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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. THE IRS OPENS ITS TRAINING

CONFERENCE IN D T P
The Internal Revenue Service held its Joint Techn/-
cal Advisor Conference in Dallas on November 13-
17. This Motor Vehicle and Inventory Technical
Aaviser Conference included Section 263A and
ChangeinMethod of Accounting Technical Advisers.

For the first time, the IRS invited a small number
of CPAs and other industry specialists to attend the
first 2¥2 days of its 5 day Conference. | was pleased
to be one of the invitees and was given the opportu-
nity to present a discussion of the problems practitio-
ners have encountered in applying the Alternative
LIFO Method to automobile dealers.

Other topics discussed at the Conference in-
cluded many aspects of taxpayers' changes in meth-
ods of accounting, the importance of appropriate
recordkeeping (especially for large taxpayers), the
use of replacement cost for valuing parts inventories
and the inventory cost capitalization requirements
under Section 263A.

Onedevelopment (#2 below) and one non-devel-
opment (#3 below) are of special interest to auto
dealers and their CPAs.

#2. IRS COMMITS TO ISSUE A
SAFE HARBOR APPROACH

At the IRS Conference in Dallas two speakers indi-
cated that a Revenue Procedure was expected tobe
issued before the end of the year that would provide
a standardized methodology for an automobile
dealer’s used vehicle LIFO computations.

It would appear that this safe harbor procedure
would be patterned somewhat after the methodology
in Rev. Proc. 97-36 for new vehicles, with necessary
differences to reflect the nature of used vehicles.
What seemed to be most favorable in the discussion
was that the so-called “52-week” method described
in LTR TAM 9853003 would not be required...nor
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would the use of separate data bases to determine
prices for used vehicles acquired at auction vs. those
acquired by trade-in from customers.

Incidentally, if you're involved in projecting
changes in LIFO reserves for used vehicle invento-
ries, allindications are that... LIFO inflation indexes
for used vehicles are expected to be flat for this
year. In fact, in many instances, these inventories
may reflect negative inflation (i.e., deflation).

Our projections for used vehicles reflect a range
of three estimates: one-half percent deflation (-
.5%), no inflation (.0%) and one-half percent infla-
tion (.5%) for used automobile pools and for used
light-duty truck pools.

#3. MOUNTAIN STATE FORD TRUCK SALES &
THE USE OF REPLACEMENT COST FOR
VALUING PARTS INVENTORIES. As for the

"non-development,” atthe IRS Conference in Dallas,

some time was devoted to discussing various Moun-

tain State computational alternatives under consid-
see LIFO UPDATE, page 2
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LIFO Update

eration to arrive at acceptable adjustments. These

would be based on approximated inventory turnover.

However, nothing definite or binding seems to be in

the works at this time.
What did surface in some of the commemswa;s

the feeling by certain personnel that the IRS really

shouldn't be attempting to solve a taxpayer problem

right now in light of the favorable holding by the Tax

Court.

In response to one agent’s question, the state-
ment was made that if the agent raises the use of
replacement cost issue on audit, in light of the Tax
Court’s holding, the agent's primary position should
be to terminate the taxpayer’s LIFO election.

#4. BE CAREFUL WHEN TERMINATlNG USED

VEHICLE LIFO ELECTION IF YOU DON'T
WANT TO TERMINATE THE NEW VEHICLE

ELECTION AT THE SAME TIME. Don't make

the same mistake one CPA firm made. A reader
called indicating that their dealer had new and used
vehicles on LIFO for several years and during 1999,
they decided that they wanted to terminate the used
vehicle LIFO election. They did notwant to terminate
the new vehicle LIFO election.

The taxpayer filed Form 3115 with its 1999

income tax return and sent a copy of the Form 3115
to the National Office in Washington, D.C.

To its dismay, the taxpayer received a call from

the examiner in the National Office indicating that,
unfortunately, they had to take both the new and the
used vehicle inventories off of LIFO.

The filing requirements which the taxpayer satis-
fied were the filing requirements set forth in Revenue
Procedure 98-60 (see Section 6.02(2)). This filing
requirement is coordinated with Section 10.01 in the
Appendix dealing with changes from the LIFO inven-
tory method under Section 472, relating to a “change
from the LIFO inventory method for all its LIFO
inventory.” Thus, under Revenue Procedure 98-80,
when its filing requirements are satisfied, the Service
concludes that the taxpayer wanted to terminate all
of its LIFO inventory elections.

Had the taxpayer properly terminated its used.
vehicle LIFO election only, it would have filed Form
3115 with the National Office before the end of its
taxable year (i.e., before December 31, 1999) in accor-
dance with Section 10 of Revenue Procedure 97-27.

In discussing this situation with the reader, |
suggested that she call the individual reviewer in the
National Office and ask if it would be possible to
obtain an extension or waiver under Section 10 of
Rev. Proc. 97-27 since they had filed the tax return
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(Continued from page 1)

and the copy of th with the National Office in
early February ofthe year 2000...a period of time not
too far beyond the end of tt e taxable year. What we
were hoping for, of course, was that the "kinder and

- gentler" nature of the: IRS would surface.

No such luck! In talkmg wnth the National Office,

the CPA was told that there was nothing that the IRS
~could do about the mistaken intention to file under

Rev. Proc. 97-27 instead of Rev. Proc. 98-60. The
National Office suggested that a request be filed
under Reg. Sec. 300.9100 for an extension of time to
rectify the erroneous filing. Thisisa very complicated
and messy filing to undertake.

The key point here is that when terminating only
a used vehicle LIFO election under Revenue Proce-
dure 97-27, that requires an affirmative response
from the National Office and the Form 3115 must be
filed before the end of the year of change. When
both the used and new LIFO elections are being
terminated at the same time, these changes do not
require advance permission from the National Office
and therefore, the Form 3115 is not required to be
filed with the National Office until the original is filed
with the tax return for the year of change.

#5. TAX COURT UPHOLDS BIG LIFO RESERVE
RECAPTURE IN DEALERSHIP RESTRUC-
TURING ... in a recent Tax Court decision,

Coggin Automotive Corporation dated October 18,

2000, the Tax Court held that after a rather compli-

cated restructuring involving a consolidated group of

dealership corporations...there would be a LIFO
reserve recapture of roughly $4.8 miliion.

In Coggin Automotive Corporation, the IRS threw
two arguments at the taxpayer. The IRS’ first attack
was to challenge the overall corporate group restruc-
turing as a sham. This attack failed.

However, the IRS’s second attack was success-
ful. This attack was based on the direct application
of Section 1363(d).

Coverage of this case begins on page 6. For a
diagram of the transactions that precipitated the
LIFO reserve recapture, see page 9. If you want to
do more research on your own, there is a listing of
selected references on page 23.

#6. YEAR-END LIFO REPORTING REQUIRE-
MENTS & TRAPS TO CONSIDER BEFORE
ISSUING YEAR-END FINANCIAL
STATEMENTS Be. §urg Yegr-Eng Financial

i 1l of the . «
mity gqgiremg ts There is no reason to
expect the IRS to be lenient if it finds any violations
of the LIFO conformity requirements on year-end
financial statements. Such violations most likely will
_)

A:Quarterly Update of LIFO - News, Views and Ideas

2 December 2000

X

De Filipps' LIFO LOOKOUT Vol. 10, No. 4



LIF dat

result in the IRS taking the position that the LIFO
election must be terminated, although that penalty is
discretionary with the IRS Commissioner.

With this in mind, it's appropriate to review our
annual reminders about year-end projections, esti-
mates and the importance of placing proper LIFO
inventory disclosures in the year-end financial state-
ments. Last year we included a comprehensive
discussion of these mattersin the LIFO Lookout. Our
conclusion this year was that there was no point in
reinventing the wheel. So, we have reproduced last
year's article beginning on page 11 and urge you to
read or re-read it as the case may be. -

Document Your Year-End LIFO Projections.
For businesses that find it necessary to estimate
LIFO reserve changes before the final amounts can
be calculated, the article includes sections on how to
project LIFO reserve changes quickly and effec-
tively. This portion of the article begins on page 18.

#7. YEAR-END PROJECTIONS BASED ON
“ONE-OF-EACH” MIX ASSUMPTION FOR
DEALERS. Continuing another annual tradition,

this issue includes a listing useful for auto dealer new
vehicle LIFO reserve projections. This listing shows
weighted average information for each make and
model. It compares everything in our SUPERLIFO
database as of December 1, 1999 (i.e., the beginning
of the year) ... with intro-2001 model prices, unless
the 2001 intro price was subsequently updated and
that information is also in our database for the end of
the year.

For more background on this, see page 4. The
summary table by make appears on page 5. It
indicates that the overall price increases for most
new vehicles are expected to be small again this
year, except for minivans and SUVs which, since
they seem to be selling well, reflect some serious
inflation. For a more detailed analysis of each make,
see the listings on pages 24-31.

Also, note that one small element for Chrysler
dealer LIFO calculations is how to classify the PT
Cruiser. For more, see below.

#8. PT CRUISER FOLLOW-UP.

ISIT ACAR OR A TRUCK? For dealers using
the Alternative LIFO method, we previously called
attention in the Lookout Update Item #9, March 2000,
to the question of whether DaimlerChrysler's new PT
Cruiser should be treated as: a car or a truck for
pooling purposes.

The U.S. Environmental Protection Agency (EPA)
and the National Highway Traffic Safety Administra-
tion (NHTSA) have issued conflicting opinions/rul-
ings on whether the PT Cruiser-is a car or a truck.
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(Continued) .

According to the EPA, which is responsible for
certifying that new vehicles are not going to poliute
the atmosphere too much, the PT Cruiser is a car.

According to the NHTSA, which is responsible
for overseeing the CAFE (Corporate Average Fuel
Economy) rules, the PT Cruiser is a truck. Appar-
ently, the NHTSA takes this view because the PT
Cruiser has a flat rear load floor and removable rear
seats. DaimlerChrysler has indicated that the dura-
bility of the PT Cruiser was tested by using truck
standards (which are tougher) rather than using the
standards for passenger car development.

There’s a lot at stake in this because Daimler-
Chrysler is hopeful that its relatively fuel-efficient PT
Cruiser will help it meet the minimum 20.7 miles per
gallon requirement for its overall truck line. If D/C is
allowed to treat the PT Cruiser as a truck for CAFE
MPG computation purposes, the Cruiser’s estimated
20-26 MPG would significantly off-set the far lower
fuel-(in)efficiency of D/C’s other trucks.

