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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. IRS PLANS TO “CHECK UP” ON AUTO
DEALERS CONFORMITY VIOLATION
SETTLEMENT PAYMENTS. At the AICPA

National Auto Dealership Conference in San Diego,

the IRS Motor Vehicle Industry Specialist said that

she anticipates the IRS will probably do some type of

“compliance checking"” to follow-up on the summer’s

collections from dealers paying settlement fees to

avoid termination of their LIFO reserves. So far, no

major activity has surfaced. For more, see page 5.

Related to the compliance-payment subject, some
dealers have been doing more than just thinking
about holding their CPAs accountable for their settle-
ment payments...they have lined up lawyers to put
some pressure on CPAs to share the costs.

#2. BE SURE YEAR-END FINANCIAL STATE-
MENTS SATISFY ALL OF THE LIFO
CONFORMITY REQUIREMENTS. It's time

again for our annual reminders about year-end pro-

jections, estimates and the importance of placing

LIFO inventory disclosures in the year-end financial

statements. The IRS will notbe as forgiving this year

as it was in the past: LIFO conformity violations on
year-end financial statements will most likely resultin

LIFO election terminations.

The article on page 6 discusses the many year-
end reporting requirements and traps that LIFO
users need to be aware of before issuing year-end
financial statements. Also, for businesses that need
to come up with estimates of LIFO reserve changes
before the final amounts can be calculated, there is
a section discussing how to come up with prOJected
changes quickly and effectively.

#3. STRANGE-BUT EXPLAINABLE-RESULTS
FROM THE WACKY WORLD OF NEGATIVE
LIFQO RESERVES. In the course of doing some

year-end projections and planning, we observed

what at first seemed to be an incongruous result: the
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LIFO pool with a negative reserve and not much
current year inflation had a big decrement which was
carried back to prior years...and the result was that
the LIFO reserve was going up significantly! In other
words, the dealer was increasing the current year's
LIFO reserve and reducing (taxable) income by carry-
ing back a current year decrement.

Everything made sense after the facts were
carefully reviewed. In 1996, the LIFO pool had
experienced 7% deflation. Based on how the num-
bers are interrelated, multiplying a deflationary factor
(in the form of an index or decimal less than 1.000)
by the prior year's cumulative inflation index caused
that current year's cumulative inflation index to be-
come less than the cumulative index at the begin-
ning of the year. This, in turn, resulted in a change
in the composition of the net inflation in each of the
prior year's LIFO layers.

Thebusiness was now projecting a large decrease
in 1998 year-end inventory. Thiswould translate intoa
decrement expressed in base dollars which would be
carried back against prior years’ layers that had been
previously recharacterized as contributing negatively
to the prior year-end LIFO reserve balance.

see LIFO UPDATE, page 2
Vol. 8,No. 4

A Quarterly Update of LIFO - News, Views and Ideas

December 1998 1



LIF date

(Continued from page 1)

Onpages 14-19 note how the composition of the
LIFO reserve at the end of 1997 becomes negative
for the LIFO layer increments built up in 1995 and in
1996. Therefore, as the decrement projected for
1998 is carried back (through 1997), it erases the
negative contribution tothe LIFO reserve atyear-end
1997 associated with the LIFO layers for the incre-
ments built up in 1995 and 1996.

In interpreting all of this with the dealer and his
controller, the dealer was advised not to try to
increase the inventory in this pool any further. The
dealer was also advised that he would be unable to
generate any significant additional deductions/in-
crease in this pool’s LIFO reserve by further dropping
this pool's inventory level. This was because the

.analysis of the LIFO layers showed that there was
only a comparatively small amount of base dollars
left ($4,011) once the year-end inventory dropped to
the projected low level of $72,000. It simply wasn’t
worth the effort of trying to refine the year-end
inventory level any further.

The type of LIFO layer analysis provided by our
SUPERLIFO software made this all much easier to
explain to the dealer.

#4. YEAR-END PROJECTIONS FOR DEALERS
BASED ON “ONE-OF-EACH”. Many autodeal-
ers are under significant pressure to release their

year-end financial statements before the actual LIFO

calculations can be completed. Each year we pro-
vide a listing for auto dealer new vehicle LIFO
reserve projection purposes showing weighted aver-
age information for each model. Our information
compares everything in our database as of Decem-
ber 1, 1997 (i.e., the beginning of the year) ...with
intro-'99 model prices, unless the '99 intro price was
subsequently updated and thatinformation is also in
our database for the end of the year.

The summary table on page 20 shows that the
overall price increases for new vehicles are small
againthis year. For calendar year-end 1998, you can
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
currency pressures. Also, this year several manu-
facturers changed option packages either to or from
standard base vehicles, and/or “decontented” their
year-end models.

The one-of-each inflation indexes shown for vari-
ous manufacturers reflect a number of interesting
applications of the Alternative LIFO Method's sub-
jective rules for determining whether or not a vehicle
is a new item or a continuing item. In comparing 1999
item categories with 1998, in a number of instances
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vehicles with significant changes in equipment or
appearance turned out not to be new items. In other
instances, vehicles that “on the surface” appeared to
be continuing items actually turned out to be new
items.

Vehicles posing interesting problems this year
include Acuras, Chevy Blazers, Ford Mustangs, GMC
Jimmys, Mitsubishi Montero Sports, the Saturn 3-
door coupes and Toyota Camrys and Corollas.

Also, several major truck lines underwent exten-
sive replatforming and, accordingly, turned out to
have significant new items with 1.000 consequences
for inflation purposes.

Overall, the 1998 year-end LIFO inflation in-
dexes are likely to be relatively flat for new vehicles
... and even flatter, if not negative, for used vehicles.
However, this needs to be qualified because not all
manufacturers have made their information avail-
able, and that means our database is not entirely
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)
and simplistically assuming that a dealer at year-end
would have an inventory mix of one-of-each. These
simplified, one-of-each inflation indexes, may be
used in 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.

But, if a dealer is going to reflect an estimate of
the LIFO change for the year in a year-end Income
Statement sentto the Factory, that estimate mustbe
a reasonable estimate in order to satisfy the IRS
under Revenue Ruling 97-42. As discussed else-
where, noonereally has any idea of what the IRS will
accept as reasonable—or as unreasonable. So be
careful, and save your projection calculations.

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
1998 intro dealer cost used in compiling the rough
intro-to-intro averages, and this would result in a
slightly higher inflation index.

Therefore, we have found that a more accurate
way to project LIFO changes is to input all of the
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dealer'sinvoices on hand as of a date close to the end
of the year. By doing this, we achieve a more
accurate weighted model mix. In addition, this allows
us to factor in the actual average beginning-of-the-
year item category costs for continuing models.

Despite these limitations, some readers have
found our one-of-each results to be useful in estimat-
ing LIFO reserve changes or in comparing their
results with ours. This year's more detailed analyses
start on page 21.

#5. REV. PROC. 98-60: AUTOMATIC ACCOUNT-
IN T ATED IN.
Lastyear the IRS issued Revenue Procedures 97-27
and 97-37 updating and overhauling procedures for
requesting IRS permission to change LIFO and other
accounting methods. Revenue Procedure 97-27
dealt with method changes requiring advance ap-
proval from the IRS, and Revenue Procedure 97-37
addressed requests the IRS found so common or
uncontroversial that the Service was willing to grant
automatic approval subject to taxpayer’s notifying
the IRS of the change. Now, the IRS has expanded
the “automatic” change group by issuing Revenue
Procedure 98-60 to supersede Rev. Proc. 97-37.

Among the significant changes made by Rev.
Proc. 98-60 relating to taxpayers using LIFO inven-
toriesare: (1) providing that taxpayers who terminate
a LIFO election and subsequently want to reelect
LIFO are not required to file Form 3115 to reelect the
LIFO method after a period of 5 years, beginning with
the year of change; (2) adding several LIFO account-
ing method changes to the Appendix to Section 10;
and (3) requiring taxpayers who want to make an
IPIC change following a bulk bargain purchase of
inventory to comply firstwith the Tax Court’s decision
in Hamilton Industries, Inc. (97 T.C. 120, 1991) and
to compute a Section 481(a) adjustment for the
bargain purchase part of the change. In this latter
regard, be sure to consider all of the implications of
the LaCrosse decisions and Update #7 below.

Generally, Revenue Procedure 98-60 is effec-
tive for tax years ending on or after December 21,
1998. Taxpayers who have Forms 3115 pending
before the IRS on December 21, 1998 may make
their changes under Rev. Proc. 98-60, as long as
some conditions are satisfied. The IRS will return to
taxpayers any applications filed on or after Decem-
ber 21, 1998 that are within the scope of Rev. Proc.
98-60, but that fail to comply with it.

#6. MORE ON APPLICATION OF BLS-IPIC

METHOD TQO AUTQ DEALERS INVENTORIES.
In the June 1998 Dealer Tax Watch, we had stated
thatan autodealer using the BLS inflation index must
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“place all of his inventory on LIFO rather than only:
new vehicle dollars.” Actually, Reg. Sec. 1.472-
8(e)(3)(i) states that... “a taxpayer using the inven-
tory price index computation method provided by
paragraph (e)(3) must use such method in determin-
ing the value of all goods for which the taxpayer has
elected to use the LIFO method.”

We appreciate a sharp-eyed reader pointing out
that the Regulation does not say that all of the
inventory must be subject to BLS indexes if any is
subject to BLS indexes; rather the Regulation re-
quires only that if the taxpayer desires to use BLS
indexes for any portion of its LIFO inventory, all
portions of its LIFO inventories must use BLS in-
dexes. Since a taxpayer is permitted to pick and
choose what classes of goods it wants to cover in a
LIFO election, it may make a valid election to include
less than all of its inventory in a LIFO election.

Revenue Procedure 84-57 restates the Regula-
tion requirement almost verbatim. In the context of
auto dealer LIFO applications, Revenue Procedure
97-36 states that “an automobile dealer using the
IPIC method must use that method in determining the
value of allgoods for which the automobile dealer has
elected to use the LIFO method.”

