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If you had called me personally to ask “What'’s LOOKOUT LOOKS |NTO

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

#1. CHANGES IN ACCOUNTING METHOD ..
STILL THE HOT TOPIC. This entire issue of the
LIFO Lookout is devoted to one major topic ..
changes in accounting methods (CAMs) that are
being made to eliminate trade discounts and adver-
tising fees and expenses from inventory costs.

Although our discussion is in terms of auto-
mobile dealers, these CAMs can be beneficially
made for a variety of other inventory-intensive
clients.

We have included extensive discussions and
illustrations to reflect the many considerations where
LIFO inventories are involved with these changes in
accounting method. Also, to demonstrate some
actual results, we've included two cost effective-
ness—benefit analyses on pages 27 and 30. From
these, you'll see the size of the benefits that some
dealers are garnering from making these changes.

For auto dealers using LIFO, the benefits of
making these changes can be significant. The Sec-
tion 481(a) adjustments required to implement these
changes will be negative adjustments. The great
news is that the entire amount of the adjustment is
100% deductible in the year of change.

Even better is the fact that these deductions (i.e.,
the reductions of LIFO valuation of opening inventory
in the year of change) are permanent deductions.
They are locked into, or embedded, in the LIFO layer
valuations. As a result, the amount of the Section
481(a) deduction for a LIFO taxpayer will only be paid
back or offset in the future under certain circum-
stances. See LIFO Bonanza on page 13.

This more permanent aspect of the Section
481(a) adjustment for LIFO taxpayers needs to be
distinguished from the more obvious year-to-year
offsetting effect of the year-end differences in the
amounts of trade discounts (and/or ad fees) in suc-
cessive years. These year-to-year differences will
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wash or more directly offset from year to year ...
unless inventory levels and program dollars included
in vehicle costs generally increase over the years.

A word of caution to CPAs: You probably
should not attempt on your own to undertake the
necessary year-by-year, invoice-by-invoice, manu-
facturer-by-manufacturer analyses that are neces-
sary to determine the amounts to be eliminated from
ending inventory. These determinations really re-
quire specialized databases and familiarity with pro-
gram variations that few CPA firms already have. For
more on this, see page 15, Issues / Perils for CPA
Firms Undertaking the “Do-It-Yourself’” Approach.

see LIFO UPDATE, page 2
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#2. YEAR-END PARTS INVENTORIES
VALUATIONS. You might want to review Rev-

enue Procedure 2002-17 with your dealers to be sure

that they are in compliance with its safe-harbor

provisions.

This Rev. Proc. allows dealers to use replace-
ment cost, instead of actual cost, for valuing parts
inventories but only ifthe replacement costs (1) are
determined as of the year-end date and (2) reflect the
inventory mix on hand as of that date. So, be careful
in this regard. Our suggestion is that you might want
to check to see if your dealers are really doing this.

CHANGES IN ACCOUNTIN

(Continued from page 1)

#3. TREATMENT OF CASH DISCOUNTS. In April
2003, the IRS released a Proposed Coordinated

Issue Paper describing its position on the treatment
of cash discounts. The Service said cash discounts
must be determined on an invoice-by-invoice basis in
order to clearly reflect income.

Although this proposed CIP only discusses cash
discounts, it would appear that the IRS will apply
(approximately) the same reasoning with respect to
trade ‘discounts, advertising fees and/or to dollar-
value LIFO inventory situations. Accordingly, we
have included a summary of the proposed CIP on

pages 38-39. X

1005 70 ELimiNnaTE TraDE DiscounTs

(FLoorpPLAN AssisTANCE PavnenTs) & AoverTising FEes & ExpeEnses FrRom INVENTORY CosTs

BACKGROUND ...etrurereneenerneeneesreresesessnsassessasssnssnessessssessesssessssesssessessssaessssesseessssssssenee 3
CURRENTLY STILL (SOMEWHAT) CONTROVERSIAL ...

AND A GREAT PLANNING AND/OR MARKETING OPPORTUNITY ....... ceerereeere s sennenenes 3
DivibeD OPINIONS ... DIFFERENT SCHOOLS OF THOUGHT .ecuuvtrvcererrreessesseresnsnessssesenseeennes 4
Two DiFFereNT CAMs & Two DIFFERENT FILING PROCEDURES .......cccceveeeeeenerecneeennee. 4
Discounts Common TO ALL DeALERsHIPS ... WHETHER UsiNg LIFO or Nor ................ 5
CASH DISCOUNTS ...voververereasasanesessessessessessssssssssssssssssssnsssssnssasssenssasssssssssssssssssnssens 5
TRADE DISCOUNTS .cuviriiniieiiiiititicetissieestensreeestesessesseresssesassaessantesessessssssessesssssasansnees 5
FLOORPLAN ASSISTANCE PAYMENTS AS “TRADE DISCOUNTS" ....ccuiieiiieiicirercneneiieneeeeene 5
ADVERTISING FEES AND EXPENSES ...ccuetrrecicirrniirneircreissnessineseessesessseeesasenesnsesesseeses 10
LETTER RULING 9416004 .....ccenreireeeeerineerineeieireressseseessssearesssesessessssssessnsssssenesases 10
AD FEE SUMMARY .....uiiiiriiiiiiiiniiiirersesenesssensesaseessosnesesssseesssssesssssssssssessssssssessssnnnsssns 12
PLAN-BY-PLAN, INVOICE-BY-INVOICE ANALYSIS IS REQUIRED ....ccecveevenireeeineeecereenserenennes 12
YEAR-END RECONCILIATIONS ARE PERMITTED ....ccvteevrrereervruresineresersesseesssseesessessesnnenes 13
EAcH YEAR, AN INVOICE-BY-INVOICE ANALYSIS MUST BE MADE .....cccevueereenreeinreenienrennne 13
SECTION 481(Q) TRANSITION ADJUSTMENTS .veeeeurisreerereeessasessasesssnresssessssssssesssssserssneses 13
LIFO DEALERSHIPS ... SPECIAL BENEFITS & IMPLICATIONS ...cceerteererercreeeesrereeennecrannene 13
AbJUsTING LIFO INVENTORIES TO REFLECT THE CAMS ....ceiminmiicncicineniccieceeee 14
SECTION 263A COST CAP & THESE CAMS ...occuviriiirrreireireeerereereraresesenessnneeseseenans 15
Issues / PeriLs ForR CPA FiIrms UNDERTAKING THE "DO-IT-YOURSELF" APPROACH ....... 15
DoiNG THE MATH ... A T/D & A/F CAM CASE STUDY ..ccecuerruererrereecceessreesseessneessreneas 20
RECOMMENDATIONS & SUGGESTIONS «.vveeveeeenrrcnrecreeranesssneresenssssesssnsesssssnesessesssaensennes 21
PRACTICE GUIDE ... A T/D & A/F CAM CHECKLIST ....uuuveerrrrreeraeeereeeeearerenereasrneesssses 22
SUPPLEMENTARY EXAMPLES AND MATERIALS ....uvvteeeeririiieceerenrreeesernseeesicneesenesnns 24-39

Ph ission Is Prohibited

or Reprinting Without P

0
Lt k) L

A Quarterly Update of LIFO - News, Views and Ideas

2 September 2003

De Filipps' LIFO LOOKOUT Vol. 13, No. 3



CHANGES IN ACCOUNTING METHODS .
TO ELIMINATE TRADE DISCOUNTS
(FLOORPLAN ASSISTANCE PAYMENTS)
AND ADVERTISING FEES & EXPENSES
FROM INVENTORY COSTS

BACKGROUND

In recent years, many CPA firms have been filing
Forms 3115 for their auto dealership clients in order
to change their accounting treatment for certain
Factory floorplan assistance payments and advertis-
ing fees and expenses. These changes in account-
ing methods (CAMs) have been made to eliminate
these items from previously capitalized inventory
costs. As a result of making these changes, by
reducing ending inventory valuations, the dealerships
have reduced their taxable income.

These changes in accounting methods are ex-
tremely beneficial for taxpayers who value their in-
ventories using the LIFO (Last-In, First-Out) inven-
tory method.

However, the fact should not be overlooked that
these changes can also be beneficial for non-LIFO
taxpayers if the absolute amounts of the year-end
inventories are large and the compliance costs are not
bloated by excessive conversion compliance costs.

Gathering momentum. In addition to the obvi-
ous, immediate reduction of taxable income effect,
three recent developments have contributed to the
“popularity” of these CAMs. First, it used to be that
making changes to eliminate trade discounts from
inventory costs required advance permission from
the IRS. However, in Revenue Procedure 2002-9
this change was elevated to “automatic change after
year-end” status.

Second, under more recent Procedures, when a
taxpayer changed an accounting method and the
result was to reduce taxable income in the year of
change, the effect of that change was required to be
spread over four years. This meant that only 25% of
the net adjustment was allowed as a deduction in the
year of change. Thereafter, 25% was allowed in each
of the 3 succeeding years.

However, shortly after the issuance of Rev. Proc.
2002-9 (which mandated a 4-year spread), it was
superseded by Rev. Proc. 2002-19 which allowed
taxpayers who had a negative adjustment under
Section 481(a) resulting from a voluntary change in
method to deduct the entire amount of the adjust-
ment from income 100% in the year of change.

A Quarterly Update of LIFO - News, Views and Ideas

Third, the IRS made this whole area even more
attractive by issuing Revenue Procedure 2002-54
(2002-351.R.B. 432). In Rev. Proc. 2002-54, the IRS
“clarified" Rev. Proc. 2002-19 regarding the applica-
tion of the 1-year negative Section 481(a) adjustment
period to pending or recently approved change appli-
cations under both Rev. Proc. 97-27 and Rev. Proc.
2002-9.