These conflicting classifications by the EPA and
the NHTSA may also create some confusion for LIFO
computations under the Alternative LIFO Method.
The PT Cruiser either goes into the new autos pool or
it goes into the new light-duty truck pool.

As we previously stated, we believe that the
determination for Alternative LIFO Method pooling
purposes of whether the PT Cruiser is classified as a

- car or a truck should follow the standard industry

classification, rather than that made by special Fed-
eral agencies.

Based on our understanding that the PT Cruiser
is derived from the small Neon (automobile) platform,
we would believe that it should be classified as an
automobile. In March, we concluded: “Our feeling is
that D/C’s Neon-based PT Cruiser belongs in the
new automobiles pool for LIFO purposes... but, stay
tuned...we're flexible.”

Information now available reflects that all of the
major industry classification guides (Black Book New
Car Guide, Kelley, NADA and Edmunds) do not
classify the PT Cruiser as an automobile. Instead, it
is classified either as a minivan or as a Sport Utility
Vehicle...in either instance, a classification placing
the PT Cruiser in the light-duty truck pool for LIFO
purposes.

In October, the Automotive News published its
2001 Model CAR Specifications in which it included
the PT Cruiser 4-door hatchback. Notwithstanding
this classification by the Automotive News and our
original "feeling,” we are now ready to go along with the
industry guidebooks and will be treating the PT Cruiser
as a light-duty truck in our SuperLIFOdata base. X

Photocopying or Reprinting Without Permission Is Prohibited

De Filipps' LIFO LOOKOUT Vol. 10,No.4

December 2000 3



QUICK YEAR-END INFLATION ESTIMATES
FOR AUTOMOBILE DEALERS
2000-2001 NEW VEHICLE INFLATION SURVEY
ASSUMING ENDING INVENTORY MIX OF ONE-OF-EACH ITEM CATEGORY

Most auto dealers are under great pressure to
release their year-end financial statements before
their actual LIFO calculations can be completed.
Each year we provide a listing for auto dealer new
vehicle LIFO reserve projection purposes showing
weighted average information for each model. -

Our information compares everything in our
SUPERLIFOdatabase as of December 1, 1999...with
. intro-2001 model prices, unless the 2001 intro price
was subsequently updated, and that information is
also in our database for the end of the year. Decem-
ber 1, 1999 is the reference date for the equivalent of
the calendar year 2000 beginning of the year date;
i.e., December 31, 1999/January 1, 2000.

The summary on the facing page shows that for
new vehicles the overall price increases are small
againthis year. This is due to competitive pressures
among the manufacturers and currency pressures.
_ Also, some manufacturers changed option packages
either to or from standard base vehicles.

There is some subjective language built into the

tests under the Alternative LIFO Method for deter-
mining whether or not a vehicle is a “new” item or a
“continuing” item. The one-of-each inflation indexes
shown for various manufacturers also reflect some of
these quirks.

Last year, vehicles posing interpretive problems
included: Dodge Avengers and Intrepids, Ford Con-
tours, Ford F-Series Super-Duty Trucks, Infinities,
Jeeps, Mercuries and Mitsubishis.

This year, some of the Ford light-duty truck line
pose most of the interpretative problems. The Ford
Ranger, in particular, is troublesome. For the calen-
dar year/model year 2000, there were 12 Ranger
models. For 2001, the Factory price list shows 38
models of which we were only able to match only a
few of the models’ package contents. Several of the
models added a new trim called the “Edge,” and all
models for 2001 include a Series Code which mustbe
used when an order is placed. Those vehicles which
we could not match were treated as new, and accord-
ingly, the computed one-of-each index for Ford light-
duty trucks is almost zero.

The Ford Explorer Sport also posed a special
problem of its own, not worth going into detail about
here.
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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 some other
arbitrary or assumed inflation rate (like 1%, 2% or
3%) or coming up with a guesstimate by some other
method.

WARNING: Our database is not entirely com-
plete at this time because not all manufacturers have
made their information available as we go to press.
Notwithstanding this limitation, 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. The detailed analyses for each
make start on page 24.

REASONABLE ESTIMATES

If a dealer is going to reflect an estimate ot the
LIFO change for the year in a year-end Income
Statement, that estimate should be a reasonable
estimate in order to satisfy the IRS.

Caution in this area is advisable. No one really
has any idea of what the IRS will accept as
reasonable...or reject as unreasonable. So be care-
ful, and save your projection calculations.

THE BEST WAY

Whenthe year-end LIFO computations are made
using all the actual year-end invoices, the results
based on detailed item categories may be signifi-
cantly different from the projections based on one-of-
each weighted averages. Also, a dealer's beginning-
of-the-year average cost for an item category may be
considerably lower than the intro dealer cost used in
compiling the intro-to-intro averages, and this could
result in a slightly higher inflation index.

A more accurate way to project LIFO changes is
to input all of the dealer’s invoices on hand as of a

- date close to the end of the year. By doing this, a

more accurate weighted model mix is factored into
the year-end LIFO reserve change projection. In
addition, this process also factors in the actual aver-
age beginning-of-the-year item category costs for all
of the continuing models. %
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MODELATEM CATEGORY INFLATION SURVEY
FOR QUICK, ONE-OF-EACH, LIFO ESTIMATES
DEALER COST FOR THE YEAR ENDED 12/31/00

INFLATION ESTIMATE REPORT BY MAKE
BASED ON INFORMATION AVAILABLE

ACURA 0.29% 000%
AM GENERAL 000% 350%
AUDI 130% 0.00%
BMW 0.29% 0.00%
BUICK 315% 000%
CADILLAC 1.08% 0.00%
CHEVROLET 119% - 0T5%
CHRYSLER 065% 0.00%
DAEWOO , 463% 0.00%
DODGE 230% 233%
FERRARI 0.00% 000%
FORD 202% 375%
GMC TRUCKS 000% 122%
HONDA 0.77% 0.98%
HYUNDA 041% 0.00%
INFINITI 131% 0.00%
ISuzu 000% 145%
JAGUAR 6.46% 0.00%
JEEP 000% 268%
KIA (050% 389%
LAND ROVERIRANGE ROVER 0.00% 065%
LEXUS 05% 4.43%
LINCOLN 277% 506%
MAZDA 092% 178%
MERCEDES 057% 135%
MERCURY 297% 246%
MITSUBISHI (0.05% 141%
NISSAN - 05% 154%
OLDSMOBILE 309% 256%
PLYMOUTH 315% 244%
PONTIAC 1.97% 092%
PORSCHE 1.00% 0.00%
ROLLS ROYCE 0.00% 0.00%
SAAB 1.90% 0.00%
SATURN 0.12% 0.00%
SUBARU 0.55% 0.73%
SUZUKI - 140% 121%
TOYOTA 18% 342%
VOLKSWAGEN (0.04% 0.00%
VOLVO 151%  000%

Comrplete 2001 intro price information is not cumently available for afl models.

Accordngty, some inflation indexes exclude certain item(s) for which 2001 information is missing.

New items are repriced at cument cost - i.e., noinflation -

Source: W. J. De Filipps’ Make / Mode! Andlysis Data Base Report, Preliminary Edition (Copyright 2000)
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TAX COURT UPHOLDS B
IN COGGIN AUTOMOTI\
DEALERSHIP RES'

"0 RESERVE RECAPTURE
ORPORATION ' SEC.

1363(d)|

In October, the Tax Court held in Coggin Auto-

motive Corporation that after a rather complicated
restructuring involving a consolidated group of deal-
ership corporations...there would be a LIFO reserve
recapture of roughly $4.8 million.

DUAL ATTACKS BY THE IRS

In Coggin, the IRS raised two arguments in-
tended to result in the recapture of the LIFO re-
serves. The IRS first attacked the overall corporate
~ group restructuring as a sham. This attack failed.

The IRS’s second attack, based on the direct
application of Section 1363(d), was successful.

APPLICABLE CODE SECTIONS

Coggin and the LIFO recapture issue involve
several sections of the Internal Revenue Code. First,
thereis Section 1363(d). Next, thereis Section 1374,
which had resulted in the enactment of Section
1363(d) to create more LIFO recaptures. Finally,
thereis all of Subchapter K which addresses partner-
ship taxation issues, and the underlying rationale for
this Subchapter in terms of whether an aggregate or

an entity approach should be applied in settling this'

case.

Section 1363(d)(1) provides that if (1) an S
corporation was a C corporation for the last taxable
year before the first taxable year for which the S
election was effective and (2) the corporation used
the LIFO inventory method, then the LIFO recapture
amount must be included in the gross income of the
C corporation for its last taxable year.

Section 1363(d)(3) defines the LIFO recapture
amount as the amount by which the C corporation’s
inventory under the First-in, First-out (FIFO) method
exceeds the inventory amountunder the LIFO method.
The LIFO recapture amount is determined at the
close of the C corporation’s last taxable year before the
first taxable year for which the S election is effective.

In general, under Section 1374 a corporate-level
tax is imposed on built-in gains recognized by former
C corporations within 10 years of the first day of the
first taxable year for which the corporation was an S
corporation.

APPROPRIATE PARTNERSHIP BASIS

ADJUSTMENTS ARE NECESSARY

‘The partnerships involved in the restructuring
are entitled to make appropriate adjustments to the

Photocopying or Reprinting Without Permission ls Prohibited

basis. of their inventories to take into account the

amountincluded inthe parent's grossincome. These
adjustments would be made following the guidelines
provided in Revenue Procedure 94-61 for special
collapsed layers.

COGGIN WAS THE TAXPAYER IN LTR 9716003

Coggin Automotive had previously taken the
LIFO recapture issues to the National Office and was
the subject of an IRS Letter Ruling/ Technical Advice
Memorandum (LTR 9716003).

The taxpayer in Letter Ruling 9716003 was iden-
tified as a diversified holding company subject to tax
as a regular C corporation. In our article, we had
guessed that although the nature of the business
activities was not specified, one possibility was that
these were six different automobile dealerships.

See Corporate Group Restructuring Creating S
Corps & Limited Partnerships Triggers LIFO Recap-
ture, in the LIFO Lookout, June 1997. This article
thoroughly analyzes LTR 9716003 and includes re-
lated discussions of the mechanics of the special
collapsed layer computations required by Revenue
Procedure 94-61 when Section 1363(d) applies. The
article also discusses how to report the LIFO recap-
ture tax in the income tax returns when they are filed.