Not contrary to the foregoing, but consistent with
Reg. Sec. 1.472-8(e)(3)(iv), some auto dealers have
elected to establish one LIFO pool for all items that fit
within one of the eleven general categories of con-
sumer goods in the CPI Detailed Report. One of the
eleven categories is “private transportation (includ-
ing gasoline).” As observed by Leslie Schneider, in
Federal Taxation of Inventories (Section 14.04[5]) at
note 470 in discussing methods of pooling: “This
provision could prove to be a significant benefit in
some industries. For example, retail automobile
dealers might be able to maintain a single pool for new
automobiles, new trucks, used vehicles and parts.”

#7. LaCROSSE & BARGAIN PURCHASE LIFO
UPDATE ... COMMENTATORS CRITICIZE
COURT FOR REACHING THE WRONG
RESULT. In the June 1998 issue of the LIFO

Lookout, we discussed what we described as “an

unexpected, too-good-to-be-true bonanza” for tax-

payers involved in certain bargain purchase inven-
tory situations. In commenting on the U.S. Court of

Federal Claims’ decision in May, 1998, we said that

the updated LaCrossedecision may resultin the IRS

winning the battle ... but losing the war.

“LaCrosse now appears to receive a stepped-up
basis for its opening inventory, such that the benefit
of the bargain purchase is never realized as income
ortaxed. This happens when it establishes its base

see LIFO UPDATE, page 4
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year cost of the bargain purchase inventory at fair
marketvalue. Wow!... Some of us can hardly believe
this result. But, we'll take it...unless, of course, the
Court reconsiders its conclusion or otherwise se-
verely limits its application. If not, or until then, some
bargain purchases may turn out to be even greater
bargains than anyone ever thought.”

Readers interested in this controversy should
not miss the lengthy article in the December 1998
Journal of Taxationby Dennis J. Gaffney, Richard O.
Davis, and Maureen H. Smith. In this article the
authors conclude that “while the court's view of the
significance of GAAP (Generally Accepted Account-
ing Principles) in deciding tax accounting issues is
correct, it misinterpreted GAAP by not applying the
- operative GAAP provisions in their entirety. In short,
there is a gap in the court’s notion of GAAP.”

LaCrosse has been appealed to the Federal
Circuit where it may—or may not-be reversed. The
IRS is likely to again fight for the inclusion of the
bargain element in income somewhere along the
line—usually sooner rather than later... and certainly
not never. We can expect to hear still more on this
issue... and maybe even on this case... in the future.

On a related note, bargain purchase inventory
situations and general LIFO planning often work

betterwhenthe “earliestacquisition method”is elected

for valuing increments as part of the overall Form 970
filing. A very detailed article on this subject appears
in the October, 1998 Journal of Taxation. “Fine-
Tuning Dollar-Value LIFO: When to Use the Earliest
Acquisition Method,” by W. Eugene Seago, begin-
ning at page 239, is well worth your reading.

#8. NO LIFO RECAPTURE: IRS RULES
FAVORABLY ON PARENT’S TRANSFER
OF LIFO INVENTORIES TO NEW QSSSs. In
LTR 9807023, the IRS ruled that there would be no
LIFOrecapture under Section 1363(d) when a parent
S Corporation transferred its LIFO inventories to
several newly created subsidiaries forwhom it elected
QSSS (that's Qualified Subchapter S Subsidiary)
treatment. The QSSSs were newly created to help
increase the overall commercial credit amount avail-

(Continued from page 3)

able and to protect the assets of each subsidiary from
the liabilities of the others. These separate,indepen-
dent business entities each made a LIFO election
and a QSSS election (under Notice 97-4) of its own.

The Service held that these subsidiaries would
constitute QSSSs provided that the parent qualified
as an S Corporation under Section 1361 and made a
valid QSSS election. The Service held further that
the parent's transfer of its LIFO inventory to the
subsidiaries would not be subject to LIFO recapture
under Section 1363(d).

This taxpayer-favorable ruling is consistent with
several others issued by the IRS during 1997 involv-
ing automobile dealerships having similar motives
(LTRs 9746011 and 9746018 et. seq.).

#9. FSA ON AVOIDING A SECTION 481(a)
ADJUSTMENT BY USING THE CUT-OFF
METHOD. In the September, 1998 LIFO Look-

out, Update items #4 & 5, we focused on Field

Service Advice (FSA) that the IRS was now being

forced to make available under the Freedom of

Information Act. In another FSA, 1998-134, Assis-

tant Chief Counsel concluded that a taxpayer could

not force the IRS to allow it to use the cut-off method
inimplementing a change in LIFO inventory methods
where the taxpayer had not previously filed Form

3115 nor requested the Appeals Officer to enter into

any written agreement to make the cut-off provisions

of a Revenue Procedure applicable to it.

Stressing that the cut-off method is intended for
a taxpayer who is voluntarily changing its account-
ing method, Counsel concluded that a Section 481(a)
adjustment should be legally defensible in the appli-
cable case because the taxpayer was estopped from
requesting a change in method from the National
Office without the consent of Appeals.

The FSA, however, does state that it is left to
the discretion of Appeals whether the Section 481(a)
adjustment should be waived as part of any overall
settlement. This, of course, opens the door for
Appeals to cut whatever deal it thinks best or
advisable.

Q&A (Continued from page 5)

this agreement, you are complying and agreeing with all the terms of the Revenue Procedure. So therefore, you
are liable, even if you've made one payment, you're liable for all three payments; and we are not planning on

refunding any amounts otherwise.”
CONFORMITY CLARIFICATION

When asked whether there are any TAMs or Private Letter Rulings forthcoming on currently
unanswered conformity issues, Ms. Baker answered that she was not aware of any.

She referred further questions to IRS Chief Counsel attorney Jeff Mitchell. He is the author of Rev. Rul. 97-
42 and Rev. Proc. 97-44, and his phone number is 202-622-4970. X
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IRS MOTOR VEHICLE INDUSTRY SPECIALIST
COMMENTS ON CONFORMITY & USED VEHICLE LIFO

Atthe AICPA National Auto Dealership Conference in San Diego on October 22, 1998, several LIFO issues
came up for discussion during the Tax Panel presentation. Panel members were (1) Mary Burke Baker, IRS
Motor Vehicle Industry Specialist, Grand Rapids, MI; (2) James Minnis, Esq., Legal & Regulatory Affairs
Department, National Automobile Dealers Association, McLean VA; and (3) William Morris, Esq., Moore & Bruce,
LLP, Washington, D.C.

Mary Baker was appointed to succeed the recently retired Robert Zwiers as the IRS Motor Vehicle Industry
Specialist. Ms. Baker has been with the IRS for over 20 years and prior to her recent appointment had been in
the Coordinated Examination Program (Large Case) for 11 years.

Not much new was said about LIFO by any of the speakers during their prepared remarks. However, during
the question/answer period, Mary Baker provided several interesting responses to some auto dealer LIFO
questions which are summarized below.

USED CAR LIFO METHODOLOGY

CPAs and auto dealers are still very interested in LIFO for used vehicles. Several IRS audits focusing on
used vehicle LIFO mechanics are said to be bottled up (somewhere) in the IRS.

One question posed was: When will there be an alternative method for used vehicles similar to the
Alternative LIFO Method for new vehicles? Ms. Baker's response was:

“We do have questions in the National Office on LIFO for used vehicles, and there are a lot more questions
at this point than there are answers. | think that our ultimate goal is to come up with a Revenue Procedure that
is similar to Alternative LIFO for new vehicles to provide some sort of guidance and simplicity for dealers to compute
their LIFO for used cars.”

IRS POLICING OF SETTLEMENT PAYMENTS

What is the IRS planning to do as a follow-up to the LIFO conformity issue settlement, self-audit, and
the 4.7% payment required in case of violation? In response to this question, Ms. Baker said:

“We do anticipate that we will be doing some sort of a compliance check on this. We don't really have a
process in place as to precisely how we're going do this compliance check, but we do anticipate that there will
be one. And, ifthatis the case, and it's determined that there were conformity violations, then that taxpayer can
expect to be taken off LIFO.”

As a follow-up, she was asked, Do you expect the compliance tests or checks to be conducted on a
sample basis, an overall basis, a 100% basis, etc.? Her reply was that the Service just doesn't have the
“manpower” to audit to all of the dealers who might be involved. Therefore, she expected that any follow-up by
the IRS “would probably be on a statistical basis of some sort.” Whether further IRS follow-up would be based
on a statistically valid sample, a certain dollar criteria, or dealership size...she was not sure. Stay tuned: time
will tell.

"SECOND THOUGHTS" ON CONFORMITY SETTLEMENT PAYMENTS

Apparently, some dealers and/or their CPAs are having “second thoughts” about payments made under Rev.
Proc.97-44 to the IRS. Maybe they over-reacted or should have done more homework. In this regard, someone
asked: What if you’ve entered into the settlement, and you’ve had second thoughts about it and decided
maybe you didn’t need to make the payment after all. Can you ask for your money back?

According to Ms. Baker: *If your calculator was broken that day and you couldn’t multiply 4.7% times your
LIFO reserve and you made a mistake, you can ask for an adjustment to the amount that you made.” Ms. Baker
commented that if the multiplication error resulted in the taxpayer owing more money to the IRS, she was sure
that the taxpayer would ante up that additional payment, too. After all, math is math.

However, if the taxpayer was just having second thoughts or remitter's remorse, then her comments were:
“No. We're not going to honor those [requests for refunds of payments]. The idea is that this was a settiement
agreement that could be entered into. It was a relief provision. The Revenue Procedure clearly says that the
payments are not refundable, and they’re not creditable; and that by making the first payment or entering into

see Q&A, page 4
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BE SURE YEAR-END FINANCIAL STATEMENTS
SATISFY ALL OF THE LIFO CONFORMITY REQUIREMENTS

Taxpayers using the Last-In, First-Out (LIFO)
method for valuing inventories are often under signifi-
cant pressure to issue their financial statements.
These taxpayers must be sure that their year-end
statements satisfy all of the LIFO conformity re-
quirements... or they face the risk of losing their
LIFO elections.

Last year's conformity review included substan-
tial discussion of the 1997 developments affecting
auto dealers’ year-end statements to manufacturers
whichresultedintheissuance of Revenue Procedure

-97-44 and Revenue Ruling 97-42 by the IRS. Rev.
Proc. 97-44 gave dealers who had certain financial
statement conformity violations in the past a way to
escape the LIFO election termination consequences
by simply paying a relatively small fine.