Rev. Proc. 2002-54 allowed companies with
Form 3115 applications filed for a year of change
ending before Dec. 31, 2001 (and pending on March
14, 2002) to modify their applications so that they
could take advantage of the 1-year spread by defer-
ring the year-of-change to the first tax year ending
after December 31, 2001. This Revenue Procedure
also allowed most companies that had already re-
ceived consent agreements to make similar elec-
tions. This “rollover of the year-of-change” permis-
sion basically required the taxpayer to simply notify
the National Office of its desire to do so by December
13, 2002.

At the October 2002 AICPA Dealership Confer-
ence in Orlando last year, these CAMS were the
biggest tax topic discussed. For a long time, many of
the Big 8 ... Big 6 ... Big 4 accounting firms had been
making similar changes in accounting methods for
their clients. . More recently, the “trickle-down" or
copy-cat effect finally started reaching smaller CPA
firms and their dealership clients.

CURRENTLY STILL (SOMEWHAT) CONTRO-
VERSIAL ... AND A GREAT PLANNING AND/
OR MARKETING OPPORTUNITY

As a result of these developments, more and
more CPA firms began taking advantage of these
beneficial changes. Otherfirms, not already aware of
these developments, gradually woke up and were
somewhat defensively forced to take “"a closer look"”
at these potential CAMs.

In addition to being discussed at last year’s
AICPA Auto Dealership Conference in Orlando by
two speakers, the subject of eliminating floorplan
assistance payments and/or ad fees from inventory
costs comes up in almost every tax discussion at
Dealer 20 Group meetings and at other CPA/dealer-
ship group meetings.

see TRADE DISCOUNTS & AD FEE CAMs, page 4
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Itis not an exaggeration to say that the discus-
sion of these changes is currently still a somewhat
controversial or hot topic. In addition to being a
significant year-end tax planning opportunity formany
clients, some firms also see it as a significant new
business development opportunity.

The ability to intelligently discuss and evaluate
the ramifications of these changes in accounting
method separates CPA firms that are more aggres-
sively marketing to dealers ... from more passive
CPA firms that are less growth/marketing oriented.
Some firms that are lesser informed on this subject
have found themselves on the defensive when called
upon to respond to pressure coming from dealers
who are returning from presentations to their 20
groups and other meetings where they heard about
" these new ideas from other CPA speakers

By demonstrating competence in this planning
area, many CPA firms have been able to secure a
“foot in the door” in discussions with prospective
dealership clients. And finally, where these CAMs
have been made and the dealerships have secured
significant tax benefits, that cannot help but enlarge
a sense of dealership-to-CPA-firm loyalty.

DIVIDED OPINIONS ...
DIFFERENT SCHOOLS OF THOUGHT

In discussions with many CPAs regarding the
desirability and mechanics of these accounting
method changes, it becomes evident that there are
many analytical approaches, with differing weights or
emphases assigned to different factors.

In general, CPAs who are not familiar with the
issues and these changes tend to initially react in a
negative way toward them. Often the reaction is
more emotional and defensive than analytical.
Hopefully, this article will make a persuasive case
for these CAMs by letting the analyses and results
speak for themselves.

Typical negative reactions include... “It's just
a timing difference.” ... “Not really worth it.” ... “My
dealers don’t see the benefit.” Often, these reactions
simply reflect the fact that the CPAs really didn’t see
the numbers! Or, more accurately, they weren’t able
to understand all of the underlying issues and think
through their ramifications.

ltis true thatthere can be a huge difference in the
CAM benefits for dealers using LIFO as compared to
dealers who are not using LIFO (i.e., dealers using
specific identification). For dealers on LIFO, the
larger the LIFO valuation of their inventories, the
larger the amount of benefit that becomes permanent
because it will not “turn around” or be a wash in the
next year.

Photocopying or Reprinting Without Permission Is Prohibited
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(Continued from page 3)

For dealers not on LIFO, although the net effect
of the change is a timing difference, if the absolute
dollar amount of the inventories is large, the benefit
of a year-to-year deferral can be significant even
without the further benefit of the more permanent or
“built-in” benefit for LIFO inventories. After all ..
Why should any dealership—on LIFO or not—prepay

“its taxes if the changes can be made in a cost-
efficient way?

It has been generally accepted for many years
that LIFO, which depends on inflation (over which the
dealer has no control), is attractive for dealership
new vehicle inventories. Why shouldn’t CAMs to
eliminate trade discounts and advertising fees and
expenses, which depend on the continuation of Fac-
tory programs (over which dealer has no control),
also be attractive?

TWO DIFFERENT CAMs

& TWO DIFFERENT FILING PROCEDURES

It is important to keep in mind that although this
article may, for convenience, refer to these CAMs in
the singular, or collectively, these CAMs involve two
completely different sets of change procedures.

Trade discounts (floorplan assistance pay-
ments, etc.). Rev. Proc. 2002-9 makes changes
involving trade discounts attractive in four ways.

* IRS grants automatic permission to change,
* Decision to change does not have to be made
before year-end,

® Form 3115 filing procedures are simplified and
basically involve filings after year-end, and

® Payment of a user fee is not required.

Advertising fees and expenses. In contrast to
the above, Rev. Proc. 2002-19 and Rev. Proc. 97-27
provide that changes in accounting methods involving
advertising fees and expenses must meetdifferent, and
comparatively more restrictive, requirements.

* |RS does not grant automatic permission for
ad fees and expenses CAMs,

¢ Decision to make an ad fee/expense CAM
must be made before year-end,

* Form 3115 must be filed with the IRS before
year-end,

* Payment of a user fee ... recently changed to
$1,500 ... is required, and

® Form 3115 filing procedures are more compli-
cated (see the Rev. Procs. for details).

-
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DISCOUNTS COMMON TO ALL DEALERSHIPS
... WHETHER USING LIFO OR NOT

There are several types of discounts that might
be encountered in dealership inventory situations.
These include (1) cash discounts, (2) trade discounts
(including volume discounts and many floorplan as-
sistance payments offered by manufacturers) and
(3) programs involving certain advertising fees and
expenses. These discounts are a fact of life for
dealers and dealerships.

CASH DISCOUNTS

A cashdiscount is a reduction allowed by the seller
in the invoice or purchase price that is granted for
payment within a prescribed time period (i.e., 2/10 net/30).
For tax purposes, cash discounts can be accounted for
under one of two methods. A taxpayer may electtouse
either method, but once selected, the method to
reflect the timing of the earnings of the discount must
be followed consistently from year-to-year.

Gross Invoice Method ... Price of the item
purchased includes the cash discount allowed.
Under the gross invoice method, the purchase price
of merchandise is recorded at the full invoice price
when the inventory is received. A corresponding
dollar amount entry is credited to accounts payable,
again atthe fullinvoice price. When paymentis made
in time to take advantage of the discount, the ac-
counts payable account is debited for the full invoice
price, the cash account is credited for the amount of
cash actually paid, and anincome account is credited
in order to report the amount of the cash discount that
is earned as income.

Net Invoice Method ... Price of the item pur-
chased does not include the cash discount.
Under the net invoice method, the purchase price of
merchandise is reduced at the time of purchase by
the amount of the potential cash discount. This
reduction is made irrespective of whether the dis-
count offered is actually taken. Under the net invoice
method, only the net invoice price is charged to
inventory. Any cash discount not taken advantage of
is recorded as an expense item.

IRS Coordinated Issue Paper on cash dis-
counts. In April 2003, the IRS released a Proposed
Coordinated Issue Paper on the treatment of cash
discounts. This Issue Paper provides insights into
the IRS’ position on the proper determination of cash
discounts.

According to this Paper, “A taxpayer may allo-
cate its cash discounts to ending inventory only in the
situations where it knows the items, on an invoice-by-
invoice method, to which such discounts are attribut-
able.” A taxpayer's method of accounting for cash

A Quarterly Update of LIFO - News, Views and ldeas

(Continued)

discounts is not permissible and does not clearly
reflect income if it estimates the cash discounts
relating to ending inventory through an allocation
method based on a pro-rata or average basis.

Foran At A Glance summary of this Issue Paper,
see pages 38-39.

TRADE DISCOUNTS

A trade discount is a reduction allowed by the
seller in the invoice or purchase price that is allowed
or granted regardless of when the payment is made.
Generally, trade discounts are allowed for volume or
quantity purchases. Inorder to be treated as a trade
discount, the reduction in price must not be contin-
gent on the purchaser providing any services.

In contrast with the choice or election that tax-
payers have for how to account for cash discounts,
the Code (and the IRS) do not give taxpayers a
choice in how they may account for trade discounts.
A taxpayer must reduce the cost of inventory by a
trade (or quantity) discount.

In other words, the taxpayer must take the de-
duction for the trade discount sooner (under the net
invoice method) ... rather than later (as results from
the gross invoice method).

For more specifics on this mandatory requirement
for trade discounts and Rev. Rul. 84-41, see pages 6-7.

There is, however, one important qualification:
Consistently following an erroneous method of ac-
counting constitutes a method of accounting for the
improper treatment of that item. This erroneous
method cannot be changed-or corrected-without
first securing permission from the IRS to make this
change by filing Form 3115.

FLOORPLAN ASSISTANCE PAYMENTS AS
“TRADE DISCOUNTS"

Auto dealerships are unavoidably drawn into
involvement with a variety of programs that manufac-
turers establish in connection with the purchase of
their vehicles by franchised dealers. These pro- .
grams are different in terms of when dealers may
become entitled to reductions in the cost of the
inventory items/vehicles purchased.

In processing Forms 3115 filed requesting
changes in accounting method, the IRS National
Office considers most of the floorplan assistance
programs offered by the manufacturers to be trade
discounts within the technical meaning of that term.