In Letter Ruling 9716003, the IRS looked through
the form of a series of corporate restructuring trans-
actions involving S corporations and limited partner-
ships and held that the parent corporation was liable
for the LIFO recapture tax under Section 1363(d).
Although not referring specifically to the “substance
vs. form” doctrine, the IRS held that allowing the
parent to avoid the tax would circumvent the purpose
of the statute.

The National Office was asked to rule on only the
LIFO recapture issues arising under the potential
application of Section 1363(d). However, when the
taxpayer decided to contest the LIFO recapture, the
IRS threw it a curve and challenged the bona fides of
the restructuring arrangement as its primary dis-
agreement with the taxpayer in the Tax Court.

LETTER RULING 9644027

Letter Ruling 9644027 in July of 1996 should also
be compared with the Tax Court’s decision in Coggin
Automotive Corporation.

see TAX COURT, page 23

6 - December 2000
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The
Consolidated
Group

The taxpayer, Coggin Automotive Corp. initially was a C corp. d/b/a Coggin
O’Steen Investment Corp.

This corporation was a holding company that owned the stock of 5 subsidiary
auto dealership corporations operating 6 dealerships in Florida.

¢ Coggin Pontiac-GMC

¢ Coggin Nissan

# Coggin Acura (initially d/b/a Coggin Imports)

+ Coggin Motor Mall (initially Coggin-O’Steen Motors)

¢ Coggin-Andrews Honda

Ownership

For almost 20 years through early June 1993, Luther Coggin had a 55%
ownership interest and a 78% voting interest in Coggin Automotive, the holding
company.

Harold O’Steen and Howard O’Steen each owned a 22.5% ownership interest
and an 11% voting interest in the holding company throughout the same period.
General managers of certain of the dealerships were given the opportunity to
buy stock in the dealerships over a period of time. Usually, the price paid for a
dealership’s stock was based on the corporation’s book value, with little or no
value being assigned to the franchise rights.

Consolidated Return .
Status

The parent/holding company and subsidiaries/operating companies filed
consolidated returns for almost 20 years through early June 1993.

Benefits Sought
By Change in Structure

After 20 years, the corporations underwent a restructuring resulting in new S
corporations and assorted limited partnerships operating the 6 dealerships.

To facilitate sale of stock through buy-sells to various managers...some of
whom were frustrated by their inability to acquire more stock.

To assist in the principal owners’ estate planning by introducing more flexible

entities.

Legal counsel for one of the buy-in parties suggested that the overall

arrangement resulting from creation of limited partnerships would provide

several advantages: '

¢ Limited liability protection

+ Ability to make disproportionate distributions

¢ Single level of taxation

¢ Lower Federal income tax rate

+ Ability to avoid Florida State income tax on distributive share of profits

¢ Ability to exercise greater control over the potential sale or liquidation of
_ partnership assets

Mr. Coggin agreed to have dealership assets held by a limited partnership.

Factory Approval

The approval of manufacturers was required and was received before the
restructuring transactions were initiated.

A Quarterly Update of LIFO - News, Viewsvand Ideas
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Restructuring
Steps
(In General)

| Fzrst Establishment of 6 newﬂporp ations, with each new corporation electing

S corporation status. Corporations were i orated for the purpose of being
general partners in limited partnerships that would operate the dealerships.
Second: Creation of Florida limited partnerships, resultmg in ‘permitting entry
of several dealerships’ general managers.

Third: Assorted redemptions of general managers’ stock with payment in the
form of promissory notes.

Fourth: - Simultaneous ( 1) cash contributions to limited partnerships by newly
formed S corporations, (2) contributions of operating assets and liabilities by
dealerships and (3) contribution of promissory notes by general managers for
partnership interests after which notes were cancelled.

Fifth: Old subsidiaries were liquidated after transfer of assets to the
partnerships so that taxpayer/parent/holding company obtained the limited
partnership interests.

Sixth: S corporation status elected by taxpayer/parent/holding company. Note:
this entity had not undergone any changes in capital structure nor any changes
in ownership interests in its stock.

The foregoing is slightly generalized and certain other subsequent transactions
have been omitted.

See diagram of Before, During & After restructuring.

IRS Primary Attack

The “restructuring should be disregarded because it had no tax-independent
purpose.” It was essentially a sham, motivated by tax avoidance.

“The 1993 restructuring was conceived and executed for the principal purpose
of permanently escaping corporate level taxes on the LIFO reserves built into
the LIFO inventories of petitioner’s former consolidated subsidiaries.

IRS cited Frank Lyon Co. v. U.S., 435 U.S. 561 (1978).

Tax Court
Agreed With Taxpayer
That Its Restructuring

Was Bona Fide

Taxpayer proved for the record the following:

¢ General managers were vital to the successful operation of the automobile
dealerships.

¢ Providing incentives to attract and retain quality general managers was
essential in the success of the automobile dealerships.

¢ Operating the automobile dealerships in stand-alone partnership form
afforded the general managers flexibility greater than that offered by
operating the dealerships in corporate form.

¢ Mr. Coggin and the general managers never discussed recapture of the LIFO
reserves.

The Tax Court said, “It is axiomatic that (1) tax considerations play a

legitimate role in shaping a business transaction, and (2) tax planning does not

necessarily transform an event otherwise non-taxable into one that is taxable.”

The Tax Court held that the overall restructuring was a “genuine multi-party

transaction with economic substance, compelled by business realities, imbued

with tax-mdependent consnderatxons and not shaped solely by tax avoidance

features.”
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(Pace 3 of'3)

IRS Secondary Attack
... Sec. 1363(d) Requires
Recapture of LIFO Reserves

Secondary Attack: Section 1363(d) requires inclusions of pre-S election LIFO
reserves in the amount of either $5,077,808 or $4,792,372.

IRS’ secondary attack was based on applying the aggregare (rather than the
entity) approach/concept or concept in partnership taxation to the pre-S election
LIFO reserves attributable to the taxpayer.

Subchapter K of the Code contains the partnership income tax provisions. For
income tax purposes, a partnership may be viewed either (1) as an aggregate of
its partners, ‘each of whom directly owns an interest in the partnership’s assets
and operations, or (2) as a separate entity, in which separate interests are owned
by the partners. The provisions of Subchapter K in some instances apply the
aggregate approach and in other instances apply the entity approach.

The position of the IRS is that outside of Subchapter K (i.e., in a situation
involving Section 1363(d)), the approach to be applied depends upon whether
the aggregate or the entity approach “more appropriately serves the Code
provision in issue.”

According to the IRS, the legislative intent underlying the enactment of Section
1363(d) requires the application of the aggregate theory...“in order to ensure
that the corporate level of taxation be preserved on built-in gain assets (such as
LIFO reserves) that might fall outside the ambit of Section 1374.”

Failure to apply the aggregate approach to Section 1363(d) would allow.the
taxpayer to completely escape the corporate level of tax on a C corporation’s
election of S corporation status and would eviscerate Congress’ suppression of
the General Utilities doctrine.

- Tax Court
Agrees With IRS...
Recapture Applies

Section 1363(d) LIFO recapture applies.

Citing the Tax Court Memo decision Rondy Inc. v. Commissioner (T.C. Memo
1995-372), the Tax Court agreed with the IRS analysis of the legislative
histories of Sections 1363(d) and 1374 that “the application of the aggregate
approach (as opposed to the entity approach) of partnerships in this case better
serves Congress’ intent.”

The Tax Court also held that Section 1363(d)(4)(D) does not prohszt
attribution of the inventory and LIFO reserves to the taxpayer in this case.
Accordingly, the taxpayer/holding company, upon its election to change from C
status to S status, was required to pay tax of $1,633,200 on $4,792,372 (pro
rata share of recapture). This tax is paid, according to statute, in four equal
installments.

LTR 9716003
Involved This Taxpayer

Taxpayer’s 'LIFO recapture issue was prevxously the subject of National Office
Technical Advice LTR 9716003 dated September 30, 1996, in which the IRS
held that the subsidiaries’ LIFO reserves should be recaptured by the parent.

See LIFO Lookout, June 1997, pages 7-13.
IRS challenge to restructuring as tax-motivated was not in issue in this LTR.
See also Letter Ruling 9644027 for a contrasting result.

Citation

115 T.C. No. 28, date of decision Oct. 18, 2000 e Docket No. 1684-99
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SPECIAL LIFO CHALLENGES:

CONFORMITY REPORTING REQUIREMENTS
AND PROJECTIONS FOR YEAR-END PLANNING ALERT

Taxpayers using Last-In, First-Out (LIFO) for
valuing their inventories are often under great pres-
sure to issue their financial statements as quickly
after the year-end as possible. Whether under great
time pressure or not, any taxpayer using LIFO must
be sure that all year-end statements satisfy all of the
LIFO conformity requirements. - If they do not, the
taxpayer risks the loss of its LIFO election.

There are many year-end LIFO conformity re-
quirements, and there are many kinds of businesses
using LIFO. All taxpayers using LIFO must comply
with all of the year-end financial statement confor-
mity reporting requirements in order to remain eli-
glble to use the method.

As emphasized throughout the discussions on
pages 14-16 of the special rules and IRS guidance for
auto dealerships, taxpayers outside the scope of that
guidance should be careful not to rely on that guid-
ance asifthe IRS had generalized orintended ittobe
applicable in their own different situations. or indus-
tries. Similarly, auto dealerships—although benefit-
ing from some clarification by the IRS on certain
reporting issues—should be careful notto rely on that
guidance as if the IRS had generalized or intended it
tobe applicable beyond the carefully worded "scope”
sections in Revenue Ruling 97-42 and in Revenue
Procedure 97-44.

see SPECIAL LIFO CHALLENGES page 12
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Special LIFO Challenges

BASIC LIFO ELIGIBILITY REQUIHEMENTS
“CONFORMITY” IS ONLY ONE i

First: the bigger picture, of which conformlty is
only a part. The IRS can disallow a taxpayer’s LIFO

election if it finds a violation of any one of four
eligibility requirements. The four requirements in-
volve cost, conformity, consent, and the mainte-
nance of adequate books and records.

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

2. Violation of the financial statementre-
porting conformity requirements for the
election year and all subsequent years
(Conformity).