Although the impact of this Revenue Procedure
has yet to be fully realized, discussion of it in this
article will serve no useful purpose. The action of the
IRS in 1997 was to only forgive conformity violations
on auto dealers’ year-end financial statements sent
to the manufacturers or to their credit subsidiaries for
years ending before October 14, 1997. Therefore,

LIFO conformity violations on calendar year-end"

1997 statements and on any other year-end state-
mentsissued thereafter will not be excused as lightly.

As we repeatedly emphasize in our year-end
reviews, there are many other year-end LIFO confor-
mity requirements, just as there are many other kinds
of businesses using LIFO in addition to automobile
dealers. All taxpayers must comply with all of the
multiple LIFO conformity requirements in order to
properly elect and remain eligible to use the LIFO
method in later years.

Form 970 is the LIFO election form which is
required to be included with the tax return for the first
LIFOyear. One of the significant traps for the unwary
is that Form 970 asks only whether the year-end
financial statements for the election year have
satisfied certain conformity requirements. Question
5 on the form does not warn taxpayers that these
conformity requirements must be satisfied for every
year-end statement for as long as the LIFO method
is being used. This requirement is contained in Reg.
Sec. 1.472-2(e)(1). Furthermore, the comparatively
limited instructions for Form 970 give no hint of the
many troublesome interpretations that await any
practitioner who takes the time to read through the
regulations. As evidenced by the debacle that re-
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sulted in Rev. Proc. 97-44, many practitioners have
never even looked at, much less attempted to study,
“the regulations.”

BASIC LIFO ELIGIBILITY REQUIREMENTS:
“CONFORMITY” IS ONLY ONE

Itshould be understood that the IRS can disallow
a LIFO electioniif it finds a violation of any one of the

following four eligibility requirements:

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

2. Violation of the financial statement
-reporting conformity requirements for the
~election year and all subsequest years
' (Conformity).

-3. Failure to properly elect LIFO, including
-the failure to file Form 970 (Consent).

4. Failure to maintain adequate books and
“records with respect to the LIFO inventory
-and all computations related to it (Books
& Records).

REQUIREMENTS

Even if one of these situations exists, the Internal
Revenue Service has the discretionary power to
allow the LIFO election—if it 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 fails to maintain adequate
books and records with respect to the LIFO inventory
and computations related to it. However, if a tax-
payer is able to reconstruct the information neces-
sary tocalculate the LIFO inventory amount properly,
it may be possible to avoid termination of the LIFO
election for a violation of the “books and records”
requirement.

Revenue Procedure 79-23 (1979-1C.B.564)
states thatin other circumstances where LIFO infrac-
tions occur, such as computational errors, incorrect
pool selection or item determination, or differencesin
the levels of costing inventories between financial
statements and tax returns—the IRS is not autho-
rized to take the taxpayer off of LIFO. However,
where the LIFO violations involve conformity, cost or
Form 970 consent matters, the Service usually looks to
terminate the errant taxpayer's election. Revenue

—
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Procedure 97-44 should be regarded as a very limited
exception to this general behavioral pattern.

Incidentally, there was one surprising develop-
mentduring 1998 relating to how the IRS and the Tax
Courtinterpret Rev. Proc. 79-23. The Tax Court held
in Consolidated Manufacturing, Inc. v. Commissioner,
111 T.C. No 1 (Tax Court Docket No 6176-96) that
the Commissioner did not abuse her discretion to
terminate the taxpayer's LIFO election in a case that
was interpreted to be a failure by the taxpayer to
properly elect LIFO under Rev. Proc. 79-23 because
all of the elements that properly constituted “goods"”
were not placed on LIFO by that taxpayer.

CONFORMITY REQUIREMENTS...THERE ARE
MORE THAN ONE

There are many conformity requirements. They
exist as restrictions on a taxpayer’s general desire to
pay lower taxes using a LIFO method for valuing
inventories, while reporting more income to share-
holders or banks and other creditors using a non-
LIFO method. The intention underlying the financial
statement conformity requirementsis that LIFO should
be usedin allreports covering a full year to insure that
the use of LIFO for tax purposes conforms as nearly
as possible with the best accounting practice in the
trade or business in order to provide a clear reflection
of income.

Althoughitiscommonly 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
statements issued in the traditional report form by the
businesstocreditors, 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. As noted previously,
for subsequent taxable years, similar restrictions are
imposed. However, the Commissioner has the dis-
cretion to allow a taxpayer to continue to use the
LIFO method even though conformity violations might
have occurred.

Accordingly, a LIFO reserve, no matter how
large, can be completely and abruptly lost if careful

(Continued)

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.

EVERY YEAR, ALL OF THE CONFORMITY
REQUIREMENTS MUST BE MET

To remain eligible to use LIFO, every year, the
last monthly statement for the year sent to the
manufacturer and/or any other credit source must
reflect an estimate of the year-end change in the
LIFO reserve if the actual change cannot be com-
puted before the statement has to be released.

If a taxpayer is thinking about making a LIFO
election for the year, then it should place an estimate
of the year-end LIFO reserve ...or the actual amount
if it has been calculated... in the year-end statements
(including those issued to the Factory/Manufacturer
or issued to any other party) in order to preserve its
ability to elect LIFO when it files Form 970 as part of its
Federal income tax return for the year at a later date.

Also, the expansion of the conformity require-
ments to other classes of goods should not be
overlooked if a taxpayer is already on LIFO for one
class of inventory (such as new vehicles or equip-
ment) and is considering extending LIFO to another
class of inventory (such as used vehicles, equipment

- or parts). In this situation, the year-end Income

Statements should also reflect an estimate of the
LIFO reserve expected to be produced by extending
the LIFO election(s) to the additional classes of
goods under consideration.

TRADITIONAL FINANCIAL STATEMENTS IN
ANNUAL 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 controller and
sentout tothe 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 netincome 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 confor-

see BE SURE YEAR-END FINANCIAL STATEMENTS SATISFY..., page 8
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mity requirement. This very strict disclosure limita-
tion existed with no room for deviation for many years.

In 1981, the Regulations were liberalized to allow
LIFO taxpayers to disclose non-LIFO operating re-
sults in supplementary financial statements, as long
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
statement to 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 its face, and the notes
are all presented together and accompany the In-
come Statement in a single report.

As a result of these “liberalizations” in the Regu-
lations in 1981, these LIFO conformity requirements
should not present any major reporting problems for
reports issued by CPAs.

DEALERSHIP YEAR-END STATEMENTS SENT

TO MANUFACTURER/SUPPLIER/CREDITORS

Many CPAs serving automobiledealers are aware
that the Regulations contain several year-end LIFO
reporting restrictions which apply to the specially
formatted financial statements sent by auto
dealerships and other businesses immediately after
year-end to the Manufacturer/Supplier/Creditors.
Many CPAs serving auto dealers who were not
aware of these restrictions, if still unaware, are about
to experience a rude awakening when their (former)
dealer clients—through their attorneys—ask them to
help the dealers pay their “settlement amounts”
under Rev. Proc. 97-44.

For automobile dealerships, and for any other
LIFO users who have similar year-end reporting fact
patterns or requirements, these restrictions on year-
end dealership-issued statements pose fatal LIFO
traps that are much harder to deal with than those for
year-end reports issued by CPAs.

The Regulations provide that any Income State-
ment that reflects a full year’s operations must report
on a LIFO basis. This requirement applies regard-
less of whether the Income Statement is the lastin a
series of interim statements, or a December state-
ment which shows two columns, one for the current

Vol. 8, No. 4
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month results and another for year-to-date cumula-
tive results.

The Regulations further 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).

The IRS confirmed dealers' worst fears and appre-
hensions during 1995 in LTR 9535010. 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 financial
statements for the dealership which reflect LIFO.

Here, the taxpayer’s argument was that the
CPA's audited statements reflecting LIFO were the
primary financial statements, while the monthly state-
ments sent by the dealership to the manufacturer and
to the credit-corporation were “supplementary state-
ments.” The IRS concluded that the dealer in LTR
9535010 had violated the LIFO conformity require-
ment because:

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

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

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

2= 4. The financial statements are not within any

of the exceptions to the LIFO conformity
requirements thatare provided in the Regu-
lations.

-
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With respect to the use of the financial state-
ments “for credit purposes,” the IRS found that a
debtor-creditor relationship did exist between the
dealership and the manufacturer and the credit cor-
poration. The IRS stated that if the taxpayer's
“operations began to deteriorate, it is doubtful that
Corp. X (the manufacturer) and Corp. Y (the Credit
Corporation) would ignore these reports and con-
tinue 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.

In a companion letter ruling, LTR 9535009, the
IRS “officially” restated its position with respect to a
dealer who reported for tax purposes using a fiscal
year. The IRS employed the same four-step analysis
as above to determine whether the fiscal year deal-
ership had violated the LIFO conformity require-
ments. In connection 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 provides this computation
for the reader. Even without year-to-date accumula-
tions on the face of the monthly Income Statement,
any series of months could be added together to
reflecta complete 12-month period of anyone’s choice.

r-End Financial Statements Satisfy...

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
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.

REVENUE RULING 97-42

On September 25, 1997, the IRS issued Rev-
enue Ruling 97-42 which provides special interpreta-
tions allowing auto dealers to satisfy the LIFO confor-
mity requirements. These special interpretations
only relate to a year-end financial statement pre-
pared in a format required by an automobile manu-
facturer on preprinted forms supplied by the automo-
bile manufacturer.

PLACEMENT IN THE INCOME STATEMENT.
LIFO adjustments must appear in the twelfth month
Income Statement...but they do not have to be
reflected in the Cost of Goods Sold section through
inventory valuation accounts ..., as long as they are

(Gontinued)
reflected somewhere in the determination of net:
income in the Income Statement.

USE OF ESTIMATES. A “reasonable estimate”
ofthechangein the LIFO reserve for the year may be

, reflected instead of the actual change..., as longas

that “reasonable estimate” is reflected somewhere in
the year-end Statement of Income. No one has any
definite idea of what the IRS will accept as a "reason-
able estimate” or what procedures the IRS will recog-
nize as being "reasonable” in the preparation of an
estimate.