There are, however, some CPAs who prefer the
interpretation that these payments should be more
properly treated under GAAP as reductions of inter-
est expense. See page 11 for more on this.

see TRADE DISCOUNTS & AD FEE CAMs, page 8
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Rev. Rul.
84-41

15 OO AN i

Issue

Is it proper for an automobile dealer to record the cost of new automobiles in
inventory (and cost of goods sold) without reduction of a manufacturer’s rebate under the
following circumstances?

Facts

X, an automobile dealer, uses an accrual method of accounting and files its Federal
income tax returns on a calendar year basis. X is entitled to a 2% rebate (the “rebate”)
from the automobile manufacturer, which is based on the cost to X of new automobiles
purchased during the taxable year. The rebate is based solely on the total cost of dealer
purchases, and does not relate to sales volume, length of time that the dealer holds the
automobile in inventory, or other incentives that the manufacturer may offer. Pursuant to
the agreement with the manufacturer, X is entitled to the rebate in the taxable year of
purchase; however, the rebate is actually received by X in the taxable year subsequent to
the year of purchase.

Under X’s method of accounting at the time new vehicles are purchased from the
manufacturer the purchases are recorded in inventory at X’s cost with no reduction for
the 2 percent rebate. As vehicles are sold, the inventory is reduced by the cost of the
vehicles (which becomes the cost of goods sold), without any recognition of the 2%
rebate that will be received. With respect to automobiles on hand at the end of X’s
taxable year, such automobiles are valued at cost with no reduction for the rebate. When
X actually receives its 2% rebate on new vehicle purchases in the following year, the cost
of goods sold for that year is reduced by an amount equal to the rebate received. That is,
the 2% rebate is recorded on a cash basis in the year of receipt, even though it relates to
and is derived from new vehicle purchases made in the prior taxable year.

Reg. Sec.
- 1.471-3(b)

Section 1012 of the Code provides, generally, that the basis of property shall be its
cost. Reg. Sec. 1.1012-1(a) provides that cost is the amount paid for such property in

cash or other property.

Section 471 of the Code provides that whenever in the opinion of the Secretary the
use of inventories is necessary in order clearly to determine the income of any taxpayer,
inventories shall be taken by such taxpayer on such basis as the Secretary may prescribe
as conforming as nearly as may be to the best accounting practice in the trade or business
and as most clearly reflecting income.

Reg. Sec. 1.471-3(b) provides that cost means, ... “in the case of merchandise
purchased since the beginning of the taxable year, the invoice price less trade or other
discounts, except strictly cash discounts approximating a fair interest rate, which may be
deducted or not at the option of the taxpayer, provided a consistent course is followed.”

(Emphasis added)

Law

&
Analysis

Generally, there are two types of discounts available: trade (or quantity) discounts
and cash discounts. Trade discounts represent adjustments to the purchase price granted
by a vendor. The discount may vary depending upon volume or quantity purchases, or
other factors established by the vendor. If a discount is always allowed irrespective of
time of payment, it is considered to be a trade discount. (See Thomas Shoe Co., 1. B.T.A.
124 [1924], acq., IV-1 C.B. 3 [1925]). The amount that a dealer will pay for an item is
the net price after the trade discount. (Continued)
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Cash discounts, on the other hand, represent a reduction in the invoice or purchaée
price attributable to payment within a prescribed time period. The discount is only
available if the purchaser makes payment within such time period.

Rev. Rul. 76-96, 1976-1 C.B. 23, concerns the Federal income tax treatment of
rebates paid by an automobile manufacturer to qualifying retail customers who purchased
its automobiles. Rev. Rul. 76-96 holds that the receipt of the rebate by a qualifying retail
customer does not result in the receipt of gross income. However, Rev. Rul. 76-96 holds
that the rebate represents a reduction in the purchase price of the automobile, requiring a
downward adjustment to the basis of the automobiles in the hands of the purchasers
under Section 1012 of the Code.

Law Although the present case involves rebates to an automobile dealer rather than to
& retail purchasers, the rationale expressed in Rev. Rul. 76-96 is applicable to the instant
Analysis case. It supports a conclusion that a cash rebate paid to an automobile dealer should be
) treated as a reduction in the cost of the automobile purchased, and not as an item of gross
(Continued) | income. This result is consistent with Reg. Sec. 1.471-3(b).

In the present situation, X has a fixed right to reimbursement in the taxable year of
purchase with respect to the amount of the rebate. Income is distorted in cases in which
the rebate is not subtracted in calculating cost of goods sold. That is, under X’s present
method of reporting rebates, cost of goods sold is overstated and income is understated
where X sells an automobile in the same taxable year in which it is purchased. X cannot
deduct the rebate in a later year (through an adjustment to cost of goods sold) when it has
fixed right to reimbursement from the manufacturer in the year a car is purchased. (See
Wolfers v. Commissioner, 69 T.C. 975, 983-985 [1978]). That is, X’s cost of new
automobiles is the amount paid to the manufacturer, less the amount of the rebate for
which it has a fixed right to reimbursement.

It is not proper for an automobile dealer to record the cost of new automobiles in
inventory (and cost of goods sold) without reduction of manufacturer’s rebate. In this
case, the manufacturer’s rebate received by an automobile dealer represents a trade
discount and, therefore, must be treated as a reduction in the cost of the automobile in the

year of purchase.

Holding Any change in a taxpayer’s method of accounting, from recording the cost of new
vehicles in inventory at cost with no reduction for the 2% manufacturer’s rebate, to the
method described in this revenue ruling is a change in method of accounting to which the
provisions of sections 446 and 481 of the Code-apply. '

This ruling is identified as a designated ruling pursuant to Section 5.12 of Rev. Proc.
80-51, 1980-2 C.B. 818.

Citation Revenue Ruling 84-41 ... 1984-1 C.B. 130
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Trade Di ts & Ad Fee CAM

In this regard, CPAs should be careful to watch
their terminology because these trade dlscounts=fare
technically not “earned.” Accordingto the IRS the
dealer is required or obligated to do anyt 'ng ;
to “earn” a discount (price reduction), that require-
ment would disqualify the cost reduction from being
treated as a trade discount.

The all events and economic performance
tests. Another tax technicality related to trade dis-
counts is that they are subject to satisfying the all
events and the economic performance tests under
Section 461. For an accrual basis taxpayer, a liability
is incurred and generally is taken into account for tax
purposes in the taxable year in which

® all of the events have occurred that establish
the fact of the liability,

¢ the amount of the liability can be determined
with reasonable accuracy, and

® economic performance has occurred with re-
specttothe liability (Reg. Sec. 1.461-1(a)(2)(i))-

The all events test is not treated as met any
earlier than the taxable year in which economic
performance occurs with respect to the liability (Reg.
Sec. 1.461-4(a)(1)). The Regulations contain a
maze of challenging exceptions and examples.

In addition, in certain circumstances, accrual
basis taxpayers may adopt “the recurring item excep-
tion” treatment described in Reg. Sec. 1.461-5(b) by
making appropriate elections in their tax returns.

A detailed discussion of Section 461(h) and the
underlying regulations is beyond the scope of this
article. However, a summary appears on the facing
page. See also the discussion of Letter Ruling
9416004 on page 10 in the context of advertising fees
and expenses.

Forour purposes in connection with these CAMs,
three observations related to the all events and
economic performance tests are sufficient.

* First, the application of the all events test may
produce results that differ from those regarded
as appropriate under Generally Accepted Ac-
counting Principles (GAAP). In this regard,
some practitioners feel more theoretically re-
stricted than others.

® Second, the IRS recognizes that the all events
and economic performance tests must be
taken into consideration and satisfied in deter-
mining the proper year-end treatment for trade
discounts and advertising fees and expenses.

Photocopying or Reprinting Without Permission Is Prohibited
(]

(Continued from page 5)

* Third, because of the multitude of different
arrangements inthe automotive industry, each
Factory program must be evaluated on a case-
by-case basis.

What complicates matters in terms of treating
different manufacturers’ floorplan assistance pay-
ments as trade discounts is the fact that under some
plans ...

s.Some discounts attach at the time when the
vehicle is purchased.

* Some discounts attach at the time when the
vehicle is sold ... or, if sooner, after the pas-
sage of a number of days from the date of
purchase.

These differences result in multiple fact patterns
that have to be taken into consideration and properly
reflected because if the vehicle is not sold as of
the end of the year (or if the specified passage of
time has not elapsed), the dealer’s reduction in
cost for the discount has to be deferred to the
succeeding year.

This also has to be considered in computing the
Section 481(a) adjustment to the opening inventory
for the year of change, as well as at the end of each
succeeding year.

The receipt of the discount in the following year
by the dealer will affect that year’s computation of the
cost of goods sold, and thus, it will result in a shift of
income via the valuation of the ending inventory
between years. This consequence is sometimes
referred as the “deferred income” or “earning” of a
discount that is associated with the manufacturer's
program.

Another complication is that different programs...

¢ Have started and ended at different times over
the years,

* Have been in effect for different time durations,
depending on economic circumstances, and

* May have been available only for specifically
designated vehicles, rather than available for
all vehicles, purchased.

As a result, vehicles (goods) in ending inventory
may have been acquired at different times and sub-
ject to the terms of many different programs. Never-
theless, as emphasized above, for these trade dis-
counts, the reduction of the inventory acquisition cost
by the amount of the trade discount is mandatory.

What comes as a real shocker to some CPAs
is that if the trade discounts are not subtracted
from inventory costs, then Form 8275-R, Regula-

see TRADE DISCOUNTS & AD FEE CAMs, page 10
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THE ALL EVENIS & ECONOMIC PERFORMANCE TESTS ...
HOW SOON CAN THE TAX DEDUCTION BE CLAIMED?

“All Events”
Test

For an accrual basis taxpayer, a liability is incurred and generally is taken into account (for
tax purposes) in the taxable year in which ...