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

4. Failure to maintain adequate books and

tory and all computations related to it
(Adequate Books & Records).

TERMINATION SITUATIONS

~‘equate books and reco

records with respect to the LIFO inven- |

During 1999, probably the most startling devel-
opment involving these eligibility requirements came
out of the Tax Court in Mountain State Ford Truck
Sales v. Commissioner. In this case, the Tax Court

held that the use of replacement cost for valuing parts -

inventories could notbe employed as a substitute for
actual costin connection with LIFO inventories ... nor
for any other non-LIFO inventories.

If a violation of any one of the four eligibility
requirements occurs, the Internal Revenue Service
has the discretionary power to allow the LIFO elec-
tion—if it can be persuaded to exercise that power in
the taxpayer’s favor. For example, Revenue Proce-
dure 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 taxpayer is able to reconstruct the
information necessary to calculate the LIFO inven-
tory 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 (1979-1 C.B. 564)
states that in other circumstances where disputes
with the IRS arise over computational errors, incor-
rect pool selection or item determination, or differ-
ences in the levels of costing inventories between
financial statements and tax returns - the IRS is not
authorized to terminate the taxpayer’s LIFO election.

Photocopying or Reprinting Without Permission Is Prohibited

(Continued from page 11)

wolatlons involve cost,
1t matters or “inad-
Service usually looks
to invoke this more dramatic: measure.

Revenue Procedure 97-44, which allowed cer-

However, where the
conformity, Form 9

~tain taxpayers with conformity: vnolatlons to avoid
‘termination-of their LIFO elections: by paying a 4.7%
‘;penalty_ amount, should be regarded as a verylimited
exception tothe IRS general approach of terminating a

LIFO election whenever it uncovers an eligibilityviola-
tion.

FORM 970 QUESTIONS
REGARDING' CONFORMITY

Form 970 is the LIFO election form which is
required to be included with the tax return for the first
LIFOyear. One of the significanttraps for the unwary
is that Form 970 asks only whether the year-end
financial statements for the election year have satis-
fied certain conformity requirements.

Question 5 on Form 970 does not warn taxpay-
ers that these canformity requirements must be
satisfied for every year-end statement for as long as
the LIFO method is being used. This requirement is
spelled out in Reg. Sec. 1.472-2(e)(1).

Worse yet, the relatively limited Form 970 in-
structions give no hint of the many troublesome
interpretations that can arise under the regulations.
As evidenced by the debacle that auto dealers and
their CPAs floundered through for nearly a decade
(andthatresultedin Rev. Proc. 97-44), it would seem
that many practitioners have never even looked at,
much less attempted to study in detail, the regula-
tions dealing with this critical issue.

CONFORMITY REQUIREMENTS...
THERE ARE MANY

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. To prevent this from happening, the
Treasury says that LIFO must be used in all reports
covering a full year to insure that the use of LIFO for
tax purposes conforms as nearly as possible with the
best accounting practice in the trade or business in
order to provide a clear reflection of income.

It is often stated that LIFO must be used to
compute income. in the year-end financial state-
ments. However, it is more technically correct to
state thatthe IRS only requires LIFO to be used inthe
primary presentation of income (i.e., in the Income
Statement). For most taxpayers, the LIFO confor-

.._.)
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ial LIFO Challenge

mity requirements pose at least two general sets of
requirements:

FIRST, they require that any year-end
financial statements issued in the tradi-
tional report form by the business to
creditors, shareholders, partners or other
users must reflect the year-end results on
LIFO.

SECOND, they also require all year-end
manufacturer-formatted financial
statements sent by certain dealers to a
manufacturer/supplier/creditor (12th,
13th and any otherfiscal year-end state-
ments) to reflect LIFO results.

N
-
w
w
o
=
-

OF REQUIREMENTS

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
attention is not paid to the conformity requirements in
year-end, manufacturer-formatted financial state-
ments sentto the Factory/Manufacturer/Supplier...as
well as in the more conventional year-end state-
ments 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
ifit 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-
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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
sent out to a manufacturer, supplier or other creditor
without direct CPA involvement or review.

The LIFO conformity requirement as it relates 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 cannotshow
results before LIFO, followed by either an addition or
subtraction for the net LIFO change, coming down to
a final net income or loss after-LIFO figure. This
means that during a period of rising prices, a business
using LIFO will usually be reporting lower operating
results in order to comply with the conformity require-
ments. Very strict disclosure limitations existed with
no room for deviation for many years.

The Regulations were liberalized in 1981 and
they now allow LIFO taxpayers to disclose non-LIFO
operating results in supplementary financial state-
ments, as long as those supplementary non-LIFO
financial statements satisfy two tests: First, they
must be issued as part of a report which includes the
primary presentation of income on a LIFO basis.
Second, each non-LIFO financial statement must
contain on its face a warning or statement to the
reader that the non-LIFO results are supplementary
to the primary presentation of income whichison a
LIFObasis. Accordingly, in CPA-prepared year-end -
financial statements, a LIFO taxpayer’s results on a
non-LIFO basis can be fully disclosed as supplemen-
tary information if both of these requirements are met.

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.

see SPECIAL LIFO CHALLENGES, page 14
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Special LIFO Chalienges

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 automabile dealerships are
now aware that the Regulations contain several year-
end LIFO reporting restrictions which apply to the
specially formatted financial statements sentby auto
dealerships and other businesses immediately after
year-end to the Manufacturer/Supplier/Creditors.
Some of those CPAs who were not had. a sude
awakening whentheir (former) dealer clients—through
their attorneys—asked them to reimburse the dealers
for their payments of the 4.7% penalty “settlement
-~ amounts” due under Revenue Procedure 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
month results and another for the year-to-date cumu-
lative 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’ 12th statements (i.e., De-
cember unadjusted) as well as to their 13th state-
ments. The 12th statement is usually issued on a
preliminary basis, before accruals and estimates are
refined by detailed adjusting entries. The 13th state-
ment is usually issued several weeks after the 12th
statement, and it reflects year-end accrual adjust-
ments and other computations not otherwise com-

Photocopying or Reprinting Without Permission Is Prohibited
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pleted within the tight time frame fbr the issuance of
the December or 12th statement (usually by the 10th
day of the following month).

The IRS National Office confirmed dealers’ worst
fears 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 the December
year-end statement, are not on LIFO but the CPA
prepares annual audited financial statements for the
dealership which do 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. Thedealership used aninventory method
other than LIFO in ascertaining its income
in the monthly financial statements,

('Q 2. The financial statements ascertained
m income for the “taxable year,”

(= 3. The financial statements were “for credit
nl purposes,”and

2l 4. The financial statements were not within

any of the exceptions to the LIFO confor-
mity requirements that are provided in the
Regulations.

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

—
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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 simply be added together
to reflect a complete 12-month period of anyone’s
choice.

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

Warning. This would seem to be the position of

the IRS for all taxpayers whose fact patterns fall

under the Regulation. Only the special and limited
relief afforded to certain dealers in Revenue Ruling
97-42 and Revenue Procedure 97-44 (discussed
next) saved some taxpayers from the consequences
of this narrow and harsh interpretation.

REVENUE RULING 97-42:
DISCLOSURE GUIDELINES
FOR CERTAIN DEALERS

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

Placement in the Income Statement. LIFO
adjustments must appear in the twelfth month In-
come Statement. However, they do not have to be
reflected in the Cost of Goods Sold section through
the inventory valuation ‘accounts. As long as the
LIFO adjustments are reflected somewhere in the
determination of net income on.the Income  State-
ment, that conformity requirement will be satisfied.

Revenue Ruling 97-42 makes it clear 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
requirement. For years ending after October 14,
1997, it is thus imperative that the LIFO adjustment
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be properly reflected in the Income Statement pre-
pared for the last month of the year.

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

No one knows what the IRS will accept as a
“reasonable estimate.” Similarly, no oneknows what
procedures the IRS will accept as being “reasonable”
in the preparation of an estimate of the change of the
LIFO reserve for the year.

Fiscal year taxpayers. If an auto dealer em-
ploys a fiscal taxable year, and reflects the LIFO
change in Cost of Goods Sold or anywhere elsein the
Income Statement, the LIFO conformity require-
ments can be satisfied in either of two ways: First,
the dealer may make an adjustment for the changein
the LIFO reserve that occurred during the calendar
year in the month and year-to-date column of the
December Income Statement.

Alternatively, the dealer may make an adjust-
ment for the change in the LIFO reserve that oc-
curred during the fiscal year in the month and year-
to-date columns of the Income Statements provided
for the last month of the fiscal year.

In other words, the IRS does not require the
changeinthe LIFO reserve 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 Septem-
ber fiscal year-end Income Statement without modi-
fication 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 September
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.

see SPECIAL LIFO CHALLENGES, page 16
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Special LIFO Challenges

REVENUE PROCEDURE 97-44:
LIMITED RELIEF FOR CERTAIN DEALERS

Revenue Procedure 97-44 provided “relief” to
auto dealers whose year-end Factory statements
failed to satisfy the conformity requirements at any
time during a six-year “look-back” period. These
dealers were allowed to keep their LIFO elections if
they paid a 4.7% penalty/settlement tax based on the
amount of their LIFO reserves as of the last taxable
year ended on or before October 14, 1997 (i.e., as of
December 31, 1996 for most calendar-year auto
dealers). These dealers were also required to satisfy
certain other conditions as terms of the settlement.

In Revenue Procedure 98-46, the IRS extended

this relief for similar conformity violations to all me-

“dium and heavy-duty truck dealers, providing them
with a slightly different series of payments dates.

One of the major traps that practitioners and auto
dealers now face is in the lack of synchronization
between the language in Revenue Ruling 97-42 and
thelanguage in 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” ... of an Income Statement in the format
required by the franchisor.

See theanalyses of Revenue Procedure 97-44in -

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 still remain unanswered.

SPECIAL INTERPRETATIONS CLARIFIED
ONLY FOR AUTO DEALERS...
ALL OTHER LIFO USERS BEWARE

Different year-ends for book and tax pur-
poses (fiscal years). LIFO conformity problemsare
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 deal-
ers... in order to satisfy another strict conformity
requirement, the full-year Income Statements 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
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that cover a one-year period other than a taxable
year, but only if the one-year period both begins and
endsin a taxable year or years for which the taxpayer
uses the LIFO method for Federal income tax pur-
poses. Forexample,...inthe case of a calendar year
taxpayer, the requirements...apply to the taxpayer’s
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.