FISCAL-YEAR TAXPAYERS. If an auto dealer
employs a fiscal taxable year, and reflects the LIFO
changein Cost of Goods Sold or anywhere elsein the
Income Statement, the LIFO conformity require-
ments will be satisfied if the dealer 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 December Income State-
ment 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 State-
ments provided for the last month of the fiscal year.

In other words, the IRS does not require the
changeinthe LIFO reserve to be 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

see BE SURE YEAR-END FINANCIAL STATEMENTS SATISFY..., page 10
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reflected in the Income Statement. For years ending
after October 14, 1997, itis thus imperative that the
LIFO adjustment be properly reflected in the Income
Statement prepared for the last month of the year.

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 paid a 4.7% penalty tax/settlement amount and
satisfied certain other special requirements.

One of the major traps that practitioners and auto
dealers face lies in the deliberate (?) lack of synchro-
nization between the language of Revenue Ruling
97-42 and Revenue Procedure 97-44. Revenue
Ruling 97-42 applies to the issuance of statements to
" a “credit subsidiary.” In contrast, Revenue Proce-
dure 97-44 contains broader language in its scope
(Section 3) referring to the providing "for credit pur-
poses” ...an income statement in the format required
by the franchisor.

See the analysis of Revenue Procedure 97-44 in
the September, 1997 and December, 1997 issues of
the LIFO Lookout for discussions of the settlement
amount 4.7% penalty payment and many questions
that are still in need of answers.

TWO SPECIAL INTERPRETATIONS
CLARIFIED ONLY FOR AUTO DEALERS...
BUT STILL WAITING TO TRAP
ALL OTHER BUSINESSES USING LIFO

DIFFERENT YEAR-ENDS FOR BOOK AND
TAX PURPOSES (FISCAL YEARS). LIFO confor-
mity problems are multiplied where a taxpayer has a
different year-end for reporting to a manufacturer,
supplier, or creditor (calendar year-Dec. 31) than the
fiscal year it uses to report for income tax return
purposes and for other financial statement reporting
purposes. For these fiscal year taxpayers... other
than auto dealers and light, medium & heavy-duty
truck dealers... in order to satisfy another strict
conformity requirement, the full year Income State-
ments must reflect LIFO at the end of both twelve
month annual 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,
or loss for a one-year period other than a taxable
year, and to (2) credit statements or financial reports
that cover a one-year period other than a taxable
year, but only if the one-year period both begins and
endsin ataxable year or years for which the taxpayer
uses the LIFO method for Federal income tax pur-
poses. For example,...in the case of a calendar year
taxpayer, the requirements...apply to the taxpayer’s

\/ol‘ 8,No. 4
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determination 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.

PLACEMENTOF LIFOCHANGEIN THE YEAR-
END STATEMENT OF INCOME. In fighting with
auto dealers over conformity, in 1994 the IRS infor-
mally stated that on the last monthly (i.e., twelfth
statement) the LIFO adjustment had tobe run through
the cost of goods sold section (via the beginning-of-
the-year and the end-of-the-year inventory valua-
tions), rather than through an other income/deduc-
tions account...or else dealers would not be comply-
ing with the LIFO year-end conformity requirement.
The IRS subsequently retreated on this point in
Revenue Ruling 97-42.

For LIFO taxpayers other than those dealers
indicated above, where and how the year-end LIFO
adjustment is placed on the Income Statement be-
comescritical. The IRS “only-through-cost-of-goods-
sold” interpretation could disastrously resultin count-
less LIFO election terminations in situations where
the (projected) change in the LIFO reserve at year-
end was placed in some other section of the income
statement, such as in an Other Income or Other
Deductions account. Fortunately, in Revenue Ruling
97-42, the IRS said (to certain dealers only) that the
LIFO adjustment could be placed anywhere on the
income Statement.

Warning: All taxpayers...other than auto and
truck dealers...using LIFO who issue monthly
statements to manufacturers, suppliers or credi-
tors are not protected by the special rules in
Revenue Ruling 97-42 which modify the Regula-
tions only for auto dealers. Unfortunately, the IRS
“guidance” for franchised auto dealers in Revenue
Ruling 97-42 and the “relief” for prior conformity
violations under Revenue Procedure 97-44 does not
apply to any other type of taxpayer issuing what
might be “similar” statements under “similar circum-
stances” to other manufacturers, suppliers or credit
sources. No one can be sure what these other
businesseswhohave LIFO conformity violations should
doin light of what we now have come to understand to
be the IRS interpretations of the Regulations.

What should these businesses/taxpayers using
LIFO be told about their LIFO elections? Are they
subject to retroactive termination of their LIFO elec-
tions at any time, literally at will, by the IRS? What
responsibility does the CPA practitioner have as
preparer of the tax return now that the IRS position
hasbeen more clearly set forthin Revenue Ruling 97-
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427 We asked those questions over a year ago, and
they are still relevant...and unanswered...today.

ONCE YEAR-END FINANCIAL STATEMENTS
ARE RELEASED, IRS WILL NOT ALLOW
LIFO CONFORMITY VIOLATIONS
TO 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 {1 9449) illustrates 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. Thetaxpayer probably would have lostits 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.

The taxpayer took the position that it 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 the taxpayer's arguments. 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, itwas 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 consistent with the Commissioner’s ongoing inter-
pretation of the conformity requirement.

(Continued)

HOW SAVVY BUSINESSES “FOIL”
THE LIFO CONFORMITY REQUIREMENTS

Many businesses using LIFO (especially pub-
licly-held companies reporting to the SEC) 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. ltis 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
...in one case, several hundred 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.

On the same subject, we have always ques-
tioned the efficacy of the advice given to auto dealer
groups that have gone public in connection with the
supposed “benefits” from terminating their LIFO elec-
tions. It seems that many millions of dollars of LIFO
deferral tax savings have been thrown away or
sacrificed in exchange for the perceived benefit of
instanthigher earnings per share and hopefully higher
market valuations. The significant—if not Draconian—
penalties the market place has repeatedly exacted
from dealers who miss earnings per share projec-
tions by even a penny suggest that sacrificing real
millions of dollars “just for show” was costly, if not
needlessly extravagant.

see BE SURE YEAR-END FINANCIAL STATEMENTS SATISFY..., page 12
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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.

INSILCO AND SECTION 472(g)

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 Insilco, 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 conformity require-
ment the way Insilco 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 provisions 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 corpo-
rations which consolidate or combine for purposes of
financial statements...shall be treated as one tax-
payer for purposes of the conformity provisions.

The William Powell Company and the Insilco
decisions are the only recorded cases where taxpay-
ers 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 tax-
payer has complied, the IRS asks for proof that
financial statements at year-end were notin violation
of the LIFO conformity requirements.

As noted previously, the first year of the LIFO
election is very often the easiest one for the IRS to
find a conformity violation in because by the time the
election is made in the tax return months after year-
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end, the financial statements for the year are long
gone out the door.

In these situations, the IRS asserts that there is
no statute oflimitations preventing it frominquiring as
toconformity eligibility ... and thatitcan go as farback
as the initial LIFO election year. Furthermore, the
burden of proof would fall on the taxpayer—not on the
IRS—in these inquiries.

YEAR-END PROJECTIONS
FORPLANNING ORSTATEMENT PURPOSES

When the pressure is great to issue the financial
statements before detailed LIFO computations can
be made, the conformity requirement should be
satisfied by using a reasonable estimate of the
change in the LIFO reserve in lieu of the actual
amount. (Revenue Ruling 97-42 says so explicitly for
auto dealers.) As mentioned previously, another
alternative might be to use a different LIFO compu-
tation methodology for the financial statements than
the one used for tax purposes.

Actually, projecting changes in LIFO reserves at
year-end for conformity estimate purposes or tax
planning estimate purposes usually is not too difficult
or time-consuming. These LIFO reserve change
projections involve only two estimates: (1) the
ending inventory level, and (2) the overall inflation
percentage for the year. All other factors necessary
to compute projected year-end changes in the LIFO
reserves for dollar-value LIFO pools are known at
the time the 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 incre-
ments, and

« Cumulativeinflationindex as of the beginning-
of-the-year.

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

(1) Determinethe 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, _,
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(3) Compare the end-of-the-year inventory ex-
pressed in base dollars with the. beginning-of-the-
year inventory stated in base dollars to determine
whether there is an increment or a decrement pro-
jected for the year,

(4) Valuethe projected increment under 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) Subtractthe ending inventory at its LIFO valua-
tion from the ending inventory at its actual or esti-
mated current non-LIFO cost to determine the pro-
jected LIFO reserve as of the end-of-the-year,

(7) Finally, Subtract the actual LIFO reserve as of
the beginning-of-the-year from the projected LIFO
reserve as of the end-of-the-year. The result deter-
mined in this final step is the estimate of the change
in the LIFO reserve for the year.

WHY LIFO RESERVES GO UP OR DOWN.
Taxpayers using LIFO are often surprised whenthey
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
toincrease. And often these increases are very large.

In many instances, the net change in the 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 method-
ology/approach is used.

Downward influences...causing decreases
« Price decreases ...deflation.

 Decreasesininventory investmentlevels—
i.e.,pay-backs of previouslybuilt-up LIFO
reserves to the extent necessitated by
the carryback of a current year quantity
decrease (referred to as “decrements”)
againstincreases (“increments”) built up
in prior years. But see the qualification
belowwhere negative LIFO reserves are
involved.

CHANGE FACTORS

(Continued)

If year-end LIFO projections show that the :
dollaramount of the ending inventory (expressed in
terms of base dollars) is projected to be lower than
the beginning-of-the-year inventory amount (also
expressed in base dollars), that means there is
going tobe aliquidation or decrementin a technical
LIFO sense.

However, that liquidation or decrement may not
necessarily cause, or resultin, 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.

CARRYBACKOFCURRENT YEARDECREMENT.
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 1998 is carried
back first against any 1997 increment, then against
1996, then against 1995, then against 1994, etc. until
the entire amount of the 1998 decrement (expressed
inbasedollars) has been fully accounted for. in some
instances, a decrement may end up being carried all
the way back tothe originalfirst LIFO year base layer.

As the article on page 14 discusses, projections
often reflect other unanticipated results, especially
where negative LIFO reserves are involved. This
even qualifies the general indication above that de-
creases in inventory investment levels cause or
result in decreases in LIFO reserves.