+ all of the events have occurred that establish the fact of the liability,

4 the amount of the liability can be determined with reasonable accuracy, and

¢ economic performance has occurred with respect to the liability.

Reg. Sec. 1.461-1(a)(2)(i)

Year in which
Deduction
Is Allowed ... .

Timing of
Economic
Performance .

For purposes of determining whether an accrual basis taxpayer can treat the amount of any
liability as incurred, the all events test is not treated as met any earlier than the taxable year in
which economic performance occurs with respect to the liability. (Reg. Sec. 1.461-4(a)(1))
Reg. Sec. 1.461-4(b) lists exceptions to the economic performance requirement (i.e.,
situations where liabilities can be taken into account under Rules that operate without regard
to the all events test [including economic performance]).

Reg. Sec. 1.461-4(d) through (m) and Reg. Sec. 1.461-6 provide rules for determining when
economic performance occurs.

Recurring
Item
Exception

An accrual basis taxpayer may adopt recurring item exception treatment for certain liabilities,
if all four tests are met.
A liability will be treated as incurred for a taxable year if
1. At the end of that taxable year, all events have occurred that establish the fact of the
liability, and the amount of the liability can be determined with reasonable accuracy,
2. Economic performance with respect to the liability occurs on or before the earlier of
+ the date the taxpayer files a timely (including extensions) return for that taxable year, or
¢ The 15" day of the 9" calendar month after the close of that taxable year
3. The liability is recurring in nature, and
4. Either ...
¢ the amount of the liability is not material, or
¢ the accrual of the liability for that taxable year results in a better matching of the
liability with the income to which it relates than would result from accruing the liability
for the taxable year in which economic performance occurs.
Taxpayers are required to include a statement of election for recurring item exception
treatment in their income tax returns.

Observations

The application of the all events test may produce results that differ from those regarded as
appropriate under Generally Accepted Accounting Principles (GAAP) ... and, in this regard,
some practitioners feel more restricted than others.

The IRS recognizes that the all events and economic performance tests must be considered in
determining the proper year-end treatment for trade discounts and advertising fees and
expenses.

There is a multitude of different arrangements in the automotive industry. Therefore, each
Factory program must be analyzed on a case-by-case basis.
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Trade Discounts & Ad Fee CAMs

tion Disclosure Statement, is required to be in-
cluded with the income tax return. See page 21,
“Where Do You Stand .... and Why?"

ADVERTISING FEES AND EXPENSES

Auto dealerships are also unavoidably involved
with a variety of programs that manufacturers have
established in connection with advertising activities.
Again, these manufacturers’ programs are different
in terms of when, for how long, and to what extent,
dealers may become entitled to reductions in cost of
the inventory items/vehicles purchased.

As discussed on the facing page, there are some
CPAs who debate how these advertising fee pay-
ments should be treated in accordance with GAAP.

Manufacturers have various plans and programs
" related to advertising and some are administered
through dealer advertising associations. These in-
volve the placement of charges on the vehicle in-
voices for advertising. Actual placement of advertis-
ing before or after the end of the year, rebates of
unused amounts, etc., all tend to vary under different
manufacturers' plans.

In this regard, dealers submitting IRS requests
for changes in accounting method related to advertis-
ing fees and expenses must analyze the specific
manufacturers' programs. In addition, they must
demonstrate to the IRS that all of the technical
requirements for satisfying the all events and eco-
nomic performance tests have been met.

In processing Forms 3115 filed requesting CAMs
with respect to eliminating advertising fees and ex-
penses from inventory costs, the IRS National Office
has been willing to allow dealers to make a change in
accounting method with respect to local and regional
advertising expenditures. However, the IRS will
not allow a change in method with respect to
advertising at national levels.

As indicated previously, the CAM request for ad
fees is subject to significantly different procedural
Form 3115 filing requirements.

LETTER RULING 9416004

There is an older Letter Ruling that involves this
area in connection with a taxpayer who manufac-
tured consumer products and distributed them through
dealers to the public. Some of the facts in LTR
9416004 illustrate how plans might vary.

“Taxpayer [a manufacturer] provides advertising
support to its dealers, often through dealer associa-
tion cooperative advertising programs. The dealers
and dealer associations are wholly independent of
Taxpayer. Under the cooperative advertising pro-

Photocopying or Reprinting Without Permission Is Prohibited
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grams at issue, Taxpayer reimburses a portion of
advertising costs incurred by dealers or their asso-
ciations.

“To qualify for reimbursement under the pro-
grams, advertising must be run during a specified
period of time, usually not exceeding two weeks.
Taxpayer announces its advertising programs by
sending letters to the dealers or their associations
explaining the programs. If the dealers or their
associations wish to participate, they sign the adver-
tising agreement enclosed with the letter announcing
the program. The agreement indicates the type of
the advertising required and the amount of the reim-
bursement that Taxpayer will pay. The dealers or
their associations return the signed agreements to
Taxpayer. Taxpayer accepts all agreements if they
are signed and returned to Taxpayer before the
specified period for the program has lapsed.

“The agreements require participating dealers or
their associations to submit claims for reimburse-
ment after the advertising has run. The claims must
be accompanied by invoices and supported by sta-
tion affidavits in the case of radio or television adver-
tising, or tear sheets in the case of newspaper or
magazine advertising. The agreements also require
that claims for reimbursement be submitted within a
certain time period, usually two or three months, after
the advertising has run. Taxpayer represents that,
under state law, it is liable to pay for the advertising
services once thé dealers perform the advertising
services, rather than when they submit claim forms.”

In this LTR, the IRS framed the issue as follows
... “For purposes of the ‘all events test’ of Reg. Sec.
1.461-1(a)(2), is Taxpayer's liability to the provider of
‘cooperative advertising’ services fixed by (i) perfor-
mance of the advertising services or (ii) the dealer’s
submission of the claim for reimbursement and docu-
mentation verifying performance?”

The Service held that, “... for purposes of the ‘all
events test' ..., Taxpayer's liability to its dealer
association for ‘cooperative advertising’ services is
fixed by the dealer association’s submission of its
claim for payment. Thus, Taxpayer may not accrue
a deduction for cooperative advertising expenses
prior to the year in which the claim is submitted.”

Caution. LTR9416004 contains considerable
discussion of the Service’s analysis and other plan
specifics. It appears that the National Office cur-
rently does not place great weight on this LTR in
connection with currently filed Forms 3115 for adver-
tising fees. Accordingly, if this Letter Ruling is going
to be cited in a Form 3115 for an ad fees CAM,
applicants should provide a comparison of the spe-

see TRADE DISCOUNTS & AD FEE CAMs, page 12
A Quarterly Update of LIFO - News, Views and Ideas
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FPINANCIAL VS, TAN REPORTING ... GAAP IMPLICATIONS

FOR FLOORPLAN ASSISTANCE PAYMENTS AND AD FEES & ENPENSES

In processing Forms 3115 filed requesting changes in accounting method, the IRS National Office generally
considers most of the floorplan assistance programs offered by automobile manufacturers to be trade discounts
within the technical meaning of that term. This treatment by the IRS depends upon satisfactory analysis and
reasoning provided by the taxpayer in the Form 3115 file.

There are, however, some CPAs who prefer the interpretation that these payments are more properly treated
(under GAAP) as reductions of interest expense. The following is taken from Thompson/PPC (Practitioner’s
Publishing Company), Guide to Dealerships, Volume I, Eighth Edition (August 2003).

30211 FLOOR PLAN ASSISTANCE PAYMENTS

“In a typical arrangement, when a vehicle is shipped to the dealership, the manufacturer issues a credit on the
manufacturer’s account equal to the floor plan interest that the dealership would be charged for the vehicle for a
certain number of days. Therefore, if the dealership sells the vehicle within those days, which generally is a
reasonable holding period, it will have no floor plan interest.

“That arrangement recognizes that dealerships will resist increasing inventories because of the additional floor
plan interest that will be incurred. Accordingly, subsidizing interest reduces the risk to the dealership of increasing

inventories.

“Since floor plan interest is not capitalized as a cost of inventory, the authors believe that in this type of
arrangement the assistance should be deferred and amortized through credits to interest expense over the assistance
period. As a practical matter, however, if the deferral is not material, the assistance may be credited directly to
interest expense. If that results in negative interest expense, the excess of floor plan assistance payments over
interest expense should be credited to cost of sales, following the guidance in EITF Issue 02-16. The financial

statements would therefore report no interest expense.”

Disclaimer: Although I am listed as a contributing author to Thompson/PPC (Practitioner’s Publishing
Company), Guide to Dealerships, I do not agree with the above positions. '

302.21 SUPPLEMENTAL ADVERTISING FEE

“Manufacturers sometimes add a fee to the price of new vehicles to cover the cost of regional advertising.
The manufacturer remits the fees collected to a regional group of dealerships called an advertising association. A
portion of the money received by the advertising association may be remitted to the dealership for local advertising

purposes.

* “The authors believe that, for both financial statement and income tax reporting (see paragraph 402.18), the
fee should be recorded as advertising expense in the year the manufacturer ships the vehicle to the dealership. The
amount refunded by the advertising association may be recorded either as other income or as a reduction of
advertising expense, which is the authors’ preference.

“Some dealerships have capitalized the advertising fee as an inventory cost. Nevertheless, the IRS views the
fee as an advertising expense, and those manufacturers with vehicle invoices that show which accounts the
dealership should use to record new vehicle costs charge the fee to advertising expense.”
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Trade Discounts & Ad Fee CAMs

cificapplicantdealer’s advertising arrangements with
those comprising the fact pattern in LTR 9416004 so
that they may be properly differentiated.

Advertising allowances. Finally, a point made
by the IRS in connection with ad fee/expense CAMs
involves the distinction between advertising fees and
expenses and advertising allowances. It is impor-
tant to distinguish advertising fees from allowances
or reimbursements that some manufacturers provide
for dealers.