Placement of LIFO change in the year-end
Statement of Income. In fighting with auto dealers
over conformity, in 1994 the IRS informally indicated
that on the last monthly (i.e., twelfth) statement, the
LIFO adjustment had to be run through the Cost of
Goods Sold section (via the beginning-of-the-year
and the end-of-the-year inventory valuations), rather
than through an otherincome/deductions account....or
else dealers would not be in compliance with the
LIFO year-end conformity requirement. The IRS
subsequently retreated on this “placement” issue 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 is still
critical. The IRS “only-through-Cost-of-Goods-Sold”
interpretation could result in countless 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 with an Other Income or Other Deductions. For-
tunately, in Revenue Ruling 97-42, the IRS said (to
certain dealers only) that the LIFO adjustment could
be placed anywhere on the Income Statement.

Unfortunately, the IRS “guidance” for franchised
autodealersin Revenue Ruling 97-42 and the “relief”
for prior conformity violations under Revenue Proce-
dures 97-44 and 98-46 do not apply to any other
types of taxpayers issuing what might be “similar”
statements under “similar circumstances” to other
manufacturers, suppliers or credit sources. No one
can be sure what these other businesses with LIFO
violations should doinlight of whatis now understood
to be the IRS interpretation of these regulations.

'All taxpayers...other than auto and truck
-dealers...using LIFO who issue monthly
statements to manufacturers, suppliers or
_creditors are not protected by the special
rules in Revenue Ruling 97-42 which modify
the Regulations only for special reporting
situations faced by auto dealers.

WARNING

-
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What should these businesses/taxpayers be told
about their LIFO elections? Are they subject to
retroactive termination of their LIFO elections at any
time, literally at will, by the IRS? What responsibility
doesthe CPA practitioner have as preparer of the tax
return now that the IRS position has been more
clearly setforth in Revenue Ruling 97-42? These are
the questions that (should) haunt practitioners and
their clients today.

CONFORMITY VIOLATIONS CANNOT BE
CORRECTED ONCE THE YEAR-END
FINANCIAL STATEMENTS
HAVE BEEN RELEASED

What if year-end financial statements are issued
(in a hurry) and the conformity requirements have
been overlooked?

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.
Furthermore, it then becomes discretionary with the
IRS Commissioner as to whether or not the Commis-
sioner chooses to terminate the taxpayer’'s LIFO
election as a penalty for the violation.

The William Powell Company decision (81-1
USTC 9] 9449) illustrates one taxpayer’s success (or
possibly good fortune) 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 state-
ments and then later made a LIFO election when it
filed its tax return.

In that case, the taxpayer recalled its previous
non-LIFO statements and replaced/reissued LIFO
statements to all the banks, credit d sharehold-
ers before the income tax return for the first year was
filed. Thetaxpayer probably would havelost its LIFO
election if it had litigated the issue in the Tax Court,
but the taxpayer chose to litigate this issue in the
District Court in Ohio.

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” : not used for “credit
purposes,” since the credit extended prior
to the delivery of the workshe
accepted the taxpayer’s arguments
Section 472(c)(1), Powell conte
determined at the time of the LIFO election and that

A Quarterly Update O - News, Views and |deas
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this election need not be made until the taxpayer files
its return. At the time Powell elected LIFO, itwasno,
longer usingthe 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.

HOW SOME BUSINESSES GET AROUND
THE LIFO CONFORMITY LIMITATIONS

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

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

This allows some companies to use more pools
...in one case, several hundred more poals... 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 calculatlons 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.

see SPECIAL LIFO CHALLENGES, page 18
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Based on the foregoing, we continue to question-

the wisdom of the advice given by Wall Street to
dealer groups going public in connection with termi-
nating their LIFO elections. How many millions of
dollars of LIFO deferral tax savings have been thrown
away needlessly in exchange for the perceived ben-
efit of higher earnings per share and hopefully higher
market valuations? The significant-if not Draco-
nian—penalties the investing marketplace exacts from
businesses that miss their earnings per share projec-
tions by even a penny suggest that sacrificing real
millions of LIFO tax deferral dollars “just for show”
can be costly, if not almost unnecessary.

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.

OTHER CONCERNS: INSILCO & 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 the taxpayer in 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)
sothat taxpayersin the future couldn’t get around the
conformity requirement 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.
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CONCLUDING CONFORMITY WARNINGS

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 not in violation
of the LIFO conformity requirements.

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

In these situations, the IRS asserts that there is
no statute of limitations preventing it from inquiring as
to a taxpayer's compliance with the conformity re-
quirement ... and that the Service can look into this
as far back as the initial LIFO election year. Further-
more, the burden of proof is on the taxpayer—not on
the IRS—in these inquiries.

The IRS position is that there is no limit on its
ability togoback to any prior year...no matter how far
distant...to terminate a LIFO election because of a
violation of any one of the many conformity require-
ments discussed above. The IRS supports its argu-
mentby 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’ uncharac-
teristic and somewhat voluntary self-imposed limita-
tion in 1997 for certain retail auto and truck dealers.
Consequently, LIFO users cannot be too cautious or
careful in dealing with conformity matters.

YEAR-END PROJECTIONS FOR
STATEMENT CONFORMITY OR FOR
INCOME TAX PLANNING PURPOSES

Projections for statement conformity pur-
poses. When the pressure is great to issue the
financial statements before detailed LIFO computa-
tions 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.
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Projections for income tax planning pur-
poses. |t is unrealistic to attempt any serious
planning for a business that uses LIFO without first
projecting the change in the LIFO reserves for
year-end.

Make projections early. These projections
should be made early enough so that management
can consider not only the financial impact of what is
likely to happen, but also whether legitimate steps,

(Continued)
PROJECTION MECHANICS

Projecting year-end changes in LIFO reserves :
need not be too difficult nor time-consuming. Making
these LIFO reserve change projections involves only
two estimates: (1) the ending inventory level, and (2)
the overall inflation percentage for the year.

All other necessary factors are known at the time
the projections are made because they are “facts”
related to the beginning of the year:

motivated by sound business reasons, can be under-
taken to produce a result different from that shown by
the projections.

One thing is certain: After year-end, it will be too

- Beginning-of-the-yearinventory expressed in total
dollars and in base dollars, ’

« Beginning-of-the-year LIFO valuation of the in-

late to change the results that might have been ventory,.

avoided by proper planning with adequate timing. »  Method used for valuing currentyearincrements,
Even if it is concluded that nothing can be done and .

to avoid the LIFO reserve payback consequences, it - Cumulativeinflation index as of the beginning-of-

is far better to know the extent of the impending “hit” the-year.

so that other buffering actions can be taken, thanitis
to be caught entirely off-guard or without any idea of
how large the LIFO reserve recapture is going to be.

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

(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,
(3) Compare the end-of-the-year inventory expressed in base dollars with the beginning-of-the-year
' inventory statedinbase dollars to determine whether there is an.increment or a decrement projected
for the year,

(4) Value the 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. This means that the most recent/last layer built up is the first one
eliminated,an enaprroryears layers are eliminated in reverse-chronological order. In otherwords,
adecrementin 1999 ried back first against any 1998 increment, then against 1997, then against
1996, then against 19 ; until the entire amount of the 1999 decrement (expressed in base
dollars) has been fully: a ted for. In some instances, a decrement may end up being carried all
the way back to the original first LIFO. year base layer.

(5) Add allthe resulting layers of inventory at therr respective LIFO valuations to get the end-of-the-year
rnventory stated at its LIFO valuation,

(6) Subtract the .ending inventory at its LIFO valuation from the ending inventory at its actual or
estimated current non-LIFO cost to determrne the pro;ected LIFO reserve as of the end-of-the-year,

(7) Subtract the. actual LIFO reserve as of the begmnlng -of-the-year from the projected LIFO reserve
as of the end- of-the-year The result determined'in this final step is the estimate of the change in
the LIFO reserve for the year.

' (8) Reconcile and prove out the projected changes to understand why the reserve is going up or down.

)I( ,

PROJECTION MECHANICS

see SPECIAL LIFO CHALLENGES, page 20
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UNDERSTANDING WHY (PROJECTED)
LIFO RESERVES GO UP OR DOWN

Taxpayers using LIFO are often surprised when

they find out that even though their year-end inven- .

tory levels are projected to be lower than they were
at the beginning-of-the-year, their LIFO reserves are
expected to increase. And often these increases are
very large.

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 previously built-up LIFO
reserves to the extent necessitated by the
carryback of a current year quantity de-
crease (referred to as "decrements”) against
increases (“increments”) built up in prior
years. But see the qualification below

n
o
O
-
(&}
<<
.

CHANGE

where negative LIFOreservesareinvolved.

If year-end LIFO projections show that the dollar
amount of the ending inventory (expressed in terms
of base dollars) is projected to be lower than the
beginning-of-the-year inventory amount(alsoexpressed
in base dollars), that means there is going to be a
liquidation or decrement in a technical LIFO sense.

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

For those who want more mechanical analysis,
see: “Why Do Some LIFO Reserves Go Up Even
Though Inventory Levels Go Down?” in the March,
1992 LIFO Lookoutand “Another Rebasing Example
- With Proofs: Why LIFO Reserves Go Up Even
Though Inventory Levels Go Down and Despite
Rebasing Indexes to 1.000 in Between” in the June,
1993 L/FO Lookout.

Also, for those who are interested in pay-back
mechanics where negative LIFO reserves are in-
volved, see “Strange...But Explainable...Results from
the Wacky World of Negative LIFO Reserves,” in the
December, 1998 LIFO Lookout. This article, with
extensive supporting schedules, analyzes whatmight
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otherwise be unanticipated results where negative
LIFO reserves are involved, and even qualifies the
generalization above that decreases in inventory
investment levels cause or result in decreases in
LIFO reserves.

WORKING OUT OF ANTICIPATED YEAR-END
LIQUIDATION OR DECREMENT SITUATIONS

When a liquidation or decrement situation is
anticipated, the starting point is to calculate the pay-
back potential from a series of reduced inventory
levels. In other words, as the year-end inventory
drops, how much more (or less) is the LIFO reserve
going tochange? These calculations determine what
the real LIFO recapture vulnerability will be as the
anticipated current-year’s decrement is carried-back
on a LIFO basis against the prior LIFO layers that
have been built up over the years.