CONCLUSION

TheIRS position is that there is no limit on its
ability to go back to any prior year...no matter how
far distant...to terminate a LIFO election because
of a violation of any one of the financial statement
conformity requirements.

The IRS supports its argument by reminding
taxpayers that they have explicitly agreed to this
result right on the Form 970 in Part 1 that they
included in their tax returns when they elected
LIFO!

The only exception to this is the IRS' recently
self-imposed limitation for retail automobile and
light, medium, and heavy-duty truck dealers. Con-
sequently, one cannot be too cautious, careful or
deferential to that potential power. X
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STRANGE...BUT EXPLAINABLE...RESULTS FROM
THE WACKY WORLD OF NEGATIVE LIFO RESERVES

In years when prices are going up, LIFO is
comparatively simple to work with as the inflation
factors produce results that are easier—-and fun—to
understand. Businesses using LIFO are, essentially,
deducting a portion of their inventory costs (the
portion attributable to inflation) before they actually
sell the inventory goods. Not a bad deal! And,
everybody knows a day of reckoning willcome some-
time when the LIFO reserve will have to be repaid.

Now alter the scenario somewhat. Substitute
price deflation for the anticipated inflation, and busi-
. nesses and accountants using LIFO often become
confused by what appear to be strange results.
Actually, LIFOis simply a double-edged sword: infla-
tion helps and deflation hurts. Over the years, many
callers have asked whether there can even be such
a thing as a “negative” LIFO reserve...and, indeed
therecan. We have begun to see a lot more negative
LIFO reserves lately. See the December 1997 LIFO
Lookout for a set of projections and calculations
based upon a realistic fact pattern anticipating a few
consecutive years of price deflation.

Here’s another relatively simple fact pattern that

unavoidably draws one into the unusual world of

negative LIFO reserves. Assume a taxpayer elected
LIFO a few years ago, say in 1992, and experienced
price inflation for five years through 1996. In 1997,
prices went down, and the taxpayer experienced
deflation. Throughout this six-year period, year-end
inventory levels randomly jumped around as they
typically do. By the end of 1997, the LIFO reserve
went negative.

At the end of 1997, with the LIFO reserve at
negative $1,936, it would appear that the LIFO
deferral game was pretty much over for the taxpayer.
Right? Well, as one great (or at least oft-quoted)
philosopher once uttered for posterity... “It ain’t
over...'ill it's over!”

Let'stake this fact pattern one step further through
1998, and introduce a significant drop in year-end
inventory level, such that a sizable decrement is
created. What this will illustrate is that the introduc-
tion of some deflation into a string of prior LIFO years
will result in altering the composition of the LIFO
reserve (i.e., or the amount which each LIFO layer
contributes to the net LIFO reserve at the end of the
year). Inthe year when the deflation is experienced,
the contribution of prior year LIFO layers to the LIFO
reserve for the pool is inherently recomputed. As a

Vol. 8, No. 4

result of the mathematics, some of these layers
actually have assigned to them negative amounts of
“contribution to the LIFO reserve.” Note: The LIFO
valuations of each- respectlve years’ layers are not
changed rather what is changed is their respective
“contributions to the LIFO reserv'e " It's almost like
squeezing alongthinparty balloon.somewhere nearthe
end: the shape of the balloon is altered, and it bulges
in places, even though it does not get much longer.

All of this is illustrated in the accompanying
schedules. For your convenience, all of the relevant
facts are summarized in Schedule A at the bottom of
the nextpage. All of the detailed computations of the
LIFO reserves are shown in Schedule B for the
years 1996 (the lastinflationary year), 1997 (the year
deflation occurred), and 1998 (the subsequent year
when inventory levels dropped). Schedule B shows
that the taxpayer actually restored-most of the LIFO
reserve it had at the end of 1996 as a result of the drop
initsinventory atthe end of 1998.. .soif you thought the
LIFO game was pretty much over at the end of 1997, it
really wasn't.

Schedule C shows the analysis of the LIFO
layers, their LIFO valuations and the amounts each
net LIFO layer contributed to the composition of the
LIFO reserve at December 31, 1996 when the LIFO
reserve was $15,379.

Schedule D shows the comparable analyses at
December 31, 1997 when the LIFO reserve was a
negative $1,936. In Schedule D, note how the
composition of the LIFO reserve at the end of 1997
becomes negative for the LIFO layer increments built
up in 1995 (-$4,769) and in 1996 (-$7,676). At the
end of 1996, these layers had contributed only $145
to the LIFO reserve.

As the decrement at December 31, 1998 is
carried back (through 1997), it erases the negative
contributions to the LIFO reserve at year-end 1997
associated with the LIFO layers for the increments
builtupin 1995 and 1996. All of this is illustrating that
the amounts of the increments, expressed in base
dollars, are not changing...it is their “contribution to
the size of the LIFO reserve” that is changing.

The bottom of Schedule D includes a proof or
reconciliation of the netdecrease inthe LIFO reserve
at December 31, 1997. There it is calculated as the
amount of base dollars that remained intact through-
out the year ($193,335) multiplied by the change in

the cumulative inflation indexes at the beginning and
_.é
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...but Explainable...Resul m the W

atthe end of the year (-.08956 = 1.25593 - 1.34549).
That change in inflation indexes is negative, so it
produces a net decrease in the LIFO reserve of
$17,315 ($193,335 x -.08956).

Another way of arriving atthe netdecrease in the
LIFO reserve for 1997 is by looking at it simply as the
difference between the LIFO valuation of the 1997
increment ($46,041) minus the drop in year-end
inventory levels expressed in actual dollars ($288,856
-260,130). However, if at this point one simply stops
and does not focus on the simultaneous
recharacterizations of the contributions of the layers
tothenetLIFOreserve of -$1,936, all of the dynamics
of what may happen in later years (if there is a
decrement) become obscured.

At the end of the next year, 1998, with the
inventory level significantly lower and a modest 1%
inflation, the LIFO reserve goes up! A paradox? Not
really. Schedule E shows the analysis of the LIFO
layers, their LIFO valuations and the amounts each
LIFOlayer contributed to the composition of the LIFO
reserve at December 31, 1998 when the LIFO re-
serve was ‘restored” all the way up to $10,875. The
proof/reconciliation at the bottom of Schedule E
shows that the change in the LIFO reserve of $12,
811 was actually the net result of two “factors.” One
factor was the 1% inflation for 1998 which contributed
$713 of the increase. The other factor was the carry-
back of the 1998 decrement of $173,234 (expressed
in base dollars) through 1997 back against 1996 and
1995 “wiping-out” or “freeing-up” the negative contri-
butions that the increments for these years were
making to the LIFO reserve at the end of 1997.

World of N

ive LIFO Reserves (Continued)

‘In the actual case where this situation came to
our attention, we were projecting LIFO reserve
changes before the end of the year, and the taxpayer
was having difficulty believing that the LIFO reserve
wasreally goingtogoup. Asaresult of these detailed
analyses, the taxpayer was advised not to try to
increase the inventory level in this pool any further.
The taxpayer was also advised that it would be
unable to generate any significant additional deduc-
tions/increase in this pool’s LIFO reserve by further
dropping this pool’s inventory level. This advice was
based on the analysis of the composition of the LIFO
layers which showed that there was only a compara-
tively small amount ($4,011) of basedollars left (once
the year-end inventory dropped to the projected low
level of $72,000). It simply wasn't worth the effort to try
to refine the year-end inventory level any further.

Prior articles and examples in the LIFO Lookout
have often explained (ad nauseum) why LIFO re-
serves may go up even though inventory levels may
go down. The situation discussed here, although an
aberration, really fits comfortably within the overall
theoretical structure of LIFO. It is our intention that
this discussion and these schedules will help you
understand another of the many seeming paradoxes
found in the wacky world of negative LIFO reserves.
Furthermore, the schedule formats should enable
you to set up your own prior calculations in compa-
rable formats so you can work your way forward to
mathematically-sound explanations you can readily
pass along to your clients... or to the IRS.

Amended returns, anyone?

Ending JAFO Reser
Inventory Current Year Cumulative
Annual Cumulative Actual Cost Increase Balance
12/31/91 (Base) - 1.00000 $ 55322 - -
12/31/92  (1st Year) 1.06010 1.06010 $ 38112 $ 2,161 § 2,161
12/31/93  (2nd Year) 1.11119 1.17797 $ 135,966 4,237 6,398
12/31/94  (3rd Year) 1.07369 1.26477 $ 66,715 4,578 10,976
12/31/95  (4th Year) 1.06173 1.34284 $ 144,519 4,118 15,094
12/31/96  (5th Year) 1.00197 1.34549 $ 260,130 285 15,379 SchC
12/31/97  (6th Year) 0.93344 1.25593 $ 288,856 (17,315) (1,936) SchD
12/31/98  (7th Year) 1.00000 1.26849 $ 72,000 12,811 10,875 SchE
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SCHEDULE B

CALCULATION OF ANNUAL LIFQ INVENTORY & RESERVE CHANGES

. BEGINNING OF YEAR INVENTORY AT BASE DATE COST
. END OF YEAR INVENTORY AT END OF YEAR (CURRENT) PRICES

. END OF YEAR INVENTORY AT BEGINNING OF YEAR
(BASE) PRICES

. CURRENT YEAR PRICE INDEX:
END OF YEAR INVENTORY PRICED
AT END OF YEAR PRICES (DIVIDED BY)
RATIO OF:

END OF YEAR INVENTORY PRICED
AT BEGINNING OF YEAR PRICES

. CUMULATIVE LINK-CHAIN INDEX:
CURRENT YEAR PRICE INDEX (LINE D) MULTIPLIED BY (X)
PRIOR YEAR'S CUMULATIVE INDEX (LINE E OF PRIOR YEAR)

. END OF YEAR INVENTORY AT BASE DATE COST
(LINE B DIVIDED BY LINE E)

. CURRENT YEAR INVENTORY INCREASE (DECREASE) -
EXPRESSED IN BASE DOLLARS

1. END OF YEAR INVENTORY AT BASE DATE COST (LINE F)
2. BEGINNING OF YEAR INVENTORY AT BASE DATE COST (LINE A)
3. CURRENT YEAR INCREMENT (G(1) EXCEEDS G(2))