An advertising allowance results when a manu-
facturer agrees to reimburse a dealership for adver-
tising that has been placed, usually subject to definite
parameters insisted upon by the manufacturer. For
example, the manufacturer might have to approve
. the advertising, or approve the volume of advertising.
Under these conditions, advertising allowances
would not be regarded by the IRS as eligible for a
change in accounting method. Instead, these allow-
ances would appear to be more properly treated as
expense reductions.

Other sources. In connection with these adver-
tising fees and expenses, see also Reg. Sec. 1.461-
4(d)(7), example 5, Services or property provided to
the taxpayer. Also, see Letter Ruling 9243010, issue
5, regarding the mandatory "advertising fees" listed
on manufacturers' invoices.

AD FEE SUMMARY

In summary, although the IRS will not allow a
CAM for national advertising expenses, it will allow
a CAM for local and regional advertising expenses.

If the money comes back to an association or to
some third party and it is used for regional or local
advertising, then the IRS’ (evolving) requirements
are likely to be met for allowing the CAM. However,
the deduction for advertising will only be allowed
when the advertising has been placed ... or when it
has been deemedto have been placed ... in satisfaction
of the all events and economic performance tests.

PLAN-BY-PLAN, INVOICE-BY-INVOICE
ANALYSIS IS REQUIRED

The April 2003 IRS Proposed Coordinated Issue
Paper dealing with the treatment of cash discounts
expressed the position that a taxpayer's method of
accounting for cash discounts is not permissible and
does not clearly reflect income if it estimates dis-
counts applicable to ending inventory through some
allocation method based on a pro-rata or average
basis. Instead, the taxpayer is required to allocate/
determine its cash discounts with respect to ending
inventory on an invoice-by-invoice method.

l.?hotooopying or Reprinting Without Permission Is Prohibited

(Continued from page 10)

Although the Servi s provide no guidance
other than this relating to cash discount treatment, it
seems reasonable to expect that the Service would
require the same level or degree of specificity in
connection with CAMs involving trade discounts and
advertising fees and expenses. Accordingly, it ap-
pears that the IRS will not accept any other general-
ized calculations or estimates with no underlying
detail computations.

Where dollar-value LIFO inventories are involved,
one might argue that this position of the IRS is in
conflict with, or contradicts, the underlying concept of
dollar-value LIFO, which treats the entire ending
inventory as an investment of dollars. However, it
seems unlikely that this argument would get very far
with the IRS.

As the IRS emphasized at the 2002 AICPA Auto
Dealership Conference, these CAM determinations
require adealership-specific facts and circumstances
analysis. Furthermore, this analysis must reflect the
fact that the manufacturers’ programs are constantly
changing and that each year-end inventory has a
different mix of vehicles to which all, some or none of
the plans apply.

For the CPA or the controller trying to contend
with all the details, the work can be tedious and even
overwhelming. Not only do year-end invoices for
several years have to be analyzed, but other dealer-
ship information including floorplan and other reports
must be reviewed in the course of making these
determinations. Incentive programs vary by manu-
facturer and, in some cases, by year. Many
dealerships have several franchises. This means
that the CPA has to be knowledgeable in the pro-
grams offered by all of the manufacturers whose
vehicles are (bought and) sold by the dealership.

CPAs who, on their own, attempt to make an
invoice-by-invoice determination generally will not
have a comprehensive database of manufacturer
programs (varying terms, durations, etc.). Further-
more, reliance only on invoices will not result in an
accurate determination, since all of the information
needed often does not appear on the invoices. For
more on this, see “Issues / Perils for CPA Firms
Undertaking the ‘Doing It Yourself' Approach”, on
page 15.

The good news ... it's painlessly doable.
What some CPAs and dealers may not be aware of
is that, despite the underlying technicalities, these
overall changes in accounting methods can be made
on a cost effective, turn-key basis. They just have to
find the right provider.

-

A Quarterly Update of LIFO - News, Views and Ideas

12 September 2003

K

De Filipps' LIFO LOOKOUT Vol. 13, No. 3



nt CAMs

YEAR-END RECONCILIATIONS ARE PERMITTED

Another area of discussion has centered around
whether it is necessary for a dealer changing to, or
using, the net invoice method to record at the time of
purchase the cost of every vehicle purchased net of
the applicable (trade) discount.

The question commonly asked is, “Is it permis-
sible to compute only the discount applicable to
vehicles in the ending inventory and to employ year-
end reconciliations of carrying values net of trade
discounts, etc., with inventory at cost (including trade
discounts, etc.)?”

The IRS has indicated that it will allow year-end
reconciliations to the net-of-discount results if the
reconciling amounts are based upon detailed in-
voice-by-invoice determinations.

As partof the "terms and conditions” of IRS consent
to a CAM, the National Office letters of consent have
indicted that permission to change methods will be
granted, provided that ... “the taxpayer keeps its books
and records for the year of change and for subsequent
taxable years ... on the method of accounting granted
in this letter. This condition is considered satisfied
if the taxpayer reconciles the results obtained
under the method used in keeping its books and
records and the method used for Federal income
tax purposes and maintains sufficient records to
support such reconciliation.”

As far as GAAP considerations are concerned,
many dealerships reflect the CAMs for both financial
reporting/book and fortax purposes, withouta Sched-
ule M adjustment in the tax return.

On a related LIFO point, there should be no
violation of the LIFO financial statement reporting
conformity requirement if one method is used for
financial statement purposes (i.e., the gross method),
while a different method (i.e., the net method) is used
for LIFO tax purposes. Different cost determinations
under Section 263A are allowable without resulting in
a LIFO conformity violation.

EACH YEAR, AN INVOICE-BY-INVOICE
ANALYSIS MUST BE MADE

Another consideration worth emphasizing is that
if these trade discount and ad fees CAMs are made,
it will be necessary each year to track the qualifica-
tion status and reduction amounts: that are agﬁbut-
able to each vehicle in inventory at the end of each
succeeding year.

This requrement for ongoing invoice-by-invoice
analysis also supports the argument for using an out-
side service bureau, rather than relying on the
dealership's CPA, to make these annual determinations.

A Quarterly Update.of LIFO - News, Views and Ideas
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(Continued)
SECTION 481(a) TRANSITION ADJUSTMENTS

Inthe case of both kinds of CAMs, the taxpayer's
taxable income for the year of change is required to
include an adjustment to reflect what the results (i.e.,
taxable income) would have been if the new account-
ing method had been applied in prior years. Accord-
ingly, there are two adjustments to be considered.

Section 481(a) adjustment... An adjustment
under Sec. 481(a) is required to compute the effect
as if the change in method had been used in valuing
prior years' inventories ... The simplified cut-off
method is not allowed for this CAM. There must be
a recomputation of all prior year inventory amounts
as determined under the new method.

Section 263A corresponding adjustment... It
is also necessary to compute the corresponding
change in inventory capitalized costs under Section
263A. This change will be a reduction in previously
capitalized Sec. 263A costs because the ending
inventory carrying values have been reduced. The
corresponding Sec. 263A reduction usually is a very,
very small component of the Section 481(a) adjust-
ment described above.

LIFO DEALERSHIPS ...
SPECIAL BENEFITS & IMPLICATIONS

Huge benefits for LIFO inventories. Gener-
ally, the Section 481(a) adjustments that are required
to be computed to implement most CAMs for trade
discounts and advertising fees will be negative Sec-
tion 481(a) adjustments.

* The entire deduction (100%) is allowable in
the year of change.

* This deduction (i.e., the reduction of the
LIFO valuation of the opening inventory
in the year of change) is a permanent
deduction.

® As such, the negative Section 481(a) ad-
justment for a LIFO taxpayer will only be
paid back or offset in future years to the
extent that

1. Subsequent years' LIFO inventory lev-

- els fall below and invade the revised
beginning-of-the-year base dollar in-
ventory amount,

2. If the taxpayer goes off of LIFO, or

3. [f the taxpayer disposes of all the LIFO
inventory.

® |f the maufacturer stops the program(s) in a
later year, the 481(a) benefit will still remain.

see TRADE DISCOUNTS & AD FEE CAMs, page 14
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Trade Discounts & Ad Fee CAMs

The more permanent benefit of the negative
Section 481(a) adjustment for a LIFO taxpayer mak-
ing these CAMs should be analyzed separately from
the more obvious year-to-year offsetting effect of the
net differences in the amounts of trade discounts
(and/or ad fees) in successive years-end inventories.
These year-end to year-end reductions of inventory
cost will be more directly offsetting from year to year,
unless inventory levels and program dollars gener-
ally increase over the years.

One minor offset. Finally, as a result of making
these CAMs, all of the year-end inventory levels will
reflect lower carrying values as these trade discounts
and advertising fees are eliminated (i.e., are sub-
tracted) from inventory costs. Accordingly, the LIFO
~ computations for the year of change will show a

resulting net increase in the LIFO reserve (assuming
inflation) that will be less than the amount of increase
in the LIFO reserve that would have been computed
if the CAM had not been made and the inventories
were left at higher levels. In other words, if the CAM
had not been made, the LIFO reserve increasein the
year of change generally would have been (slightly)
greater.

In most cases, this difference is so small that it is
more academic than financially significant. This has
been borne out where we have actually made these
LIFO calculations for the year of change both reflect-
ing and not reflecting the new method.

To see some numbers on the relative insignifi-
cance of this factor, see the discussion in the sample
letter (pages 28-29) where the total of this amount
was $837 for both pools.

These amounts are reflected as separate line
items even though they are relatively small in the
"cost effectiveness—benefit analyses" on pages 27
and 30. For all practical purposes, these amounts
are so small as to more likely hinder, rather than
illuminate, a discussion of their origin with the client.