This recapture potential will be different for every
pool, since each pool has its own history and charac-
teristics. For auto dealers, this recapture impact will
be different for the new auto pool compared to what
it will be for the new light-duty truck pool. The LIFO
reserve repayment potential impact should be com-
puted for each LIFO pool and expressed as a readily
understandable dollar amount. For an example of
this type of successive calculation, see “GM Dealers
Low on LIFO Inventory May Face Stiff Recapture ...
Planning May Lessen the Blow,” in the June 1998
Dealer Tax Watch.

Armed with this diagnostic information, taxpay-
ers anticipating a liquidation may be able to lessen
the anticipated LIFO recapture in at least three ways.
The second and third considerations below are dis-
cussed in the June 1998, Dealer Tax Watch article
referenced above.

. 1. Manage inventory levels. Attempt to
increase or “manage” the inventory level
through transactions that might not oth-
erwise have been considered, but which
still have some degree of business justi-
fication (other than solely attempting to
minimize the impact of LIFO layer liquida-
tions).

2. Year-end change. If eligible, change to
a fiscal year-end that is prior to the year-
end expected to be adversely affected by
the significant inventory reduction.

3. Switch to the BLS/IPIC method. Con-
sider changing to the BLS/IPIC method
under the recent changes...and expedi-
tious consent procedure ... available in
Section 10.04 of the Appendix to Rev-
enue Procedure 98-60.

ALTERNATIVES

o
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If a business using LIFO is trying to avoid a
significant year-end reserve reduction, steps to in-
crease the inventory level should be completed and
documented before year-end. These actions should
be considered only if they make sense from a busi-
ness standpoint, after considering carrying. costs,
insurance, expected ability to sell the additional
inventory and the possibility of challenge by the IRS.

Despite cautions that inventory purchasing deci-
sions should be based on sound business judgment
and not solely on the desire to reduce projected LIFO
pay-backs, some taxpayers may still wish to pursue
more aggressive strategies and to take their chances
in this regard.

As discussed in the next section, the IRS has
been successful in challengmg transactions that ap-
peared to be motivated by the desire to avoid LIFO
recapture impact. In these cases, the IRS ignored
the last-ditch efforts that resulted in inventory on
hand at year-end which was not ‘intended to be sold
or placed in the normal 'iinvéntory"'chahne!s.”

Ideas dealers might consider if faced with
significant pro;ected decrements. A dealer might
attempt to increase or “manage” the year-end inven-
tory level by considering some transactions that
otherwise would not have entered his mind. These
may be rationalized under the "Nothing ventured,
nothing gained” generalization. However, they may
not necessarily be justified if the IRS digs deeply into
them and sees them as motivated solely by liquida-
tion-avoidance. Therefore, these strategies should
be regarded by dealers and their'advisors as aggres-
sive and not without the likelihood of challenge by the
IRS. They are only generalized here, and they
should be carefully and more fully evaluated by the
dealer's advisors before any further action is taken.

1. After determining which pool (new automo-
biles or new light-duty trucks) has the greater LIFO
repayment potential, a dealer may simply try to have
more inventory dollars in'the pool with the greater
repayment potential.

In other words, if the dealer can have only
$1,000,000 worth of inventory, if the LIFO repay-
ment payback potential is 30% on the dollar in the
new automobile pool and 60% on the dollarin the new
light-duty truck pool, the dealer should try to have
more inventory dollars at year-end in the new light-
duty truck pool than in the new automobile poel.

2. Attempttopurchase newvehicles of other makes
(for resale to retail customers) to put into inventory.

Under the Alternative LIFO Method, all new
automobiles, regardless of manufacturer, including
those used as demonstrators, must be included in a
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dollar-value LIFO pool, and all new light-duty trucks
regardiess of manufacturer, must be included in:
another separate LIFO pool. Thus, the Alternative
LIFO Method would appear to contemplate all new
automobiles being placed in one pool, regardless of
manufacturer. Accordingly, a GM dealer who has
other non-GM franchises in the same selling entity as
the GM franchise(s) mighttry to stock up on the non-GM
new vehicles to the extent possible.

3. Similarly, a dealer might simply attempt to
purchase (for retail sale) some very expensive makes
(Lamborghini or Rolls Royce) and put themin the new
automobiles pool. (“A few will do.”) Does a dealer
have to have that franchise to sell those vehicles?
What about creating a special joint venture, or flow-
through type entity with another franchised dealer?

How far can the “retail resale” aspect be pushed?
Willthis pass muster with the IRS? One cannotbe sure.

Caution: Section 4.02 of Revenue Procedure
97-36 does contain some troublesome language
relating to LIFO pools. |t states that “for each
separate trade or business,” all autos, regardless of
manufacturer,must be placed in one pool. No one
really knows what “for each separate trade or busi-
ness”really means, and the IRS has yet to define or
explain it. If these words don’'t mean anything, why
are they there? Might the IRS assert some special-
ized interpretation for this term under these circum-
stances?

in TAM 199911044, the IRS gave some indica-
tion of its interpretation of the “for each separate
trade or business” language. In this TAM, the
National Office allowed an auto-dealer to keep allnew
autos in one pool and all new light-duty trucks in a
separate pool, even though that dealer was involved
with two manufacturers, five franchises and three
locations, all of whichwere in the same city. For more
on this TAM, see “Automobile Dealer with Multiple

-~ Franchises & Locations Can Use One Pool for all

New Cars,” LIFO Lookout, June 1999.

4. A dealer might actively seek out another
dealer with less of a LIFO recapture impact potential
and attempt to purchase inventory from that dealer,
perhaps paying a “premium” or offering that dealer
some other considerations for.that inventory that
makes the transaction economically attractive to
both parties.

5. Dealers with multiple franchises in different
entities should make similar LIFO recapture impact
calculations for all their LIFO pools in all entities... to
determine whether a shifting of inventory from one
entity to another, if feasible, mlghtcreate afavorable
recapture-avoidance result.

see SPECIAL LIFO CHALLENGES, page 22
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6. Finally, although it may seem heresy, a
dealer might consider not closing sales until after the
end of the year. For some dealers, what they hope
to realize in gross profit and potential customer
loyalty may be smaller than the real dollar outflow that
definitely will result from the reduction of inventory by
sales which will definitely trigger the LIFO recapture.
Some dealers may simply be unable to make theright
decision on this. ‘

SOMETIMES THE EVER-VIGILANT IRS
REVERSES YEAR-END .
'LIQUIDATION AVOIDANCE MEASURES

In 1996, the Tax Court observed that taxpayers
often “desire a higher base-year cost of ending
inventory in a given year to avoid liquidating a LIFO
layer, causing a match of historical costs against

“currentrevenues” (see E. W. Richardson, Tax Court
Memo Decision 1996-368). The Court’s observation
was made in the context of three other cases and
Revenue Ruling 79-188. All of these collectively
stand for the proposition that the IRS may success-
fully overturn and even penalize year-end inventory
transactions that are solely LIFO-benefit motivated.

1. Ingredient Technology Corporation (Su

Crest Corporation, 83-1 USTC 9140, January 5,
1983). Tax fraud convictions by means of LIFO
inventory overstatements. '

2. llinois Cereal Mills, (86-1 USTC 9371 af- .

firming T.C. Memo 1983-469, Dec. 40,342(M), 46
TCM 1001, August, 1983). Legal ownership of the
goods did notjustify inclusion in the taxpayer’s inven-
tory because the taxpayer did not intend to use the
corn in its milling business.

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

Revenue Ruling 79-188 can be given a positive
spin and interpreted to indirectly suggest some plan-
ning considerations:

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

2. lthelps if the inventory acquired at year-end
can be sold to regular customers in due course or to
a third party, rather than back to original supplier.
This helps to avoid the “cast” as a resale.
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(Continued from page 21)

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

4. The specific mechanics of taking possession
andtitle prior toreselling the inventory should also be
considered. But note, even doing all this legally did
not stop the IRS in /llinois Cereal Mills.

TAM 9847003 provides more recent evidence of
how closely the IRS scrutinizes year-end inventory
levels and transactions. In this case, the IRS con-
cluded that an:affiliated.group had engaged in inven-
tory-level manipulation stating: “The Group simply
used Y (one affiliated member) as a purchasing and
holding company so that it could manipulate the
quantity of goods in X's (another affiliated member)
ending inventory, thereby artificially inflating X’s cost

~of good sold ... This purchasing arrangement was
designed to artificially reduce the Group’s taxable
income and avoid taxes; it had no independent
purpose ... Although papers were drawn up to place
formal ownership with Y, the objective economic

realities indicate that X had effective command overthe
Y purchases " Accordlngly, the IRS National Office

concluded that X was the owner of the Y purchases
and should have included them in its inventory.

In this TAM, the IRS pursued the adjustment to
correct the year-end inventory levels through the
Group’s corporate restructuring, holding that (1) X's
method of accounting for the Y purchases carried
over to the taxpayer created in the merger process,
(2) the treatment of the purchases in inventory con-
stituted an unauthorized change in method of ac-
counting, and (3) corrections could be made by
changing the new taxpayer's method of accounting
and making adjustments pursuant to Section 481(a).

A WARNING ABOUT AGGRESSIVE
YEAR-END INVENTORY PLANNING

AnyLIFOtaxpayer aggressively planning to avoid
year-end LIFO layer liquidations should realize that
even satisfying the apparent “boundaries” set forth in
Revenue Ruling 79-188 and these other cases may
not be enough. Taxpayers’ year-end transactions
may not prevail if year-end purchases are structured
to involve subsequent re-sales back to the same
source shortly after year-end or just to otherwise look
good on paper.

More recently, Letter Ruling 9847003 indicates
that the IRS arguments are potentially more sophis-
ticated and strengthened whenever the IRS brings
Section 481(a) into the evaluation. The IRS' re-
peated use of the term objective economic realities
may open the door to many subjective disputes. X
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Tax Court

(Continued from page 6)

InLTR 9644027, the IRS held thattherewouldbe
no LIFO recapture upon the conversion of several
dealerships to limited liability company status. This
involved Section 721 partnership contributions under
which neither a partnership nor any of its partners
recognize gain or loss when property is contributed to
a partnership in exchange for a partnership interest.