OR DECREASE (IF G(2) EXCEEDS G(1))

4. LIFO VALUATION OF CURRENT YEAR INCREMENT
(IF G(1) EXCEEDS G(2), MULTIPLY LINE G(3) BY LINE E)

H. ANALYSIS OF YEAR-END INVENTORY LIFO "LAYERS"

BASE VALUATION

DOLLARS FACTOR

Base 12/31/91 Inventory $ 35951 X  1.00000

Calendar Year 1993 Increment 16,798 X 1.17797

Calendar Year 1995 Increment 54873 X 1.34284

Calendar Year 1996 Increment 85,713 X 1.34549

Calendar Year 1997 Increment 36,659 X 1.25593
$229,994

ENDING INVENTORY AT LIFO VALUATION, PER ABOVE
LESS: ENDING INVENTORY AT END OF YEAR PRICES (LINE B)

LIFO RESERVE AT END OF CURRENT YEAR
LIFO RESERVE AT END OF PREVIOUS YEAR

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

1996 1997 1998
$ 107622 $ 193335 § 229,994
$ 260,130 288,856 72,000
NOTFULLY  NOTFULLY  NOTFULLY
REPRICED REPRICED REPRICED
1.00197 0.93344 1.01000
1.34549 1.25593 1.26849
$ 193,335 229,994 56,760
$ 193,335 229,994 56,760
$  (107,622) (193,335) (229,994)
$ 85713 36,659 (173,234)
x 1.34549 x 1.25593 -
$ 115326 46,041 N/A
$ 35951 35,951 35,951
$ 19,788 19,788 19,788
$ 7368 73,686 5,386
$ 115326 115,326 .
- 46,041 -
$ 244,751 290,792 61,125
$ 260,130 288,856 72,000
$ 15379 (1,936) 10,875
$ 15094 15,379 (1,936)
$ 285 (17,315) 12,811
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SCHEDULE C

COMPOSITION OF LIFO LAYERS & LIFO RESERVE

AS OF DECEMBER 31, 1996

LAYER ANALYSIS Dollars Factor Valuation Dollars Index Factor By Layer
Base 12/31/91 Inventory $ 35951 x 1.00000 § 35,951 $ 35951 x 0.34549 (1.34549-1.00000) = § 12,421
Calendar Year 1993 Increment 16,798 x 1.17797 19,788 16,798 x  0.16752 (1.34549-1.17797) = 2,814
Calendar Year 1995 Increment 54,873 x 1.34284 73,686 54,873 x  0.00265 (1.34549-1.34284) = 145
Calendar Year 1996 Increment 85,713 x 1.34549 115,326 85,713 x  0.00000 (1.34549-1.34549) = 0

Rounding (1)

Total Base Dollars $ 193,335 $ 193,335
Ending Inventory at LIFO Valuation, Total Per Above $ 244,751
Less: Ending Inventory at End of Year Prices $ 260,130
LIFO Reserve at End of Current Year § 15,379 $ 15379
Less: LIFO Reserve at End of Previous Year $ 15,094
Increase (Decrease) in LIFO Reserve at End of Current Year $ 285 *

PROOF / RECONCILIATION OF INCREASE IN LIFO RESERVE AS OF DECEMBER 31, 1996

Amount of Base Dollars that Remained Intact Through Year Ended December 31, 1996 3 107,622

(x) Multiplied By Current Year Inflation (1.34549 - 1.34284) x_0.00265
Increase (Decrease) in LIFO Reserve Due to Inflation (Deflation) Factor 3 285*
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SCHEDULE D
COMPOQSITION OF LIFO LAYERS & LIFO RESERVE

AS OF DECEMBER 31, 1997

Base Valuation ~ LIFO Base Amount
LAYER ANALYSIS Dollars Factor Valuation Dollars Index Factor By Layer
Base 12/31/91 Inventory $ 35951 x 1.00000 § 35,951 $ 35951 x 025593 (1.25593-1.00000) = § 9,201
Calendar Year 1993 Increment 16,798 x 1.17797 19,788 16,798 x  0.07796 (1.25593-1.17797) = 1,310
Calendar Year 1995 Increment 54,873 x 1.34284 73,686 54873 x (0.08691) (1.25593-1.34284) = (4,769)
Calendar Year 1996 Increment 85,713 x 1.34549 115,326 85,713 x (0.08956) (1.25593 - 1.34549) = (7,676)
Calendar Year 1997 Increment - 36,659 x 1.25593 46,041 36,659 x  0.00000 (1.25593-1.25593) = 0
o Rounding 2)
Total Base Dollars $ 229,994 $ 229,994
Ending Inventory at LIFO Valuation, Total Per Above $ 290,792
Less: Ending Inventory at End of Year Prices $ 288,856
LIFO Reserve at End of Current Year $ (1,936) $ (1,936)
Less: LIFO Reserve at End of Previous Year $ 15,379
Increase (Decrease) in LIFO Reserve at End of Current Year $ (17,315) *

PROOF / RECONCILIATION OF INCREASE (DECREASE) IN LIFO RESERVE AS OF DECEMBER 31, 1997

Amount of Base Dollars that Remained Intact Through Year Ended December 31, 1997 $ 193335

(x) Multiplied By Current Year Inflation / Deflation (1.25593 - 1.34549) x_(0.08956)
Increase (Decrease) in LIFO Reserve Due to Inflation (Deflation) Factor $ (17315
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SCHEDULE E

COMPOSITION OF LIFO LAYERS & LIFO RESERVE

AS OF DECEMBER 31, 1998

Base Valuation LIFO Base Amount

LAYER ANALYSIS Dollars Factor Valuation Dollars Index Factor By Layer
Base 12/31/91 Inventory $ 35951 «x 1.00000 $ 35,951 $ 35951 x 026849 (1.26849-1.00000) = § 9,652
Calendar Year 1993 Increment 16,798 x 1.17797 19,788 16,798 x  0.09052 (1.26849-1.17797) = 1,521
Calendar Year 1995 Increment 4011 x  1.34284 5,386 4011 x (0.07435) (1.26849 - 1.34284) = (298)
Total Base Dollars $ 56,760 $ 56,760

—_— _—

Ending Inventory at LIFO Valuation, Total Per Above $ 61,125
Less: Ending Inventory at End of Year Prices $ 72,000
LIFO Reserve at End of Current Year $ 10875 $ 10,875
Less: LIFO Reserve at End of Previous Year $_ (1,936)
Increase (Decrease) in LIFO Reserve at End of Current Year $ 12811 *

PROOQOF / RECONCILIATION OF INCREASE IN LIFO RESERVE AS OF DECEMBER 31, 1998

Amount of Base Dollars that Remained Intact Through Year Ended December 31, 1998 $ 56,760
(x) Multiplied By Current Year Inflation (1.26849 - 1.25593) x_0.01256
Increase (Decrease) in LIFO Reserve Due to Inflation (Deflation) Factor S 713

Less "Payback” Due to Carry Back of 1998 Decrement Against Prior Year Increment Layer(s)

Base Dollars

1995 $ 50,862 x (0.08691) (1.25593 - 1.34284) = $(4,420)

1996 85,713 x (0.08956) (1.25593 -1.34549)= (7,676)

1997 36,659 x (0) (1.25593 -1.25593) = 0
Total 1998 Decrement $ 173,234

$(12,096) 12,096 NOTE

Rounding , 2
Increase (Decrease) in LIFO Reserve $_12811*

NOTE: The carry back is removing prior years' layers which have a negative effect on the LIFO
Reserve (see the December 31, 1997 layer analysis in Schedule D ). Therefore, the carry back/
"payback" due to the 1998 decrement actually increases the LIFO Reserve for 1998 by $12,096.
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PAGE: 1 DECEMBER 29, 1998
MODEL / ITEM CATEGORY INFLATION SURVEY
DEALER COST FOR THE YEAR ENDED 12/31/58

INFLATION ESTIMATE REPORT BY MAKE
BASED ON INFORMATION AVAILABLE

ACURA (000)% 0.00%
AUDI 168% 0.00%
BMW 091% 0.00%
BUICK 19%6% 0.00%
CADILLAC 218% 0.00%
‘CHEVROLET 196% 1.18%
CHRYSLER 330% 113%
DODGE 267% 0.84%
EAGLE 0.00% 0.00%
FERRAR! 0.58% 0.00%
FORD 069% 170%
GMC TRUCKS 0.00% 0.87%
HONDA 112% 0.45%
HYUNDAI 058% 0.00%
INFINTI 026% 0.98%
Isuzu 0.00% 001%
JAGUAR 0.86% 0.00%
JEEP 0.00% 200%
KA 137% 0.00%
LAND ROVERRANGE ROVER 0.00% 065%
LEXUS 253% 0.00%
LINCOLN 123% 0.82%
MAZDA (388)% 328%
MERCEDES 101% 129%
MERCURY (1.46)% 0.93%
MITSUBISHI 309% 0.03%
NISSAN (167)% (197%
OLDSMOBILE 0.79% 156%
PLYMOUTH 199% 280%
PONTIAC 087% 228%
PORSCHE 0.00% 0.00%
ROLLS ROYCE 0.00% 0.00%
SAAB 0.00% 0.00%
SATURN (0.00)% 0.00%
SUBARU 0.59% 167%
SUZUKI 129% 0.00%
TOYOTA 1.15% 121%
VOLKSWAGEN 071% 0.00%
VOLVO 0.30)% 0.00%

Complete 1999 intro price information is not curmently avallable for all modeis.
Accordingly, some inflation indexes exdude certain item(s) for which 1999 information is missing.
New items are repriced at current cost - i.e., no inflation.

