELANTRA
SONATA
TIBURON

TOTAL NEW AUTOS

TOTAL HYUNDAI

INFINMT

NEW AUTOS - POOL #
130
J30

bl w3IB

Iglﬁlaow

oo

316,571 323,542 8971  220%
83213 95,986 2783 295%
52935 54433 1408 283%
1506242 43171 1684012 450 2%
1506242 43,171 1684012 U599  212%
4896 42396 0 0%
213,890 215,158 1266 059%
64,839 65,108 267 041%
278729 423928 704,188 1533 02%
35833 3598 0 0%

0 NA%

234480 234480 0 0%
70413 270413 0 0%
218729 634339 974,601 1533 0.16%
0 NA%

0 NA%

0 NA%

0 NA%

0 NA%

0 0%

0 NA%

0 NA%

INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL
DEALER COST FOR THE YEAR ENDED 12/3187
NEW ITEMS AT CURRENT COST - LE., NO INFLATION

DECEMBER 23, 1997

Q45
TOTAL NEW AUTOS

NEW LIGHT-DUTY TRUCKS - POOL
x4

TOTAL NEW L-D TRUCKS
TOTAL INFINITI

ISUZU
NEW LIGHT-DUTY TRUCKS - POOL ®2
HOMBRE
OASIS
RODEO
TROOPER
TOTAL NEW L-D TRUCKS

TOTAL Isuzu

JAGUAR
NEW AUTOS - POOL #1
X8
XK8
TOTAL NEW AUTOS

TOTAL JAGUAR

JEEP

NEW LIGHT-DUTY TRUCKS - POOL
CHEROKEE
GRAND CHEROKEE

l.1.1..

-
~No

8015 86915 0 0%

8915 86915 0 %

0 NA%

0 NA%

8915 86915 0 0%

812 88043 137359 1214 089%
43547 £3758 08 047%
163678 163678 0 0%

47285 48248 (1037)  (2181%
138934 251721 201,038 38 010%
138934 251721 31,038 8 040%
214645 214645 0 0%

118578 1185576 0 0%
18578 214845 333221 0 %
118578 214645 333221 0 0%
165,933 171,077 5144 310%
106795 85604 194017 28 027%



DECEMBER 23, 1697 DECEMBER 23, 1997

INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL.

\TION ESTIMATE REPORT BY MAKE/MODEL/POOL
NRLA DEALER COST FOR THE YEAR ENDED 12/3187

DEALER COST FOR THE YEAR ENDED 123147
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NEW [TEMS AT CURRENT COST - LE., NO INFLATION

NEW ITEMS AT CURRENT COST - LE,, NO INFLATION

WRANGLER 3 415 46,969 1264 274% GS 300 SEDAN 2 63928 63928 0 0%
— GS 400 SEDAN 2 BZ 692 0 %
TRUC 2 M o, 4 ] 171% LS 400 SEDAN 0 0 NA%
TOTAL NEWLD TRUCKS B e wm aaw = SC 300 COUPE 2 8931 7082 178 251%
TOTALJEEP D wAn  semh 42w Pre S, $C 400 COUPE 2 a2 %0486 1% 3%
TOTAL NEW AUTOS 10 208480 140850 385878 6548 187%
KiA NEW LIGHT-DUTY TRUCKS - POOL 2
NEW AUTOS - POOL #1 LX450 2 @10 0618 o 051%
SEPHA 0 0 NA% —
_ TOTAL NEWLD TRUCKS 2 819 0618 o 0st%
0 0 NA% —
TOTAL NEW ALTOS TOTAL LEXUS 12 291670 140850 439408 6978 161%
NEW LIGHT-DUTY TRUCKS - POOL 2 —
SPORTAGE 0 0 NA%
_ UNCOLN
0 0 Na%
TOTAL NEWLD TRUCKS K NEW ALTOS..POOL#1
CONTINENTAL 1 3 3524 55 156%
TOTALKiA - vo® MARK VI 2 89412 70374 w2 13%
TOWNCAR 3 108449 108,449 0 o
LAMBORGHINI TOTAL NEW AUTOS 8 103411 108480 213347 148 070%
N TS -PooL ¥ o 0 N NEW LIGHT-DUTY TRUCKS - POOL 12
° NAVIGATOR 2 M54 7151 0
TOTAL NEWAUTOS o o Nm TOTAL NEWL.D TRUCKS 2 1AM TS o o
TOTAL LAMBORGHINI 0 ¢ n TOTAL LINCOLN B 10341 17993 284861 1487 05
LAND ROVERRANGE ROVER -
NEW LIGHT-DUTY TRUCKS - POOL 82
LAND ROVER DISCOVERY 2 RM NN H455 (1335)  (203% NEW AUTOS - POOL #1
RANGE ROVER 2 104875 105,751 876 084% 626 4 948 69482 0 0%
2 MILLENIA 2 s 57414 B oom
TOTAL NEW LD TRUCKS 4 %915 BN 170218 ) 027 mxxj MATA 2 75 mXe % 77§ %ﬁ
- Pl 3 7, A
TOTAL LAND ROVERRANGE ROVER 4 16915 BN 1027 s (0z1% ROTEGE 3w 57,965 % 01%%
— TOTAL NEW AUTOS HOMeT0  89TBE 208944 » 0%
LEXUS NEW LIGHT-DUTY TRUCKS - POOL #2
NEW AUTOS - “ B SERIES PICKUP 16 26984 226,984 0 0%
ES 300 SEDAN 2 5180 53,490 158 208%
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DECEMBER 23, 1967 DECEMBER 23, 1997