In Letter Ruling 9644027, the taxpayers contrib-
uted assets to each LLC in exchange for a member-
ship interest in that LLC. After the formation of the
LLCs, the taxpayers who contributed the net assets
of the dealerships remained in existence and main-
tained a majority ownership interest in the prefits and
capital of each LLC. Letter Ruling 9644027 is dis-

cussed at length in the December 1996 L/FO Look-
out, and it identified the taxpayers involved there as:
automobile dealerships.

The IRS National Office, inLTR 9644027, seemed
to place strong reliance on (1) the expectation that
the success of the motor vehicle dealerships de-
pended largely upon the effectiveness of the general
manager and (2) the belief that vehicle manufactur-
ers commonly insisted that general managers be
allowed to acquire an incentive ownership interest in
the dealerships they manage. The taxpayer’s “need”
to accommodate the manufacturers on this point
may have been given more weight in Letter Ruling
9644027 than it might warrant elsewhere. %
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ACURA
NEW AUTOS - POOL #1
a 0 4 4 10955 10995 0 000%
INTEGRA i 0 2275 213710 1045 049%
NSX 0 0 0 0 NA%
NSXT 0 0 0 0 NA%
R 2 0 2 T 15704 0 000%
n 2 0 2 2% XVIE] 0%
TOTAL NEW AUTOS 15 4 19 W42 10935 452702 135 02%
NEW LIGHT-DUTY TRUCKS - POOL 42
MOX 0 4 4 10672 10672 0 00%
TOTAL NEW LD TRUCKS 0 4 4 10672 130612 0 000%
TOTALACURA 15 8§ B W Wy I 135 03%
= == == i
AM GENERAL
NEW UIGHT-DUTY TRUCKS - POOL#2
HUMMER ' 5 0 5 ¥R 30614 1262 5%
TOTAL NEW LD TRUCKS H 0 5 ¥4 3805614 1m0
TOTAL AM GENERAL 5 0 5 ¥Q 380614 2m 35
AUDI
NEWAUTOS - POOL #
M SERIES 1 0 2 2848 33848 58 182%
AS SEREES 6 0 6 A1 210983 3 15%
ASSERES 1 1 2 N5 197 114978 7% 015%
4 2 0 2 686 63582 76 260%
$8 0 1 1 B0 B4045 0 000%
m 2 3 5 30 %I 1852 131 081%
TOTAL NEW AUTOS 2 5 B B4T® 243 HEB "ee  1.30%
TOTAL AUDY 3 5 B AR 220413 91698 1nes  130%
1 = =
BMW

NEW AUTOS - POOL #

ISERES 6 3 9 B T ME %0 07%
5SERES § 3 9 T/ B T4 W 0%
7 SERES 5 0 5 M 010 BE5 DM
MSERES 0 0 o0 0 NA%
B 30 3 wum %680 W5 2%
BB 0 i 1 15200 115200 0 0.00%
TOTAL NEW AUTOS DT T WM M 1M G50  p2%
NEW LIGHT-DUTY TRUCKS - POOL 42
b 1 1 2 4480 3010 740 0 0.00%
TOTAL NEW LD TRUCKS 11 2 4@ [0 nm 0 00%

TOTAL BMW A8 B WX WM 1B pE) PN

BUICK
NEW ALTOS - POOL #1
CENTURY 20 2 Bxm B8 1@ 2%
LESABRE 20 2 &4 846 1% 42%
PARK AVENE 200 2 em &775 N
REGAL 200 2 o w1 1% 29%%
TOTAL NEW AUTOS 80 8 1 196,02 5 1%

TOTAL BUCK 80 8 e 196,042 5 3P

== ———1 ~

CADILLAC -

NEW AUTOS - POOL #1

CATERA 1 0 1 &’ 81 TR}
COACHBULDER LIMOUSINE 0 0 ¢ 0 NAX
DEWLLE 30 3 11840 2186 VR )
ELDORADO 2 0 2 B T8 1% 2%
FUNERAL COACH o 0 0 0 NA%
SEVILLE 2 0 2 . 515 8264 259  (299%
TOTAL NEWAUTOS s 0 8 wa 310787 3 108%

NEW LIGHT-DUTY TRUCKS - POOL #2
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NEW [TEMS AT CURRENT COST - LE, NO INFLATION NEW [TEMS AT CURRENT COST - LE, NO INFLATION

ESCALADE 0 0 0 0 NA% CHRYSLER
TOTAL NEWL-D TRUCKS 0 0 0 0 NA% NEW AUTOS - POOL
. —_— - W 1 0 {1 %61 27066 05 15%
TOTAL CADILLAC 8 0 8 o7e ™ 108% CONCORDE 2 0 2 “m 4818 A%
= == == LHS ! 0 1 5 »21 % 16%
SEBRING 0 7 7 146586 14656 0 000%
CHEVROLET —_ — —
TOTAL NEWAUTOS 4 7 11 %56 146545 244640 158 065%
NEWAUTOS - POOL M :
CAWARD 40 4 B A% & 0% NEW LIGHT-OUTY TRUCKS - POOL 2 ‘ :
CAVAUER 4 0 i S 380 6 009% PTCRUISER 0 1 1 14767 14767 0 000%
CORVETTE 2 1 3 A0 ME3 M2 174  151% TOWN & COUNTRY 0 .6 6 7o 710 0 000%
IMPALA 2 0 2 7MW BN 0 240% —_— — —
LUMNA { 0 L TR <} 1784 9 05% TOTAL NEW LD TRUCKS 0 1 1 185788 185788 0 000%
MALIBY 2 0 2 068 3B M 18% e
METRO 1 0 { 985 99% 6 - 041% TOTAL CHRYSLER 4 ) 18 %N6 MWW 4048 1589 0%
MONTE CARLO 2 0 2 358 343 %8 20% =_ == ==
PRIZM 2 0 2 T% 310 13 062%
—_— — - - DAEWOO
TOTAL NEW AUTOS 2 1 A T4%5 Mg 14 498  1.19%
NEW AUTOS -POOL #
NEW LIGHT-DUTY TRUCKS - POOL #2 LANOS 4 2 6 X212 B BB A8 A%
3500 CHASSIS-CABS 0 19 19 £1086 431086 0 000% LEGANZA - 4 0 & 298 i 5671 178 3%
ASTROVAN 6 0 6 11940 124243 478 400% NUBIRA 6 0 6 6788 S0 2 54%
BAZER 8 1 9 1883 19118 21026 72 1% —_— — -
C-K CHASSIS CAB 0 0 0 0 NA% TOTAL NEW AUTOS ) 2 16 154003 234 18555 8208 . 46M%
CKPICKUP 0 0 0 0 - NA% —_— — —
COMMERCIAL CUTAWAY VAN 0 0 0 0 NA% . TOTALDAEWOO 1) 2 6 1403 B3 18555 8208  483%
EXPRESS CARGO VAN 10 0 0 2628 29738 3 1% = = ==
EXPRESS VAN 5 0 5 112668 11391 12 1%
S10PICKUP 8 1 9 34p 28 I 104 080% DODGE
SILVERADO 1500 2 4 U 408 0752 ST W 08%
SILVERADO 2500 5 kg Q1603 %640 1083774 128 012% NEWAUTOS - POOL #1
SILVERADO 3500 0 2 2 501 SRR 0 000% INTREPID 2 0 2 B® 024 161 350%
SILVERADO CHASSIS CAB 0 0 0 0 NA% NEON 1 0 1 14 1156 3%
SUBURBAN 4 0 4 %848 9,1 8 0% STRATUS 0 4 4 Mo, 7m0 0 000%
TAHOE 2 0 2 &m 4,198 A 005% WPER 2 0 2 1296 126,87 30 3%
TRACKER 4 4 8 S8 54 1305 3% 2% —_— —— =t
VENTURE 8 0 8 MR 185026 584 3%% TOTAL NEW AUTOS 5 4 9 1BI T00. 4396 5678 23%
TOTAL NEW LD TRUCKS L] 8% 166 1646547 2154219 3829435 B600 075 NEW LIGHT-DUTY TRUCKS -POOL #2
e — . CARAVAN 0 6 6 1WAB4 144284 : 0 000%
TOTAL CHEVROLET 100 1 20112 21%152 4250841 BT 080% DAKOTA 6 0 6 97 100,683 2974 3%
Sm===  m=mss =mm DURANGO 2 0 2 ‘8.731 5),015 '1.3‘ 263%
: RAM GAB & CHASSIS 6 0 6 143 118,97 444 - 30%
RAMPICKUP ] 0 0 J86H 3039 e 0™
RAMVAN 12 0 2 M¥ 27504 /M 164%
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NEWITEMS AT CURRENT COST - LE., NO INFLATION NEWITEMS AT CURRENT COST -LE, NO INFLATION
BODYSTVIE
RAMWAGON 3 6 280 & 13% WINDSTAR S 2 71 mer s me B8 2%
TOTAL NEW LD TRUCKS 5 91589 A4 108472 UEH 2% TOTAL NEWLD TRUCKS M & B ARG B SEAM 073 3%
TOTAL DODGE 6 1089117 215314 1334768 /- 23% TOTAL FORD B8 B 510810 1000517 63930 278 6%
FERRAR GMC TRUCKS
NEW AUTOS - POOL #1 NEW LIGHT-DUTY TRUCKS - POOL #2
FOMODEMA 0 0 0 0 NA% Iy 20 1 244 mIys 2% 0%
66T 0 0 0 0 NA% SAFAR 6 0 6 11988 124513 40 39
SOMARANELLO 0 0 0 0 NA% SAVANA 5 0 5 My 4551 44 151%
S — SIERRA 2500 CHASSIS.CABS 0 0 0 NA%
TOTAL NEW AUTOS o 0 0 0 NA% SIERRA 00 CHASSIS CABS 0 1B % J230 I3 0 000%
—_ - - SIERRACLASSIC 20 2 uwM U5t 0wk
TOTAL FERRAR o 00 0 00% SIERRACLASSIC CHASSIS CABS 30 3 e R g 150
= == == - SERRAHD PICKUP 0 2 AT I AT 0 000%
SIERRAPICKUP 5 303 S IS B e 19%
FORD SONOMA 01 N WS 2 m3s 18 07%
YUKON 6 1 7 1B 459 e 68 20%
et 0 3 S8 516% o 0% TOTALNEW LD TRUCKS 0 s m
CONTOUR 3 : ! o 5B 2 17208
CROWNVICTORA 4 0 4 um 8713 198 2% _— — il o
ESCORT 20 2 2 B9 5 M TOTAL GMC TRUCKS 0B 2m 172 a2 X642
FOCUS 5 0 "5 &% 66317 292 451% = == =
MUSTANG T8 9 5B WB 184S 20 0%
TAURUS 5 0 5 &m v e I HONDA
TOTAL NEW AUTOS 3 8 B /MW 050 000 202% NEW AUTOS - POOL #1
ACOORD 2 B 6 WX U0 58 9% 1%
NEW IGHT-DUTY TRUCKS - POOL #2 : CMC 0 23 3 B8 BT 0 o00%
CUTAWAY VAN 70 n mweE 255% 689 313 INSIGHT 0 0 o 0 NA%
ECONOLINE VANMWAGON 0 % MW 7% 0614 313% PRELUDE 30 3 e 66,35 a0
ESCAPE 0 4 4 W 0% 0 0% 82000 10 1 3% pitsd a0
EXCURSION &0 4 1B 1832 i A - -
EXPEDITION 40 4 1199 116 M 260% TOTAL NEW AUTOS ¥ 4T oW e 13364 998 U
BRLORER o0 1 a0 N4 10619 - 353%
EXPLORER SPORT 0 0 0 0 NA% NEW LIGHT-DUTY TRUCKS - POOL #2 :
FIS0PCKUP 303 H 668 B TA /13 4% CRY 5001 F w988 .28 10w 68 06%
F25) SUPER DUTY PICKUP X0 D ew 716630 UB 5% ODYSSEY I 0 3 6 0025 Ve %
F360 SUPER DUTY PICKUP % 0 5% 12069 A Q016 46% PASSPORT 8 0 8 1w 1220 o 09%
RANGER 1 ¥ 3 BW M MxX W 0% - -
SUPER DUTY CABCHASSIS: 2 0 & wm 96,083 s AT TOTAL NEW LD TRUCKS 501 7 XM 0 s 0 0%8%
TOTAL HONDA 22 9 oo e 1 669 082%
= === ==
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TOTAL NEW AUTOS