ADJUSTING LIFO INVENTORIES
TO REFLECT THE CAMs

Since the cut-off method cannot be used for
these CAMs and a Section 481(a) adjustment is
required, there are additional LIFO ramifications to
address.

Itis impractical, if not impossible, to undertake a
specific computation of the amount of year-end in-
ventory reductions for all prior years. Furthermore,
where LIFO is used, there may not be a LIFO
increment for each of the preceding years. Fortu-
nately, a more practical and reasonable approach to
the Section 481(a) requirement is available. This is
based on Reg. Sec. 1.263A-7.
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Three-year (weighted) average factor. In de-
termining the lower revalued carrying values for prior
years’ inventories, taxpayers making these CAMs
are permitted to look at the specifics of the three
years preceding the year of change and from that
data, compute a three-year (weighted) average
factor. This factor may then be applied to the LIFO
valuations of all the layers in the ending LIFO inven-
tory for the year before the year of change.

The Regulations under Section 263A provide
that the three-year average (weighted) method is
available for dollar-value LIFO inventories as an
alternative to the almost-unattainable precision re-
quired by the so-called “facts and circumstances"
revaluation.procedure. Under the “facts and circum-
stances” revaluation, the dollar-value inventories
would have to be redeveloped for all LIFO years,
regardless of whether or not layers or increments
were shown to exist under the pre-Section 263A
calculations.

The three-year average method is available as
an alternative regardless of whether sufficient data
exists from which a full “facts and circumstances”
revaluation could be made. If the three-yearaverage
method is employed, the revaluation factor is based
on the weighted average percentage change in the
current costs of inventory for each LIFO pool based
on the three most recent years for which the
taxpayer has sufficient information.

Generally, the three-year revaluation factor
is applied to all LIFO layers for each pool in the
beginning inventory of the year of change. If a
taxpayer lacks sufficient information to otherwise
apply the three-year average method, it may use
reasonable estimates and procedures to apply the
three-year average method.

It should be noted that under the three-year
average method, if sufficient data is available to
calculate the revaluation factor for more than three
years, data from such additional years may be used
in determining the average percentage increase only
if the additional years are consecutive years prior to
the year of change. The requirementto use data from
consecutive years may result in using information
from a year in which no LIFO increment occurred.

For more specifics on the three-year average
method, see pages 16-17. The detailed example
from the Regulations appears in a more understand-
able format which also "proves out" the composition of
the LIFO reserves before and after on pages 18-19.

In order to have the proper correspondence with
the revised lower carrying value of the inventory at
cost (i.e., net of trade discounts), one further LIFO

-
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recomputation either must be made or usually is made
even though it is not required (as discussed below) in
order to simplify future LIFO calculations.™ This relates
to the rebasing or restating of cumulative indexes
to 1.0000 as of the beginning-of-the-year of change.

Reg. Sec. 1.263A-7 (see pages 16-17) provides
that for purposes of determining future indexes,
generally the year of change becomes a new base
year, and all costs are to be restated in new base
year costs for purposes of extending such costs in
future years. The Reg. further provides that costs
associated with old layers retain their separate iden-
tity within the base year, with such layers being
merely restated in terms of the new base year index.

The schedules on pages 24-25 show the Sec.
481(a) calculations and the index restatements and
rebasing for the new auto and the new light-duty truck
pools for one dealer implementing a CAM for its LIFO
inventories. A sample letter explaining the results of
making the changes in accounting method appears
on pages 28-29.

SECTION 263A COST CAP & THESE CAMs

Most taxpayers using the Last-In, First-Out
(LIFO) method start by making the calculations of a
particular year's LIFO index and LIFO reserve with-
out regard to the uniform capitalization rules. Then,
after the LIFO computations for the year are com-
pleted, any additional costs required to be capitalized
by Section 263A are determined under a "simplified
resale method election, or some variation thereof
(which may be with or without the historic absorption
ratio election)." The resulting amounts are added to
the LIFO layer for that year or are separately kept
track of by year with reference to the LIFO layer.

For most dealers, the additional inventory costs
capitalized under a simplified resale method are
superimposed upon the LIFO computations which, in
turn, are superimposed on the conventional account-
ing system. For these dealers, the rebasing/restat-
ing of indexes to 1.000 is technically not mandatory.
However, we would not proceed without doing this
and recommend that it be done in all cases.

If the LIFO calculations do not result in an
inventory increment in any given year (i.e., if there is
no current year increment), then there are no costs
required to be capitalized under Section 263A for that
year. Where a decrement is computed, the result is
the “freeing up" or reversal of previously capitalized
Section 263A costs.

What all this means is that costs capitalized in
LIFO inventories under Section 263A become “locked
in"until some future year when a liquidation occurs in
that specific inventory pool. When that happens, the
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(Continued)
effect of the liquidation is carried back to “unlock” a
corresponding portion of the Section 263A costs that
were capitalized with reference to the earlier year. In
other words, costs capitalized under Section 263A
for LIFO inventories (in theory) get locked in for much
longer periods of time than costs capitalized for non-
LIFO inventories (which generally are offset in full inthe
following year if the inventory tums over at least once).

As a result of these Section 263A relationships,
where trade discounts and ad fee CAMs are involved,
there is an additional component to the Section
481(a) adjustment. This component involves the
effect of the CAM reducing prior year LIFO incre-
ments which comprise the opening inventory in the
year of change.

Accordingly, the Section 481(a) adjustment
should include a corresponding decrease in the pre-
viously capitalized Section 263 costs proportionate
to the reductions in the LIFO carrying values of those
increments. This makes the overall Section 481(a)
negative adjustment larger.

ISSUES / PERILS FOR CPA FIRMS
UNDERTAKING THE
“DO-IT-YOURSELF” APPROACH

In discussing the possibility of making a change
in accounting method for trade discounts, the dealer
often assumes that the CPA is, or should be, able to
make the analysis, and that the CPA has all of the
necessary information if he or she has the prior
years-end inventory invoices. More often than not,
both assumptions are incorrect.

* Extensive databases are required to keep
track of all the different Factory programs.

® Not all items shown on the invoice are what
they appear to be.

® Another myth: “It's already on the invoice.”
According to Todd Boren, of Green Finan-
cial Outsourcing Solutions (214-350-8197),
“That's not true because if you rely only on
what'’s stated on the invoice, your determi-
nations are likely to be incorrect.”

* Trade vehicles may present problems be-
cause in some instances the trade discount
monies follow the vehicle, but in other in-
stances, they do not.

® Some dealers don't get all of the benefit
that they are entitled to because their CPAs'
oversimplified (and/or inaccurate) analysis
is not thorough enough.
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see TRADE DISCOUNTS & AD FEE CAMs, page 20
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263.1 WHAT THE SECTION 2634 REGULATIONS SAY ABOUT
COST C.AP REVALUING DOLLAR-VALUE (OPENING) LIFO INVENTORIES

REG. SEC. 1.263A4-7(c) Inventory - (2) Revaluing beginning inventory - (v) 3-pear average method - (A) In
general. A taxpayer using the dollar-value LIFO method of accounting for inventories may revalue all existing
LIFO layers of a trade or business based on the 3-year average method as provided in this paragraph (c)(2)(v).
The 3-year average method is based on the weighted average percentage change (the “3-year revaluation factor”)
in the current costs of inventory for each LIFO pool based on the three most recent taxable years for which the
taxpayer has sufficient information (typically, the three most recent taxable years of such trade or business).

The 3-year revaluation factor is applied to all layers for each pool in beginning inventory in the year of
change. The 3-year average method is available to dollar-value taxpayers who comply with the requirements of
this paragraph (c)(2)(v) regardless of whether such taxpayers lack sufficient data to revalue their inventory costs
under the facts and circumstances revaluation method prescribed in paragraph (c)(2)(iii) of this section. The 3-
year average method must be applied with respect to all inventory in a taxpayer’s trade or business. A taxpayer is
not permitted to apply the method for the revaluation of some, but not all, inventory costs on the basis of pools,
business units, or other measures of inventory amounts which do not constitute a separate trade or business.

Generally, a taxpayer revaluing its inventory using the 3-year average method must establish a new base year.
See paragraph (b)(2)(iii)(A)(2)(i) of this section. However, a dollar-value LIFO taxpayer using the 3-year
average method and cither the simplified production method or the simplified resale method to revalue its
inventory is permitted, but not required, to establish a new base year. See, paragraph (b)(2)(iii)(A)(2)(ii).

[Note: The Proposed/Preliminary Section 263A Regs. did not distinguish between situations where
simplified 263A methods were used and required all taxpayers to establish a new base year.]

If a taxpayer lacks sufficient information to otherwise apply the 3-year average method under this paragraph
(€)(2)(v) (e.g., the taxpayer is unable to revalue the costs of any of its LIFO pools for three years due to a lack of
information), then the taxpayer must use reasonable estimates and procedures, as described in the facts and
circumstances revaluation method under paragraph (c)(2)(iii) of this section, to whatever extent is necessary to
allow the taxpayer to apply the 3-year average method.

REG. SEC. 1.263A4-7(c) Inventory - (2) Revaluing beginning inventory - (v) 3-year average method - (B)
Consecutive year requirement. Under the 3-year average method, if sufficient data is available to calculate the
revaluation factor for more than three years, the taxpayer may use data from such additional years in determining
the average percentage increase or decrease only if the additional pears are consecutive to and prior to the year

of change.

The requirement under the preceding sentence to use consecutive years is applicable under this method
regardless of whether any inventory costs in beginning inventory as of the year of change are viewed as incurred
in, or attributable to, those consecutive years under the LIFO method. Thus, the requirement to use data from
consecutive years may result in using information from a year in which no LIFO increment occurred.