INFLATION ESTIMATE REPORT BY MAKEMODEL/POOL INFLATION ESTIMATE REPORT BY MAKE/IMODELIPOOL
DEALER COST FOR THE YEAR ENDED 123187 DEALER COST FOR THE YEAR ENDED 12331587
NEW ITEMS AT CURRENT COST - LE., NO INFLATION NEW [TEMS AT CURRENT COST - LE,, NO INFLATION
4 94950 MITSUBISHI
TOTAL NEWL-D TRUCKS 20 04850 26084 322023 0 002% NEW AUTOS -POOL #1
— 3000GT 5 13821 144,206 6035  43%%
TOTAL MAZDA M 21176 N6TT2 52867 “ 008% DIAMANTE 2 242 B8 51883 256 52™%
— ECLIPSE 12 216388 27455 1087 511%
GALANT 5 84548 15565 82002 1880 236%
MERCEDES MIRAGE 8 90484 83275 2811 a1
NEW AUTOS - POOL # TOTAL NEW AUTOS 2 55188 30341 508901 UNT A%
CCLASS 2 5690 56,960 0 0%
CLCLASS 2 165500 167,330 1740 08%% NEW LIGHT-DUTY TRUCKS - POOL #2
CLK 1 U505  HUS05 0 0% MONTERO 1 V63 28663 0 0%
ECLASS 5 7330 124785 200405 260 114% MONTERO SPORT 6 6704 40889 130682 2749 215%
SCLASS 5 365956 %8875 2920  080% —
SLCLASS 2 185080 177,830 (71130) (385 TOTAL NEW L-D TRUCKS 7 804 69552 150325 274 176%
8K 1 M35 U35 0 0% —_
— TOTAL MITSUBISHI 3 62187 108893 756226 78 3%
TOTAL NEWAUTOS 18 878925 193665 1,070,380 210) a2k —
NEW LIGHT-DUTY TRUCKS - POOL 2 NISSAN
MCLASS 1 20315 20375 0 0%
— NEW AUTOS - POOL #1
TOTAL NEW LD TRUCKS 1 2315 2378 0 % 2008X 6 85443 85,820 M 0%
- 2408X 2 “48 M40 0 0%
TOTAL MERCEDES 19 878025 223040 1,009,755 @10  (0.02% ALTMA 7 22 132 0 0%
— MAXIMA 5 106,504 106,949 3% 01%
SENTRA 7 83404 94,179 885  073%
MERCURY —
TOTAL NEW AUTOS 77 SN I5TES 444843 147 032%
NEW AUTOS - POOL #
GRAND MARQUIS 2 063 4269 0 0% NEW LIGHT-DUTY TRUCKS - POOL #2
MYSTIQUE 2 28274 30943 2000 94% 4X2PICKUP 0 0 NA%
SABLE 3 5308 56,761 (121 19% 4X4 PICKUP 0 0 NA%
TRACER 3 3337 35785 238 7.18% PATHFINDER 8 195121 202,14 708 360%
— QuUEST 0 0 NA%
TOTAL NEWAUTOS 10 119604 42630 186,128 AT 2% —_
TOTAL NEW LD TRUCKS 8 195121 708 380%
NEW LIGHT-DUTY TRUCKS - POOL #2 _—
MOUNTAINEER 3 5082 25878 75874 ®46) (123/% TOTAL NISSAN 35 430852 15TR5 648707 80 132%
VILLAGER 3 6505 65,391 3™ 051% —
TOTAL NEW LD TRUCKS 8 116000 25878 141265 ©13) (A% OLDSMOBILE
TOTAL MERCURY 16 235604 68517 %0733 3182 105% NEW AUTOS - POOL #1
a— ACHEEVA 1 15349 1663 145 068%
AURORA 1 M0 254 04 06%%
CUTLASS 2 B 34,081 818 185%
EIGHTY EIGHT 2 2% 4296 60  151%
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DECEMBER 23, 1997 DECEMBER 23, 1997

INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL
DEALER COST FOR THE YEAR ENDED 123187 DEALER COST FOR THE YEAR ENOED 1213187
NEW [TEMS AT CURRENT COST - LE., NO INFLATION NEW ITEMS AT CURRENT COST - |.E., NO INFLATION

INTRIGUE 2 3163 39,163 0 0% TRANS SPORT 3 30683 20254 60011 4 012%
LSS 1 25341 25,707 BB 14% —
REGENCY 1 25615 25,981 B 143% TOTAL NEW L-D TRUCKS 3 39883 220254 60011 4 012%
TOTAL NEW AUTOS 10 174483 0183 217,208 3680 1.72% TOTAL PONTIAC 2 IM228 20254 409893 18403  470%
NEW LIGHT-DUTY TRUCKS - POOL #2
BRAVADA 1 27408 2,74 B 119% PORSCHE
SILHOUETTE 3 45983 22100 68381 88 042%
—_— NEW AUTOS - POOL #
TOTAL NEW L-D TRUCKS 4 T 2100 98115 615  064% 911 CARRERA SERIES 8 496,167 496,167 0 0%
— BOXTER 2 74447 74047 0 0%
TOTAL OLDSMOBILE 14 47834 61212 313401 4205 130% -
— TOTAL NEW AUTOS 10 496,167 74447 570614 0 %
PLYMOUTH TOTAL PORSCHE 10 496,167 74447 570614 0 0%
NEW AUTOS - POOL #1
BREEZE 1 13571 13,476 97) (0.710% ROLLS ROYCE
NEON 4  B016 20810 41640 (2186)  (4.99%
PROWLER 1 35863 35863 0 0% NEW AUTOS - POOL #1
J— BENTLEY 8 1123800 615369 1,787,492 48233  2TT%
TOTAL NEW AUTOS 6 %59 5673 80979 (2,283)  (245/% ROWS-ROYCE 4 428403 473391 920874 18080  212%
NEW LIGHT-DUTY TRUCKS - POOL #2 TOTAL NEW AUTOS 12 1,552,203 1,088,760 2,708,366 67313 255%
GRAND VOYAGER 3 ¥4 20171 58612 2707 484% S
VOYAGER 3 B4 19255 54355 1358 256% TOTAL ROLLS ROYCE 12 1552293 1,088,780 2,708,366 67313 255%
TOTAL NEW L-D TRUCKS 6 69475 39428 112,97 4088  3T%
—_— SAAB
TOTAL PLYMOUTH 12 106064 96,008 203,948 1,783 0.88%
— NEW AUTOS - POOL ¥
900 SERIES N 2275 %3069 332919 7075 217%
PONTIAC 9000 SERIES § 132807 4024 170171 3260  1.95%
NEW AUTOS - POOL # TOTAL NEW AUTOS 16 385672 127,093 503,090 10325  210%
BONNEVILLE 2 445% 47319 2783  624% J—
FIREBIRD 6 126684 134,669 8185  6.46% 16 385672 121,003 503,080 10325  210%
GRAND AM 4  558% §7,%7 1837  275% —
GRAND PRIX 3 518 54,785 2953  570%
SUNFIRE 4 5261 65,482 2811 546% SATURN
TOTAL NEW AUTOS 19 33158 349,882 18329  553% NEW AUTOS - POOL #1
SC1 2 24n 2664 182 085%
NEW LIGHT-DUTY TRUCKS - POOL R2 sc2 2 24560 24,928 BB 149%
SL 1 9218 9218 0 0%
St 2 20908 20924 18 0.09%
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DECEMBER 23, 1997 DECEMBER 23, 1887

INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL
DEALER COST FOR THE YEAR ENDED 123187 DEALER COST FOR THE YEAR ENDED 1231R7
NEW ITEMS AT CURRENT COST -LE., NO INFLATION NEW ITEMS AT CURRENT COST - LE., NO INFLATION

s2 2 2412 249 18 008% 6 nm  Rm 0 0%
SW1 2 21050 2142 192 08™% 4 54260 54,400 40 026%
w2 2 256 23882 B 15% 4 128046 130638 162 131%

—_— TERCEL 6 62315 62607 22 04™%
TOTAL NEW AUTOS 13 145004 148,248 1182 0% _—
—_— TOTAL NEW AUTOS 43 6974 T2TT2  TSA.TT4 22U 125%

TOTAL SATURN 15 145004 148,248 1152 07%%

— NEW LIGHT-DUTY TRUCKS - POOL 2
4RUNNER 9 18330 198,689 5206  274%
SUBARU LAND CRUISER 0 0 NA%
RAV4 7 101859 104,076 2217 218%
NEW AUTOS - POOL #1 SIENNA 4 81364 61364 0 0%
IMPREZA 10 12802 3555 15842 @ (0% T100 PICKUP 10 176505 177,025 50 020%
LEGACY 19 3R/ 4616 379094 5 01%% TACOMA PICKUP 14 214942 21371 6420  209%
TOTAL NEW AUTOS 2 455135 81861 57517 1 0143% TOTAL NEW LD TRUCKS 44 686600 81384 782525 A2 188%
NEW LIGHT-DUTY TRUCKS - POOL #2 TOTAL TOYOTA 87 1356453 154,136 1534200 2870 15™
FORESTER 7 135867 135887 0 % —
TOTAL NEWL-D TRUCKS 7 135887 135887 0 % VOLKSWAGEN
TOTAL SUBARU 3 455135 217548 673404 1 041% NEW AUTOS - POOL #1
— BEETLE 0 0 NA%
CABRIO 8 TISTE  T4TI0 148540 1194 080%
SUZUKI GOLF g 131478 13336 1848 141%
JETTA 2B 2928 74524 346134 2317 06%
NEW AUTOS - POOL #1 PASSAT 8 168441 168441 0 0%
ESTEEM 0 0 NA% —_
SWIFT 2 1M 732 0 % TOTAL NEW AUTOS B 4T MITIB THTAM 5419 088%
TOTAL NEW AUTOS 2 173K 17342 0 % NEW LIGHT-DUTY TRUCKS - POOL R
EUROVAN CAMPER 0 0 NA%
NEW LIGHT-DUTY TRUCKS - POOL #2 —_—
SIDEKICK 2 31301 31301 0 0% TOTAL NEWL-D TRUCKS 0 0 NA%
X80 0 0 NA% —_
— TOTAL VOLKSWAGEN 48 A28 MITS 79T 5410 068%
TOTAL NEW LD TRUCKS 2 31,01 0 ™ —
TOTAL SUZUKI 4 1732 M3 48843 0 % voLvo
L]
NEW AUTOS - POOL #
TOYOTA 70SERIES 18 346T0 133965 477,93 8200  188%
90 SERIES 2 64750 65,185 415 064%
NEW AUTOS - POOL #1 —_
AVALON 4 ®B15 8924 3083 350% TOTAL NEW AUTOS 18 399420 133985 543,100 9885 182%
CAMRY 7 120128 123805 34T 280% —
CELICA 12 217954 218518 564  026% TOTAL VOLVO 18 309420 133985 543,100 9805  182%
———




USED VEHICLE LIFO ELECTIONS FOR 1997 ...
ARE RECENT LIFO ELECTIONS STUCK IN REVERSE?