NEW LIGHT-DUTY TRUCKS - POOL #2

- SANTAFE

TOTAL NEW LD TRUCKS

TOTAL HYUNDA

% .

TOTAL NEW AUTOS

NEW LIGHT-DUTY TRUCKS - POOL #2
Qx4

TOTAL NEW LD TRUCKS

TOTALINFINTI

Isuzu

NEW LIGHT-DUTY TRUCKS - POOL #2
HOMBRE

RODEO

RODEO SPORT

TROOPER

o

-~

o - o

~ w©

£5%0 46858 @
2 B 0

BM0  BE 9N 0
% 164 71 %
8 8w 0

e - 1004z o
145 4SS 0

ASIS A5 0

W M WD s
81416 B 2%6
54814 5014 0
883 89,053 20
508 2809 2%
8320° 63240 0

8 BM 0

T RW M 2%,
0

BI 0S8 A% 3%
0 VW W R
190,12 181,95 %

000
000%
000%
000%

041%

000%
0.00%

4%
0.3%

131%

0.00%
0.00%

103%

NA%
131%

VEHCROSS
TOTAL NEW LD TRUCKS

TOTALISUZU

JAGUAR
NEWAUTOS - POOL #1
STYPE
X8
XK8
XKR
TOTAL NEW AUTOS

TOTAL JAGUAR

JEP
NEW LIGHT-DUTY TRUCKS - POOL #2
CHEROKEE
GRAND CHEROKEE
WRANGLER
TOTAL NEW LD TRUCKS

TOTAL JEEP

KIA
NEW AUTOS - POOL #1
RO
SEPHA
SPECTRA
TOTAL NEW AUTOS

NEW LIGHT-DUTY TRUCKS - POOL #2

Dol wl -

LB SIS B XY

f

f

lu.‘;m

13

13

I

ocl o o

ol;or\:

-

ﬂ..l_.l
- - LSRN IE W XY

=I = oo

40 599 129
548 B/50 enm 8757
BB 85 e 8767

79060 878 4648
. 1) 15165 16613
1203 128978 894
1385 14778 10226
62,1% 666629 o
62,1% 666,62 o
0% L6n 183 264
1096% 1231 2606
8% 82067 am
M58 e wes 8416
mss Q612 nee 8416

1660 16600 0

2% 546 Y
L[| a® 0

ErE R

170%
64%%
268%
268%

0.00%

{1.08f%
000%

psa%
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INFLATION ESTIMATE REPORT BY MAKEMODELIPOOL . INFLATIONESTIMATE REPORT BY MAKEMODELIPOOL
DEALER COST FOR THE YEAR ENDED 123180 DEALER COST FOR THE YEAR ENDED 123400
NEW ITEMS AT CURRENT COST -LE, NO INFLATION NEW TEMS AT CURRENT COST-LE, NO INFLATION
BODYSTYLE
SPORTAGE 840 3% NAVIGATOR 20 2 TeeM Q55 s 506%
TOTAL NEWLOTRUCKS 840 8% TOTAL NEWLD TRUCKS 20 2 M 80,525 38 506%
TOTALKA M6 L% TOTAL LINCOLN 9 2t MM uSE M9 74 3
— —3 ==
LAND ROVERRANGE ROVER MAZDA
NEW UGHT-DUTY TRUCKS - POOL 42 , NEW AUTOS - POOL#1
LAND ROVER DISCOVERY I0 3 9 92606 T o 6% 4 0 4 nw Lavigl B 24
RANGE ROVER 1 2 B% S0 15 619 05% MLLENA 1 T4 BE s W um
—_— e — , MX5 MATA 415 Bl 2% 062 - (o) pe%
TOTAL NEW LD TRUCKS &1 5 14 s aTes 181 085 - PROTEGE 30 3 Im 3201 & 121%
TOTAL LAND ROVERRANGE ROVER O T R 7T T ] 138 065% TOTAL NEW AUTOS 22 M o2 e mw W2 0%
' NEW LIGHTDUTY TRUCKS - POOL 12
U BSERES PICKUP 2 0 2 BW 35,168 T 23
| ] 30 3 om TR/ - 19 3w
NEW AUTOS - POOL# TRIBUTE 0 8 8 w2z e 0 000%
E5 300 SEDAN t 0 1 am 2% % 0% —_ — -
GS 300 SEDAN 10 1 2 148 8 5% TOTAL NEW LD TRUCKS 5 3 03 mm w2 %W B 17
(G5 4 SEDAN R HES NS 0 000% - _ - y
1530 0 1 1 X% X% 0 000% TOTAL MAZDA ¥ 04 e 19936 s 1225 14%
L5430 SEDAN 0 1 I O K 0 0% == = /
TOTAL NEWAUTOS 2035 R 1T 468 Woo0sm MERCEDES
NEW LIGHT-DUTY TRUCKS - POOL #2 NEW AUTOS - POOL #1
X4 10 1 0B 2715 20  40m% COUASS - 0 2 2 0218 82210 0 000%
RXX0 20 2 80419 N A% QLQLASS 02 2 0181 - 2151 0 000%
| o = CLKCLASS 15 O W 49 09%
TOTAL NEW LD TRUCKS I 0 3 mw 113134 LY/ L EQLASS T 0 .7 Mm B1,774 6% 1%
—_ o — SQUASS 22 4 Il Wl s 24 061%
TOTAL LEXUS 503 8 mm mm AW 578 202% SLOASS 20 2 1w 197868 A6 0%
— = == : SLKCLASS Tt 2 B 0 T 159 R4
UNCOLN TOTAL NEW AUTOS B 8 4 Cmw S8 142006 8% 0%
NEW AUTOS -POOL M - NEWLIGHTDUTY TRUGKS -POOL 2
. CONTINENTAL T 0 1 B8 LB 1004 284% MCLASS 30 3 o 15687 183 13%
1S 300 3 mm %0 456 S08% - = Bt
TOMNCAR 3002 5 MM 58 19 U A% TOTAL NEW LD TRUCKS 30 3 mE T 1813 13%
TOTAL NEW AUTOS T2 9 BSES M LU TOTAL MERCEDES B8 T R B 15030 018 06%

NEW LIGHT-DUTY TRUCKS - POOL #2
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DEALER COST FOR THE YEAR ENDED 123100 DEALER COST FOR THE YEAR ENDED 23140
= :é NEW [TEMS AT CURRENT COST - LE., NOINFLATION NEW ITEMS AT CURRENT COST -LE, NO INFLATION
A
“ 18 c
cif g
o) I‘Z MERCURY %&f)\ 30 3 s 66T 1w
| I 9 0 9 1
ol B NEW AUTOS - POOL - - ' — ™ aers A 2
= : COUGHR 213 @ AT S . TOTALNEWLD TRUCKS 2D R WE s
ol & CRAND MARQUS “ 0 4 B 91074 08 1% o R i 5085 15
&= B SAE 5 0 5 @ %806 388 3% TOTAL NSSAN 4 B T oM s e 6 12%
<|f® —— e - - === === == .
= % TOTAL NEWAUTOS o1 n e 23 2 604 29%
HE OLDSMOBILE
P4l B4 NEW LIGHT-DUTY TRUCKS - POOL 2
Y MOUNTANEER 30 3 T8 80081 UR 2% NEW AUTOS - POOL #1 _
VLLAGRR 30 3 6 8016 I AERO 8 0 81U 9% 6% 5%
: - — = AURORA 0 2 2 R BB 0 0%
TOTAL NEWLD TRUCKS 6§ 0 6 w5 w3 24k INTRIGUE I 0 3 &w 66649 1089 163%
TOTAL MERCURY 71 8 WM AW W 0 TOTAL NEW AUTOS 1 g
7 ERERE 20 B M Bm mm 806 0%
NEW LIGHTDUTY TRUCKS - POOL 2
MITSUBISH! gRAV"DA T 0 1 25 BB i T
LHOUETTE 3 0. 3 7
NEW AUTOS.- POOL o 2 o R
DIAVANTE 20 2 am £9% @168 (4500 TOTAL NEWLD TRUCKS L0 4w
ECUPSE 8§ 8 6 ME X W W2 08% Y v . 108763 un 2%
AT 5 0 5 e L) 9 0%  TOTALOLDSMOBLE 5 2 7 W wm
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