For example, if a taxpayer is changing its method of accounting in 1997 and has sufficient data to revalue its
inventory for the years 1991 through 1996, the taxpayer may calculate the revaluation factor using all six years. If,
however, the taxpayer has sufficient data to revalue its inventory for the years 1990 through 1992, and 1994
through 1996, only the years consecutive to the year of change (i.c., 1994 through 1996) may be used in
determining the revaluation factor. Similarly, for example, a taxpayer with LIFO increments in 1995, 1993, and
1992 may not calculate the revaluation factor based on the data from those years alone, but instead must use the
data from consecutive years for which the taxpayer has information.

Photocopying or Reprinting Without Permission Is Prohibited x A Quarterly Update of LIFO - News, Views and Ideas
[

16 September 2003

De Filipps' LIFO LOOKOUT Vol. 13, No. 3



263.1 ‘ WHAT THE SECTION 2634 REGULATIONS SAY ABOUT
QYOG REVALUING DOLLAR-VALUE (OPENING) LIFO INVENTORIES

REG. SEC. 1.2634-7(b)(2)(iii) Base year - (A) Need for a new base year. Certain dollar-value LIFO
taxpayers (whether using double-extension or link-chain) must establish a new base year when they revalue their

inventories under Section 263A.

(1) Facts and circumstances revaluation method used. A dollar-value LIFO taxpayer that uses the facts
and circumstances revaluation method is permitted, but not required, to establish a new base year.

(2) 3-year average method used - (i) Simplified method not used. A dollar-value LIFO taxpayer using the
3-year average method but not the simplified production method of the simplified resale method to
revalue its inventories is required to establish a new base year.

3-year average method used - (ii) Simplified method used. A dollar-value LIFO taxpayer using the 3-.

. Year average method and either the simplified production method or the simplified resale method to

revalue its inventory is permitted, but not required, to establish a new base year.

REG. SEC. 1.2634-7(b)(2)(iii) Base year - (B) Computing a new base year. For purposes of determining
future indexes, the year of change becomes the new base year (that is, the index at the beginning of the year of
change generally must be 1.00) and all costs are restated in new base year costs for purposes of extending such
costs in future years.

However, when a new base year is established, costs associated with old layers retain their separate identity
within the base year, with such layers being restated in terms of the new base year index. For example, for
purposes of determining whether a particular layer has been invaded, each layer must retain its separate identity.
Thus, if a decrement in an inventory pool occurs, layers accumulated in more recent years must be viewed as

invaded first, in order of priority.

REG. SEC. 1.2634-7(c) Inventory - (1) Need for adjustments. When a taxpayer changes its method of
accounting for costs subject to Section 2634, the taxpayer generally must, in computing its taxable income for the
year of change, take into account the adjustments required by Section 481(a). The adjustments required by
Sections 481(a) relate to revaluations of inventory property, whether the taxpayer produces the inventory or
acquires it for resale.

REG. SEC. 1.2634-7(c) Inventory - (2) Revaluing beginning inventory - (i) In general. If a taxpayer
changes its method of accounting for costs subject to Section 263A, the taxpayer must revalue the items or costs
included in its beginning inventory in the year of change as if the new method (that is, the method to which the

taxpayer is changing) had been in effect during all prior years. .

The difference between the inventory as originally valued using the former method (that is, the method from
which the taxpayer is changing) and the inventory as revalued using the new method is equal to the amount of the
adjustment required under Section 481(a).

ks stk
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2631 . REVALUING DOLLAR-VALUE (OPENING) LIFO INVENTORIES
COST CAP § EXAMPLE from REG. SEC. 1.263A-7(c)(2)()(C)

The Regulations provide that when changes in methods of accounting are made for inventories subject to Section
263A cost capitalization requirements, for purposes of determining future indexes, the year of change becomes the new
base year (that is, the index at the beginning of the year of change generally must be 1.0000). They further provide that
all costs are restated in new base year costs for purposes of extending such costs in future years. When a new base year
is established, costs associated with old layers retain their separate identity within the base year, with such layers being
restated in terms of the new base year index. Reg. Sec. 1.2634-7(b)(2)(iii)(B).

The Regulation cited above consists of one example involving a dollar-value, double-extension LIFO taxpayer
who was not using either the simplified production method or the simplified resale method. Accordingly, the taxpayer
is required to revalue its inventory establishing a new base year.

The example contains three tables. The first shows the LIFO inventory layers as of the beginning of the year of
change. The year of change was calendar 1997; therefore, the LIFO mventory layers as of December 31, 1996/January
1, 1997 reflected base costs totalmg $34,000 and corresponding LIFO carrying value (i.e., LIFO valuations) totaling
$42,000. This table can be seen in the upper left-hand quadrant of the schedule on the facmg page.

The recomputation of inventoriable costs under the new method of accounting for the three preceding taxable
years is shown below. Note that the average revaluation factor is .28.

Current Costas  Current Cost as

Recorded Adjusted Peé‘;z:tag ¢
(Former Method)  (New Method) 8¢
1994 $ 35,000 $ 45,150 .29
1995 43,500 . 54,375 25
1996 54,400 70,720 .30
Total $ 132,900 $ 170,245 .28

Applying the revaluation factor of .28 to each layer, results in restated base year costs totaling $43,520 and
corresponding restated LIFO carrying values totaling $53,760. This table can be seen in the upper right-hand quadrant

of the schedule on the facing page.

Section 481(a) Adjustment. The adjustment required by Section 481(a) is $11,760. This amount may be
computed by multiplying the average percentage of .28 by the LIFO carrying value of the inventory valued using its
former accounting method ($42,000). This amount ($11,760) can be seen in the separate (second) column shown for it
in the table in the upper right-hand quadrant of the schedule on the facing page.

Alternatively, the Regulation states that the 481(a) adjustment may be computed by/as the difference between the
inventory as originally valued using the former method (that is, the method from which the taxpayer is changing ...
$42,000) and the inventory as revalued using the new method of accounting ($53,760). This difference is also equal to

$11,760 (53,760 - 42,000).

The final table in the Regulation, which corresponds to the table in the lower right-hand quadrant of the faﬁing
page, shows the restated base year costs aggregating $70,720 (i.e., the current cost under the new method as of the
beginning of the year of change) and the restated LIFO carrying value of the respective layers totaling $53,760.

The restated indexes in the example in the Regulations are carried to only 3 decimal places; they are carried to 6
decimal places in the schedule on the facing page.

What the example in the Regulations does not show is the LIFO reserve (which is $12,400) before the change in
method and after the change in method, it has become $16,960. The compositions of the LIFO reserves both before and
after the change in method are shown in the schedule on the facing page.

This format has been used to reflect all of the LIFO-related Section 481(a) computations in connection with the
dealer changing accounting methods for trade discounts and advertising fees in the examples on the following pages.
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Analysis of Year-End LIFQ Inven

Base Layer
1991 Layer
1992 Layer
1993 Layer
1994 Layer
1995 Layer
1996 Layer
Totals

Ending Inventory at LIFO Valuation

Less: Ending Inventory at Current Cost

LIFO Reserve at End of Year
ebasin, tement djusted Doll.
n mpositi Rese

Base Layer
1991 Layer
1992 Layer
1993 Layer
1994 Layer
1995 Layer
1996 Layer
Totals

urrent cost of Pool #1 inventory a.

Reconciliation et Change in

(1

REG: SEC._1.263A4-7(c)(2)(v)}(C) EXAMPLE

TATION OF LIFO VAL N & LIFO RESERVE TO REFLECT Ci COUN. D
DOLLAR-VALUE POOL AS OF BEGINNING OF YEAR OF CHANGE: DEC 31, 1996/JAN. 1, 1997

LIFO Reserve at Dec. 31, 1996 before Change in Method

Less: Sec. 481(a) Positive Adjustment

Add: Additional Sec. 263A Costs Required to be capitalized

(870,720 - 54,400)

LIFO Reserve at Dec. 31, 1996 after Change in Method

o ange in _Accounting Method for the Year Beginning January 1, 1997
Before Change in Method djuse
ange in Method MIELJ
: ngreasein (PR yorwarion | pase | Remoof | Oricinal |Incressein
Base_ ‘aluation LIFO Increase LIFO.
Doll, Factor | Valuation Factor Factor: | Dellars ... |Revised Base| Base Base
’ Zelaston Valuation gm_g! evised (Unchanged) |as Revised*| Dollars Dollars Dollars
14,000 1.00000 14,000 0.28000 3,920 17,920 1.00000 17,920 0.411765 14,000 3,920
4,000 1.20000 4,800 0.28000 1,344 6,144 1.20000 5,120 0.117647 4,000 1,120
5,000 1.30000 6,500 0.28000 1,820 8,320 1.30000 6,400 0.147059 5,000 1,400
2,000 1.35000 2,700 0.28000 756 3,456 1.35000 2,560 0.058824 2,000 560
- 1.40000 - 0.28000 - - 1.40000 - 0.000000 - -
4,000 1.50000 6,000 0.28000 1,680 7,680 ~ 1.50000 5,120 0.117647 4,000 1,120
5,000 1.60000 8,000 0.28000 2,240 10,240 1.60000 6,400 0.147059 5,000 1,400
34,000 42,000 11,760 53,760 43,520 1.000000 34,000 9,520
9 = A £l 2=
42,000 53,760
54,400 16,320 70,720
12,400 k5250
6
fore and men; .
A B c p=CB E_ | F=p | G®Ph | H=B | Ixcxm
Composition Ratio of | CUTTERECOSL) ) vion wation ~omposition
Base Ereof | ofLIFO RBevised Base | MM LIFQ | Foor . as | LIFOReserve Layer Proof Factor Bestated 1™/ iro
Dollars | Factor | Reserveby Dollars ... o — 1.0000 - Valugtion Facror) | BEScXYear | porryrp
Layer Per Above &"‘m‘ Revised | Becomputed Costs Layer
14,000 0.60000 8,400 0.411765 29,120 17,920 0.615385 1.000000 0.615385 0.384615 29,120 11,200
4,000 0.40000 1,600 0.117647 8,320 6,144 0.738462 1.000000 0.738462 0.261538 8,320 2,176
5,000 0.30000 1,500 0.147059 10,400 8,320 0.800000 1.000000 0.800000 0.200000 10,400 2,080
2,000 0.25000 500 0.058824 4,160 3,456 0.830769 1.000000 0.830769 0.169231 4,160 704
- 0.20000 - 0.000000 - - 1.000000 - 1.000000 - -
4,000 0.10000 400 0.117647 8,320 7,680 0.923077 1.000000 0.923077 0.076923 8,320 640
| 5,000 - - 0.147059 10,400 10,240 0.984615 1.000000 0.984615 0.015385 10,400 160
34!000 12‘400 1.000000 70,2') 53,760 70,720 16,960
ethod) as o, 196 is $70,720. is amount ($70,720, L] ted base co. of Decem. 1996.
12,400 * Base Dollars as Revised: Determined by multiplying each base dollar layer before change
(11,760) (totaling $34,000 times (x) 1.2800 revaluation factor.
** Per Reg. Sec. 1.263A-7(c(2)(v) ... "The current year cost of [the taxpayer's] inventory, s adjusted is $70,720.
16,320 Such cost must be apportioned-to each layer in proportion to the restated base year cost of that layer to
16,960 total restated base year costs ($43,520).
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However, some CPA firms don’t want to admit to
their dealer clients that they don't understand or are
unable to do the necessary detailed analysis. So
they just bluff their way through it by using oversim-
plified spreadsheet routines.