In March of 1997 (LIFO Update #3, Used Car
LIFO Tidbits), we said, “Some CPAs have reported
negative LIFO reserves for some of their auto dealer
used vehicle LIFO elections. In some cases, that's
not a mirage: it really happened. Some dealers
elected used car LIFO in 1995 and experienced only
small (2%) price increases. In 1996, they experi-
enced equal or greater price decreases (3%), thus
resulting in net negative LIFO reserves for their used
vehicles.

“This goes to show how important timing is. In
the long run, however, used car prices are expected
to be trending upward so the 1996 negative LIFO
reserve would seem to be a short-term reversal,
rather than something to expect every year.”

At mid-year (June, 1997, page 2), we were still
favorably inclined toward used vehicle LIFO elec-
tions for 1997. We even chided one report of
emerging interest in terminating these elections as
follows:

“One publication aimed at the auto dealer niche
recently reported that it had received ‘numerous
requests’ for an article on opting out of used car LIFO
in light of the sizable decrease in used car prices in
1996, threatening negative reserves. The Govern-
mentpublished used carindex declined from 158.2to
155.6, or a decrease of 1.6% in 1996.” Tsk! Tsk!
What appalling logic!”

Then we went further and added:

“Another consideration in connection with mak-
ing a used car LIFO election for 1997 is prompted by
the recent announcementby GM that it plansto raise
its prices on ‘98 models by “only” an average of 1.5%
on cars and 1.1% on trucks. Many dealers last year
put off making a used vehicle LIFO election—for
whatever reason—because they experienced fairly
significant inflation in their new vehicle inventories
and that was “enough for them.” With the prospects
of relatively flat inflation for new vehicles for 1997,
perhaps the prospect of greater inflation for used
vehicle inventories—coupled with the ability to spread
the prior (Dec. 31, 1996) year-end writedowns over
three years—may make a LIFO election for used
vehicles for 1997 even more attractive.”

Gulp! The chide’s on us.

De Filipps' LIFO LOOKOUT

With full-year results for 1997 now available and
“predictions” for 1998 suggesting more of the same,
it now looks like the advisability of making used
vehicle LIFO elections for 1997 is far from a sure
thing. In some situations, terminating one's (recent)
used vehicle LIFO elections may be the more appro-
priate strategy.

Consider a LIFO election made for 1996 by a
dealer who consistently would have used vehicle
inventories at year-end of $600,000. Assume that
dealer experienced a small amount of used vehicle
price inflation in 1996 (2%) ... which would have given
him a small LIFO reserve ...$11,765... at the end of
1996. Assume further that after 1996, his used
vehicle inventories experienced price deflation for
1997 (3%), 1998 (6%) and 1999 (3%). The accom-
panying calculations show that dealer would be look-
ing at negative LIFO reserves that would grow to
roughly $60,000 "in the red" by 1999.

Welcome to the world of negativeLIFOreserves
...unlessthe dealer terminates his used vehicle LIFO
election.

Now, a taxpayer wishing to terminate a LIFO
election may do so under either Revenue Procedure
97-37 or 97-27. Rev. Proc. 97-37 requires termina-
tion of LIFO elections for all inventories on LIFO. In
contrast, Rev. Proc. 97-27 would allow a dealer to
selectively terminate only the used vehicle LIFO
election, while retaining a new vehicle LIFO election.

These choices require not only careful crystal
ball gazing, but also coordinating the timeliness of
filing Form 3115 for a LIFO method termination:
Under Revenue Procedure 97-37, the LIFO method
termination can be filed after the end of the year. In
contrast, a LIFO election termination under Rev-
enue Procedure 97-27 must be filed beforethe end
of the year.