Soure: W. J. De Fiipps’ Make / Modsl Analysis Data Base Report, Preliminary Edition (Copyright 1999)
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DECEMBER 29, 1998

INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL
DEALER COST FOR THE YEAR ENDED 12/3198
NEW ITEMS AT CURRENT COST - E., NO INRLATION

INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL
DEALER COST FOR THE YEAR ENDED 12/3196
NEW ITEMS AT CURRENT COST - LE., NO INFLATION

TOTAL

DECEMBER 29, 1998

CHEVROLET (cont)
NEW LIGHT-DUTY TRUCKS - POOL #2
ASTROVAN 8 1308 282 19140 320 20m%
BLAZER 0 £78 1970 2429 81 018%
C-K CHASSIS CAB 13 241566 2607 4641 192%
CKPCKUP 19 M1 B I 1110 301%
CHEVY VAN 10 194416 197,96 350 182%
COMMERCIAL CUTAWAY VAN 8 143378 146,008 260 183%
EXPRESS VAN 5 110408 111,362 % 08%
F.C.CHASSIS 0 0 NA%
$10 ACKUP 14 204057 205970 1913 094%
SILVERADO 3B 0197 801,997 0 000%
SUBURBAN 0 0 NA%
TAHOE 2 %8 5289 0 09™%
TRACKER 4 %710 &0 0 000%
VENTURE 5 %29 9860 2480 2%
TOTAL NEWL-D TRUCKS 1% 150583 1,166,080 2703307 3414 118%
TOTAL CHEVROLET 161 19057277 1199482 31451% 396 129%
CHRYSLER
NEW AUTOS - POOL #1
00M 1 X2 xs 0 000%
CIRRUS 1 17794 1779 5§  006%
CONCORDE 0 0 NA%
LHS 1 B2 X 0 000%
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TOTAL CHRYSLER 4 2954 11580 362658 24 209%
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STRATUS 2 XM a¥2.:] 149 48%
WIPER 0 NA%
TOTAL NEW AUTOS 10 ° 139598 3T 267%

DODGE (cont)

NEW LIGHT-DUTY TRUCKS - POOL #2
CARAVAN

DAKOTA

DURANGO

RAM CAB & CHASSIS

RAM PICKUP

RAMVANS

RAMWAGON

TOTAL NEW L-D TRUCKS

TOTAL DODGE

EAGLE

NEW AUTOS - POOL #1
TALON

TOTAL NEW AUTOS

TOTALEAGLE

FERRARI

NEW AUTOS - POOL #1
56T

S50 MARANELLO

F3%6

TOTAL NEW AUTOS

TOTAL FERRARI

FORD

NEW AUTOS - POOL #1
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CROWNVICTORA
ESCORT

MUSTANG

TAURUS

TOTAL NEW AUTOS
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18897 G626 2927 40
71915 2067 12
23318 288 47451 1,300
109,895 111,366 1474
81,774 S3,046 1212
12,34 123445 101
60816 61381 %5
1079029 8908 1,177,963 9885
121867 8308 1321291 13575
0

0

0

0

196,140 196,140 0
12304 17584 350
1528 12778 2806 0
w2 €8 a0
&7 1213 60300 350
828 864 26
615 63481 189
B2 217 8
1231 12504 273
80069 872 @9
M50 3078 2569

171%
021%

1.34%
024%

0%
0.84%
1.04%

NA%
NA%

NA%
0.00%

000%
0.58%
0.58%
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DECEMBER 29, 1998 DECEMBER 29, 1998
INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL
DEALER COST FOR THE YEAR ENDED 12/31/%8 DEALER COST FOR THE YEAR ENDED 12/3198
NEW ITEMS AT CURRENT COST - LE., NO INFLATION NEW ITEMS AT CURRENT COST - LE., NO INFLATION

FORD (cont) HONDA (cont)
NEW LIGHT-DUTY TRUCKS - POOL #2 NEW LIGHT-DUTY TRUCKS - POOL #2
CUTAWAY VAN 15 &M 20905 6 141% CRV 5 U518 MM 8888t 21 0%%
ECONOLINE VANWAGON 1" 21m 24500 278 12% ODYSSEY 3 64002 64002 0 000%
EXPEDION 4 1093 116,879 750 690% PASSPORT 10 2440 25998 1518 065%
EXPLORER 13 31925 3699 6774 525% T
FEDPCKLP a4 80T 8098 M 40X TOTAL NEWL-D TRUCKS 18 25193 1518 366 1746 045%
F250 PICKUP % 29014 wem 16350 40% —
220 SUPER DUTY PICKLP 2 U AT 0 oo TOTAL HONDA 6 96,181 200,154 1,667 10367  090%
F350 SUPER DUTY PICKUP 5 1216724 1216724 0 000% ==
RANGER 2 18 787 B 2% HYUNOA
SUPER DUTY CABICHASSIS ) 36 035 0 000%
WINDSTAR 5 10880 108850 0 000% NEWAUTOS - POOL #
— ACCENT 5  474% a4 ) s
TOTAL NEWL-D TRUCKS 2 2195788 250086 48T 08 170% ELANTRA 7 a4 8,18 1164 144%
— SONATA 4 060 560 0 000%
TOTAL FORD 23 2566207 2560886 5200805 B2 16% TIBURON 4 R4 53008 50 097%
TOTAL NEW AUTOS 0 190958 59640 241990 132 058%
GMC TRUCKS —
TOTAL HYUNDA! 2 190958 W60 241990 12 058%
NEW LIGHT-DUTY TRUCKS - POOL #2 —_—
CK CAB & CHASSIS 13 2157 15962 4 18% NENT!
CK SIERRAPICKUP 5 2458 8822 6015 35 104%
CHASSIS LO-PRO 3 8512 4506 1514 - 348% NEW AUTOS - POOL #1
IMMY N B2 M 2B ™ 028% @0 . s o
$15.SONOMA u 26 ] 148 06% @ - P e
R 6 13105 11590 7% 247% 0% 4 %95 WA 76K 61t 0B%
SAVANA 18 F0H06 3463 ST 140% -
SIERRA CLASSIC 2 Q5 & 0 000% TOTAL NEW AUTOS 1 168829 169241 3851 81 026%
SIERRA PICKUP k) 61884 61884 0 000%
SUBLRBAN 0 0 NA% NEW LIGHT-DUTY TRUCKS - POOL #2
YUKON 0 0 NA% Qx4 1 3% 31976 M0 0%8%
TOTAL NEWL-D TRUCKS 12 1264952 921,397 1908 08T% TOTAL NEW LD TRUCKS 1 366 31976 310 096%
TOTAL GMC TRUCKS 12 126492 9197 2205372 1908 08™% TOTAL INFINITI 12 2045 169241 3097 1191 0%
HONDA U
NEW AUTOS..POOL NEW LIGHT-DUTY TRUCKS - POOL #2
ACCORD % ABW SR 4075 S| 10 mae : £® 63 g %JX:
oMe 8 251% 13219 231097 2 11% OASIS 0 0 N
PRELUDE 3 65106 6693 & T RODEO N 1406 0518 2B 079 05
TOTAL NEW AUTOS 4 704188 69Tt T8 862 112% TROOPER _2 s % Ve 2%
TOTAL NEW LD TRUCKS 6 210400 116907 27288 19 [EoN%
TOTAL ISUZU 16 210400 116907 327,288 (19  @©Oy%
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DECEMBER 29, 1998

INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL
DEALER COST FOR THE YEAR ENDED 12/31/98
NEW [TEMS AT CURRENT COST - LE., NO INFLATION

X8 4 214645 216856 2181 102%

XK8 2 118576 113248 62 05™%

TOTAL NEW AUTOS 6 B2 336,074 2863 086%
TOTAL JAGUAR 6 3821 36,074 283 086%
JEEP

NEW LIGHT-DUTY TRUCKS - POOL #2

CHEROKEE 12 204% 21590 655  313%

GRAND CHEROKEE 4 107686 107686 0 000%

WRANGLER 3 6% 4762 ™ 154%

TOTAL NEW L-D TRUCKS 19 256404 107685 371,367 28 200%
TOTAL JEEP 19 266404 107685 31367 728 200% .
KIA

NEW AUTOS - POOL #1

SEPHA 6 8776 636% 8 137%

TOTAL NEW AUTOS 6 @7 6363%6 80 1I%

NEW LIGHT-DUTY TRUCKS - POOL #2

SPORTAGE 0 1242 B 1900 0 000%

TOTAL NEW LD TRUCKS 0 12442 2570 10204 0 0.00%
TOTAL KIA 16 187198 578 213840 860 040%
LAND ROVERRANGE ROVER

NEW LIGHT-DUTY TRUCKS - POOL #2

LAND ROVER DISCOVERY 1 070 31,190 “w 145%

RANGEROVER 4 105751 109740 216648 1157 056%

TOTAL NEW L-D TRUCKS 5 1%4% 109740 247,798 1602 065%
TOTAL LAND ROVERRANGE ROVER 5 13645 109740 247,798 162 065%

DECEMBER 29, 1998

INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL
DEALER COST FOR THE YEAR ENDED 12/3198
NEW ITEMS AT CURRENT COST - L.E,, NO INFLATION

NEW AUTOS - POOL #1
ES300 SEDAN 1 %7 26,84 9 0T%
G300 SEDAN 1 3%4 2403 @ 1%
GS 400 SEDAN 1 38461 2,066 605 15T%
L5400 SEDAN 1 4 45478 58 13%
SC0COUPE 1 %56 7267 1741 490%
§C 400 COUPE 1 4624 am 2150 47%
TOTAL NEW AUTOS 6 22819 28451 562  253%
NEW LIGHT-DUTY TRUCKS - POOL #2
X470 2 %19 %169 0 000%
RX300 2 5468 56468 0 000%
TOTAL NEW LD TRUCKS 4 151677 151,65 0 000%
TOTALLEXUS _ 0 22819 15167 30088 562 150%
LINCOLN
NEW AUTOS - POOL #1
CONTINENTAL 1 U B o8 125%
TOWNCAR 3 108312 10650 138 12%
TOTAL NEWAUTOS 4 1B8% 145,605 1789 123%
NEW LIGHT-DUTY TRUCKS - POOL #2
NAVIGATOR 2 Tsu 7209 55 082%
TOTALNEWL-D TRUCKS 2 Ti514 7209 55 082%
TOTALLINCOLN _ 6 25% 217,704 264 109%
MAZDA
NEW AUTOS - POOL #
6% 4 BH1 7t X @191 @k
MLLENA 2 s4 2103 B01) BT
MXEMATA 1 18009 18009 0 00M%
MX6 0 0 NA%
PROTEGE 3 768 7168 0 000%
TOTAL NEW AUTOS 10 12575 72831 178204 0202 (88
NEW LIGHT-DUTY TRUCKS - POOL #2
B SERES PICKUP 1 W& 10105 20818 792 3%
MPV 0 0 NA%
TOTAL NEWL-D TRUCKS 16 g1 101035 792  32%
TOTAL MAZDA % 25436 173866 4002 760 0.48%
===
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INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL
DEALER COST FOR THE YEAR ENDED 127318
NEW ITEMS AT CURRENT COST - LE., NO INFLATION