Under either revenue procedure, a dealer termi-
nating a used vehicle LIFO election that was recently
made would have an accelerated (i.e., shortened)
spread period for the repayment of the LIFO reserve.
He would also have to wait five years before a LIFO
re-election could be made without obtaining prior
approval fromthe IRS. And finally, if that dealer were
repaying used vehicle writedowns at the beginning of
the first LIFO year under Section 472(d), that 3-year
spread might also be compromised.
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PAGE: 1 DECEMBER 23, 1997
XYZUSED VEHICLE, INC.

LIFO INVENTORY RESERVE REPORT
ALTERNATIVE UFO METHOD PER REVENUE PROCEDURE 82-79
FOR THE YEAR ENDED DECEMBER 31,

REPORT #1 - CALCULATION OF ANNUAL LIFO INVENTORY AND RESERVE CHANGES - USED AUTOS POOL #1

e

A BEGINNING OF YEAR INVENTORY AT BASE DATE COST

-AS REBASED 600,000 538236 606,428 645,134
B. END OF YEAR INVENTORY AT END OF YEAR
(CURRENT) PRICES 600,000 600,000 600,000 600,000
C. END OF YEAR INVENTORY AT BEGINNING OF YEAR NOTFULLY  NOTFULLY NOTFULLY NOTFULLY
(BASE) PRICES REPRICED  REPRICED REPRICED  REPRICED
D. CURRENT YEAR PRICE INDEX
- END OF YEAR INVENTORY PRICED
AT END OF YEAR PRICES (DMDED BY)
RATIO OF: 1.02000 0.97000 0.94000 0.97000
END OF YEAR INVENTORY PRICED
AT BEGINNING OF YEAR PRICES
E. CUMULATIVE LINK: N IND
CURRENT YEAR PRICE INDEX (LINE D)
MULTIPLIED BY (X) PRIOR YEAR'S CUMULATIVE INDEX 1.02000 098940 0.93004 0.90214
(LINE E OF PRIOR YEAR)
F.EN YEARI AT COST
(UNE B DIMDED BYLINE E) 588235 606,428 645,134 665,085
G.CURRENT YEAR INVENTORY INCREASE
- IN BASE
1. END OF YEAR INVENTORY AT BASE DATE COST (LINE F) 588,235 606,428 645,134 665,085
2. BEGINNING OF YEAR INVENTORY AT BASE DATE COST (LINE A) (600,000) (588.2%) (606.428) 645.134)
3, CURRENT YEAR INCREMENT (G(1) EXCEEDS G{2)) .
OR DECREASE (IF G{2) EXCEEDS G(1)) (11,765) 18133 38,706 19,951

X 0.58940 X083004  X090214

4. LIFO VALUATION OF CURRENT YEAR INCREMENT

(IF G(1) EXCEEDS G{2), MULTIPLY LINE G(3) BY INE E) NA 18000 k%) 1799
H. ANALYSIS OF YEAR-END INVENTORY LIFO TLAYERS® - AS REBASED
BASE VALUATION
DOLLARS  FACTOR
BASE INVENTORY, JANUARY 1, 1996, NET 588235 X 1.00000 58823 58823 58825 588236
CALENDAR YEAR 1997 INCREMENT 18,193 X 098940 0 18000 18,000 18,000
CALENDAR YEAR 1998 INCREMENT 38706 X 093004 3998 3,38
CALENDAR YEAR 1999 INCREMENT 19951 X 090214 0 17999
660,080
ENDING INVENTORY AT LIFO VALUATION, TOTAL PER ABOVE 588.2% 606235 642,233 660,232
LESS: ENDING INVENTORY AT END OF YEAR PRICES (LINE B) 600,000 600,000 600,000 600,000
LIFO RESERVE AT END OF CURRENT YEAR 11,765 62%) {4223 60.232)
LESS: LIFO RESERVE AT END OF PREVIOUS YEAR 0 1765 62 @223
INCREASE (DECREASE) IN LIFO RESERVE AT END
OF CURRENT YEAR 11765 {18000) (296) fark:::)
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PAGE: 1
XYZ USED VEHICLE, INC.

LIFO INVENTORY RESERVE REPORT

DECEMBER 23, 1997

ALTERNATIVE UFO METHOD PER REVENUE PROCEDURE 92-79
FOR THE YEAR ENDED DECEMBER 31, 1996

REPORT #3 - ANALYSIS OF LIFO RESERVES - USED AUTOS POOL #1

LTI R ’ : BASE “INDEX COMPOSITION OF
‘DECEMBER 31, 1996 LIFO RESERVE CONSISTS OF: DOLLARS ~ FACTOR LIFO RESERVE
BASE INVENTORY, JANUARY 1, 1996, NET 588235 X 0.02000 (1.02000 - 1.00000)= 11,765
TOTALS 8820 11765
:PROOF / RECONCILIATION OF INCREASE IN LIFO RESERVE AS OF DECEMBER 31, 1996 POOL #1
AMOUNT OF BASE DOLLARS THAT REMAINED INTACT THROUGHOUT DECEMBER 31, 1996 588236
(<) MULTIPLIED BY CURRENT YEAR INFLATION (1.02000 - 1.00000) X0.02000
INCREASE (DECREASE) IN LIFO RESERVE DUE TO INFLATION (DEFLATION) FACTOR 11,765
LESS PAYBACK DUE TO DECREMENT CARRIED BACK AGAINST PRIOR YEAR LAYER(S)
FYE JANUARY 1, 1996 11,765 X 0.00000 (1.00000 - 1.00000)= o]
11765
TOTAL PAYBACK DUE TO DECREMENT Q
INCREASE (DECREASE) IN LIFO RESERVE AT END OF CURRENT YEAR 11765
e P BASE - INDEX COMPOSITION OF
‘DECEMBER 31,1997 LIFO RESERVE CONSISTS OF:.. DOLLARS . FACTOR LIFO RESERVE
BASE INVENTORY, JANUARY 1, 1996, NET 588,235 X (0.01060) (0.88840 - 1.00000)= (6.235)
CALENDAR YEAR 1996 INCREMENT 0 X (0.03060) (0.98840 - 1.02000)= o
CALENDAR YEAR 1997 INCREMENT 18,193 X  0.00000 (0.98940 - 0.98940)= []
TOTALS 6235
il dii g o : USED AUTOS
PROOF / RECONCILIATION OF INCREASE IN UFO RESERVE AS OF DECEMBER 31, 1997 : POOL #1
AMOUNT OF BASE DOLLARS THAT REMAINED INTACT THROUGHOUT DECEMBER 31, 1997 588,235
() MULTIPLIED BY CURRENT YEAR INFLATION (0.88940 - 1.02000) X (0,03060)
INCREASE (DECREASE) IN LIFO RESERVE DUE TO INFLATION (DEFLATION) FACTOR (18.000)
INCREASE (DECREASE) IN LIFO RESERVE AT END OF CURRENT YEAR {18.000)
o e T BASE  _ INDEX COMPOSITION OF
DECEMBER 31,1988 LIFO RESERVE CONSISTS OF: DOLLARS - FACTOR LIFO RESERVE
BASE INVENTORY, JANUARY 1, 1996, NET 588,235 X (0.06996) (0.83004 - 1.00000)= (41,153)
CALENDAR YEAR 1996 INCREMENT 0 X (0.08996) (0.83004 - 1.02000)= s}
CALENDAR YEAR 1997 INCREMENT 18,193 X (0.05936) (0.83004 - 0.98940)= (1,080)
CALENDAR YEAR 1938 INCREMENT 38,706 X 0.00000 (0.93004 - 0.93004)= o
TOTALS 645134 42233
R T S SRR e : -, : USED AUTOS
PROOF / RECONCILIATION OF INCREASE IN LIFO RESERVE AS OF DECEMBER 31, 1998 POOL #1
AMOUNT OF BASE DOLLARS THAT REMAINED INTACT THROUGHOUT DECEMBER 31, 1998 606,428
(9 MULTIPUED BY CURRENT YEAR INFLATION (0.93004 - 0.98940) X (0.05936)
INCREASE (DECREASE) IN LIFO RESERVE DUE TO INFLATION (DEFLATION) FACTOR (35.998)
INCREASE (DECREASE) IN LIFO RESERVE AT END OF CURRENT YEAR (35.908)
: ' BASE INDEX COMPOSITION OF
DECEMBER 31, 1999 LIFO RESERVE CONSISTS OF: DOLLARS FACTOR UFO RESERVE
BASE INVENTORY, JANUARY 1, 1996, NET 588,235 X (0.09786) (0.90214 - 1.00000)= (57.565)
CALENDAR YEAR 1996 INCREMENT 0 X (0.11786) (0.90214 - 1.02000)= [+
CALENDAR YEAR 1997 INCREMENT 18,193 X (0.08726) (0.90214 - 0.98940)= (1.588)
CALENDAR YEAR 1998 INCREMENT 38,706 X (0.02790) (0.90214 - 0.93004)= (1,080)
CALENDAR YEAR 1999 INCREMENT 19,951 X 0.00000 (0.90214 - 0.90214)= o
ROUNDING 1
TOTALS 665085 (60232)
o NEW AUTOS
PROOF / RECONCILIATION OF INCREASE IN LIFO RESERVE AS OF DECEMBER 31, 1999 POOL #1
AMOUNT OF BASE DOLLARS THAT REMAINED INTACT THROUGHOUT DECEMBER 31, 1999 645,134
(X) MULTIPLIED BY CURRENT YEAR INFLATION (0.90214 - 0.93004) X (0.02790)
INCREASE (DECREASE) IN LIFO RESERVE DUE TO INFLATION (DEFLATION) FACTOR 17.999)
az7.999)