DECEMBER 29, 1998

MERCEDES
NEW AUTOS - POOL #1
CCLASS 3 56,960 &£ 10875 &0
CLCLASS 2 19730 198,070 1,740
K 3 U5 R0 11755 650
ECLASS 6 244260 247,890 3630
SCLASS 5 %885 IG5 3,000
SLCLASS 2 180630 2700
K 1 465 465 0
TOTAL NEW AUTOS 2 1079860 162960 1,265,380 12,540
NEW UGHT-DUTY TRUCKS - POOL #2
MCLASS 2 2375 7785 68,140 4]
TOTAL NEW LD TRUCKS 2 B35 JsB 68140 870
TOTAL MERCEDES 24 1109238 200875 1323520 13410
MERCURY
NEW AUTOS - POOL #1
COUGAR 2 0,083 2,053 0
GRAND MARQUIS 2 B 0821 )
INTRIGUE 1 22,061 22061 0
MYSTIQUE 2 0943 31,150 €
SABLE 3 56,761 3475 (3286)
TRACER 3 376 X216 o1
TOTAL NEW AUTOS 13 167,315 114 2162% (3193
NEW LIGHT-DUTY TRUCKS - POOL #2
MOUNTAINEER 3 75874 77,181 1307
WLLAGER 3 6,36 65,36 0
TOTAL NEWL-D TRUCKS 6 75874 6536 142507 1,07
TOTAL MERCURY 19 243180 117440 387480 (1,886)
MITSUBISHI
NEW AUTOS - POOL #1
J000GT 5 1446 144422 116
DIAMANTE 1 8776 28206 Lv.']
ECUPSE 12 2145 241,478 14023
GALANT 5 288 9288 0
MIRAGE 8 RS 96,700 345
TOTAL NEW AUTOS 31 488812 92898 589703 17,983

(1.46%
172%
0.00%
0.93%

(0.52%

0.08%
180%
6.17%
367%

309%

INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL
DEALER COST FOR THE YEAR ENDED 12/31/98
NEW ITEMS AT CURRENT COST - L.E., NO INFLATION

DECEMBER 29, 1998

I

MITSUBISHI {cont)
NEW LIGHT-DUTY TRUCKS - POOL #2
MONTERO 1 868 7916 4n
MONTERO SPORT 8 16219 177106 194129 oM
TOTAL NEWL-D TRUCKS 9 MER TIN6 2205 5
TOTAL MITSUBISHI 0SB/ 004 &1748 18,050
NISSAN
NEW AUTOS - POOL #1
ATMA 7 1mA 1438 118
MAIMA 5 10694 107,982 1088
SENTRA 6 850 o 7.309)
TOTAL NEW AUTOS 18 25190 0,100 (5,080)
NEW LIGHT-DUTY TRUCKS - POOL #2
FRONTIER PICKUP 2 120000 X 180248 (12027)
PATHFINDER 8 14 265,100 295
QUEST 3 6258 6528 0
TOTAL NEW LD TRUCKS B WS 1TST 40601 ©.071)
TOTAL NISSAN M TIN5 70701 (14,161)
OLDSMOBILE
NEW AUTOS - POOL #
AERO 6 0% 10154 0
AURORA 1 R5M 78 w3
CUTLASS 2 U0 UM 5
EIGHTY EIGHT 3 QW U8 80N %6
INTRIGUE 3 BB 2R 6 8
) 1 B0 %009 )
REGENCY 0 0
TOTAL NEW AUTOS 16 174470 148857 2562
NEW LIGHT-DUTY TRUCKS - POOL #2
BRAVADA 1 am 204 »
SLHOUETTE 4 83 BB T8 1562
TOTAL NEW LD TRUCKS 5 M5 2805 1260% 192
TOTAL OLDSMOBILE 2 270585 176912 451981 434

@61%
042%

0.03%
225%

105%
097%
(8.59y%

(167%
(6:26p%

146%
0.00%

(1971%
(1.85)%

000%
075%
162%
082%
140%
1.33%
NA%

0.79%
1.30%
162%
1.55%
1.00%
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DECEMBER 23, 1938 DECEMBER 29, 1998
INFLATION ESTIMATE REPORT BY MAKEMODEL/POOL INFLATION ESTIMATE REPORT BY MAKEMODEL/POOL
DEALER COST FOR THE YEAR ENDED 12/31/98 DEALER COST FOR THE YEAR ENDED 12/31/98
NEW ITEMS AT CURRENT COST - |.E., NO INFLATION NEW ITEMS AT CURRENT COST - L.E,, NO INFLATION

BREEZE 1 e 13087 ® 29% BENTLEY 0 0 NA%
NEOH 4 ap0 Qe o % ROLLSROYCE 0 0 NA%
1 ™ XM 0 00% —_
PROWLER ! %; % TOTAL NEWAUTOS 0 0 Na%
§ S5 BT B 1 190% —
TOTAL NEWAUTOS = % i TOTAL ROLLS ROYCE 0 0 00%
NEW LIGHT-DUTY TRUCKS - POOL #2 —_—
GRANDVOYAGER 3 s 024 R 26M%
VOYAGER 3 ¥ 5,854 149 276% SAMB
LD TRUCKS 6 1w 116,148 318 28% NEW ALTOS - POOL #1
TOTAL NEW _ 93SERES 9 R R 0 000%
TOTAL PLYMOUTH 2 1680 BB AR 5006 244% 95SERES 4 B 25 0 o0
= TOTAL NEWAUTOS 1 @4 04 0 0%
PONTIAC TOTAL SMB 1 QAU 204 0 000%
NEW AUTOS - POOL #4 T
BONNEVLLE 2 am 8275 s 1m% SATURN
FREBIRD 5 19080 1107 1%
GRANDAM 10 e 1009 0 0o% )
GRANDPRIX ¢ BN5  ags  am 08 126% NEWALToS - oL # ) 2 24 ——
SPRE 4 T smIm | 12% ss(.z 2 %56 %65 ® e
1 928 9218 0 oo
TOTALNEWAUTOS 5 BSY 2076 4RED 4o o8m% s 2 2@ 042 0 om%
- RUCKS . FOOLR2 2 2 2% 2% 0 oo
MONTANA 3 e 613 w2 Sm 2 2w zie 0 ox%
o : w2 2 B® bt 0 0o%
TOTAL NEWLD TRUCKS 3 o 6102 o am TOTAL NEWAUTOS 1 14956 149514 @ o
TOTAL PONTIAC B M54 -6 SN2AS 535 100% TOTAL SATURN 13 149516 149514 2 o
PORSCHE SUBARY
NEW AUTOS - POOL #1 NEW AUTOS - POOL #4
911 CARRERA SERES 4 W W 0 0o INPREZA 0 158 160,169 6 110%
BOTER 2 W 447 0 00 LEGACY X MBS BN G 00 04%
TOTAL NEWAUTOS T8 nw wm 0 oo TOTAL NEWAUTOS Q 459 WM M5 s oS
"6 MM 0T e 0 000% NEW LIGHT-DUTY TRUCKS - POOL #2
TOTAL PORSCHE — FORESTER 5 %637 196 167%
TOTAL NEWL-D TRUCKS 5 o4 %37 156 167%
TOTAL SUBARU 4 SM3 BT 913404 641 070%
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DECEMBER 29, 198 DECEMBER 29, 1938

INFLATION ESTIMATE REPORT BY MAKE/MODEL/POOL INFLATION ESTIMATE REPORT BY MAKEMODEL/POOL
DEALER COST FOR THE YEAR ENDED 12/3188 DEALER COST FOR THE YEAR ENDED 12/31/98
NEW ITEMS AT CURRENT COST - LE., NO INFLATION NEW ITEMS AT CURRENT COST - LE, NO INFLATION

ESTEEM 10 13006 13196 1900 146% BEETLE 6 6148 NI  BEE 320 a4
SMFT 2 S8 17529 0 00% CABRIO 4 um 74770 0 00%
—_ GOLF 10 wm e 0 000%
TOTAL NEW AUTOS 12 47574 149474 190 129% ETTA 12 167,706 187,706 0 0o%
PASSAT 0 818 1066 22767 184 0%6%
NEW LIGHT-DUTY TRUCKS - POOL 2 -
GRANDVITARA 8 "W\ W 0 000% TOTAL NEW AUTOS £ 736 7109 T84 51%  O071%
TOTAL NEW LD TRUCKS 8 W U 0 000% NEW LIGHT-DUTY TRUCKS - POOL #2
—_ EUROVAN 2 508 BB 0 000%
TOTAL SUZUKI N 5 U 29146 190  066% —_
= TOTAL NEWL-D TRUCKS 2 %08 508 0 000%
TOYOTA . TOTAL VOLKSWAGEN “ NI EMT TBAET 51%  066%
NEW AUTOS - POOL #{
AVALON 4 9 020 12 141% VoLVO
CAMRY 2 10978 1M3%  ZBW 9 0m
CELICA 4 T .34 554 7.4% NEW AUTOS - POOL #1
COROLLA 6 4% 7 1502 @1 70SERES 17 46410 T84 SU4B (1816 039%
— 80 SERES 2 Q%7 Q%7 0 000%
TOTAL NEW AUTOS % BAB/ 363 473047 538  1.15% —_
TOTAL NEW AUTOS 19 466410 1271 60735 (1816) Q3%
NEW LIGHT-DUTY TRUCKS - POOL #2 —
RUNNER 9 460 2842 W 188% TOTAL VOLVO 19 466410 1711 607X5 (1816) Q0%
LAND CRUSER 1 B3 BINR 0 00% ===
RAVA o wem 168895 1618 09T%
SIENNA 6 ®E0 TR 1B1B .
TACOMA PICKUP 7 B0 66 74D 2916 106%
TOTAL NEWL-D TRUCKS “ 6RTN 14N BI76% 9805 121%
TOTAL TOYOTA 0 1038101 237379 12088 1528 119%
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