INCREASE (DECREASE) IN LIFO RESERVE AT END OF CURRENT YEAR
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and simplistically assuming that a dealer at year-end
had an inventory mix of one-of-each.

CPAs have a variety of ways for arriving at an
estimate of the inflation or deflation for projection
purposes. Our simplified inflation indexes, based on
one-of-each, may be used inthe year-end projections
as a substitute for selecting some other arbitrary or
assumed inflation rate (like 1%, 2% or 3%) or coming
up with a guesstimate number to use by some other
method, such as a roll of the dice. But, if a dealer is
going to reflect an estimate of the LIFO change for
theyearin hisyear-end Income Statement sentto the
Factory, that estimate must be a reasonable esti-
mate in order to satisfy the Conformity requirement
under Revenue Ruling 97-42. As discussed else-
where, no one really has any idea of what the IRS will
accept as reasonable—or as unreasonable. So be
careful and save your projection calculations.

We have found the best way to project year-end
LIFOchangesistoinputall of the dealer’sinvoices on
hand as of a date close to the end of the year. By
doing this, we achieve a more realistic and accurate
model mix. In addition, this allows us to factor in the
actual average beginning-of-the-year item category
costs for continuing models. Using our SUPERLIFO
software projection module, these projection results
are automatically verified and analyzed (see #8).

(Continued from page 2)

When the year-end LIFO repricings are made to
compute inflation using all actual year-end invoices
(including all vehicles in transit), the inflation in-
creases or deflation decreases based on detailed
item categories may be significantly different from
the one-of-each weighted average assumed for all
item categories within the given model. Also, a
dealer’s beginning-of-the-year average cost for an
item category may be considerably lower than the
1997 intro dealer cost used in compiling the rough
intro-to-intro averages and this would result in a
slightly higher inflation index. Despite these limita-
tions, some readers have found our one-of-each
resultstobe usefulin estimating LIFOreserve changes
or in comparing their results with ours. We are
pleased to present this year’s analysis beginning on
page 17.

#8. DO COMPUTERPROGRAMS MAKEMISTAKES?

We recently noticed another LIFO software program
showing a computed LIFO reserve increase to be
roughly $200,000 instead of $20,000, apparently
because of the absence of buiit-in verification proce-
dures in the program. Unfortunately, the (clerical)
people ordinarily inputting numbers have no way of
knowing what “makes sense” and/or what does not.

If an "estimate” of $200,000 instead of $20,000
were reflected in the year-end Income Statement,
would the IRS consider that to be “unreasonable...”
or just plain stupidity or carelessness? Worse yet,
what if some dealer paid tax on that wrong amount?

X
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