One example of a botched “do-it-yourself”
attempt. This involved a Chrysler dealer where his
CPA “did it himself with spreadsheets prepared from
invoice information.” According to Todd Boren of
Green Financial Outsourcing Solutions, in this case,

both DAA (Dealer Advertising Association expense :

local-not national) and PPA (labeled Prepaid Adver-
tising, but in reality a trade discount) were claimedas
advertising expenses. This treatment is obviously
incorrect, as separate 3115s are required, one for
trade discounts and one for ad fees.

What was far more detrimental to the dealer was
thatin his CPA's erroneous analysis, the CPA missed
all of the finance credits ... i.e., the floor plan assis-
tance trade discounts ... which also should have
been included as part of the trade discount CAM.
There were big dollars left on the table because of
this. And, now what?

Guess what the CPA’s reaction was when his
errors were pointed out to him.

DOING THE MATH ...
A T/D & A/F CAM CASE STUDY

The schedules on pages 24 through 30 show the
Section 481(a) calculations and other information
relating to a “typical” dealer making the CAMs for its
new vehicle LIFO inventories. The amount of trade
discounts and advertising fees to be eliminated from
inventory cost were determined by Green Financial
Outsourcing Solutions, Ltd.

(Continued from page 15)

The schedules on pages 27 and 30 reflecta “cost
effectnvenes’é—‘b‘e‘n‘eﬂtanalysus approachfordiscuss-
ing the overall results for two dealership groups for
whom we jomtly made these CAMs. In both instances,
the dealers decided to outsource (i.e., have a service
bureau do) all of the mvouce-by-nnvonce and plan-by-
plan analysis detail work. In addition, the service
bureau also prepared all of the necessary Forms 3115.

Several important “messages” are conveyed by
the analyses on pages 27 and 30. One is that the
dollar amounts of the Section 481(a) adjustment and
year-end cost removed from inventory are shown in
relation to the absolute dollar amount of the pre-
change inventory cost levels. This information pro-
vides a “ballpark estimate” or range of benefit that is
fairly typical based on the inventories involved.

Second, these schedules show the very large
permanent beneflt forthe: LIFO users resulting fromthe
negative Section 481(a) adjustments. The effect of
reducing the LIFO valuation of the beginning-of-the-
year inventory does not turn over and will not be
repaid in the next year. The Sec. 481(a) adjustment
benefit will remain locked into the valuation of the
LIFO layers, and it will remain until those layers
are invaded ... and then, any invasion that oc-
curs will be computed in a horizontal slice, rather
than a vertical slice, manner.

(Note: For a thorough discussion of the horizon-
tal vs. vertical slice difference, see LIFO Lookout,
June 1999, pages 4-7, "Sale of Excess Capacity
Inventory Does Not Require Vertical Slice Faster
LIFO Recapture".)

Finally, you may want to consider the Recom-
mendations and Suggestions on the facing page and
refer to the Practice Guide Checklist that follows on

pages 22-23. X
SUPPLEMENTARY SCHEDULES & ANALYSES

Doing THE MATH ... A T/D & A/F Cam Case STUDY

® Sec. 481(a) CALCS FOR LIFO POOLS .....ccocevvverrieneecreencneenane 24

© INVENTORY BECAP eceveiiiiiinirerieeeeicesinnnnererreeeeeeeeeeseesssessssesees 26

¢ CosT EFrFecTIVENESS - BENEFIT ANALYSES ... JKL.................. 27

* SaMPLE LETTER EXPLAINING CAM RESULTS ..eevvvrccnnerreereerennns 28

* CosT EFFECTIVENESS - BENEFIT ANALYSES ... ABC ................ 30
R.P. 2002-9 ... VoLuMe-RELATED TRADE DISCOUNTS ...cccevrevvennnnenns 31
AT A GLANCE ... AUTOMATIC CAM FORMS 3115 ..ol 32
ForMm 3115 ... SampLE NARRATIVE TEXTS

® TRADE DISCOUNTS CAMS ....covvireeiiriicirereerteeeeeeeeeeseeserenereesons 33

* ADVERTISING FEES & EXPENSES CAMS ....uueeveivevveeveeeieeieeiene. 36
TReaTMENT oF CAsH DiscounTs ... ISP Issue PAPER ........uveeunneee. 38
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CAMs ... RECOMMENDATIONS & SUGGESTIONS

WHERE DO YOU STAND ... AND WHY? Regardless of how you feel about the treatment of trade
discounts, CPAs should read the Regulations and determine their Firm’s position, liability and/or responsi-
bility for not changing to the correct method/treatment for trade discounts ... It is clear that it is incorrect to
include trade discounts as inventory costs. See Reg. Sec. 1.471-3(b).

If your CPA firm, or your dealer client, is adamantly against changing accounting methods for
trade discounts (floorplan assistance payments, etc.) ... If trade discounts are being accounted for
at “gross invoice” ... the Regulations require that you “disclose positions taken on a tax return that
are contrary to Treasury Regulations.” Accordingly, Form 8275-R, Regulation Disclosure Statement,
should be attached to every dealer income tax return where the trade discount change has not been made
if the method that the dealer is using is not the net invoice method.

ACQUIRED NEW CLIENTS. Every time you acquire a new dealer client, if changes in accounting
method for trade discounts and/or advertising fees have not been made, inquire why and document the
reasons.

NEED FOR LEAD TIME. |If you are going to discuss the possibility of making these changes in
accounting method with dealers, it is advisable to have these discussions at least 6 to 8 weeks before year-
end. This much lead time is needed in order to allow enough time to determine costs and projected benefits
and to incorporate the anticipated results into other year-end planning for the dealer.

Fairly accurate preliminary estimates of the benefits can be made. Our schedules show and explain
many of the key relationships, especially the size of the negative Section 481(a) adjustment. As an
alternative, you can simply go to the web site of Green Financial Outsourcing Solutions and enter the
“"ballpark" amount of inventory by manufacturer. (www.greenoutsourcing.com)

CONSIDER USING A SPECIALIZED SERVICE TO DO THE DETAILED ANALYSIS.
* Obtain a preliminary, but somewhat tailor-made, estimate of the possible benefits.

* Also, you'll want to negotiate the cost of outsourced services

1. There may be a wide disparity in the cost of services offered to do detailed invoice analysis, etc.

2. Where possible, to avoid fee surprises, try to secure “capped cost protection.”

3. Often, the preparation of the necessary 3115s, LIFO layer restructuring and calculation of
Section 481(a) adjustment will be included as part of the overall services provided ... thus
making the CAM activity a simple “turn-key” process.

4. Also, lock in the cost for ongoing program analysis for subsequent year-end inventories, as that
should be considered as part of the overall compliance costs.

BOTH CHANGES AT ONCE ... OR SPLIT THEM OVER TWO YEARS? It will usually be desirable
to make both changes in accounting methods (i.e., for both trade dlscounts and for ad fees and expenses)
at the same time / in the same year.

The practical reason is that it makes more sense to analyze the same batch of 3-year ends’ invoices
at the same time, and this also avoids rebasing and 3115 filings in two successive years.

However, there may be situations where making the changes over 2 years (i.e., a “split change”) may
produce better tax benefits for the dealer. For example, it may be more advantageous to take part of the
overall negative Section 481(a) adjustment attributable to one of the changes in one year and the
corresponding negative Section 481(a) adjustment attributable to the other CAM in a later year.

This decision may be based on such considerations as the availability of net operating loss carrybacks
and tax refund potential, the absolute dollar amounts of the negative Section 481(a) adjustments, and other
tax planning elements either present or absent in the current year (such as large investments in depreciable
property eligible for 30% or 50% special depreciation deductions).

REVIEW THE PRACTICE GUIDE checklist for trade discount and advertising fees CAMs on pages 22-23.

And remember ... these CAM benefits can be applied to any inventory-intensive clients.
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OO 1] [MINATING TRADE DISCOUNTS (FLOORPLAN ASSISTANCE PAYMENTS)
Guid | & ADVERTISING FEES FROM INVENTORY COSTS

1. (J Have the ramifications and benefits of the change in accounting method been explained to
the dealer/client? '
[ If possible changes in accounting method have been discussed, but dealer has decided
not to make the changes, is there a memo in the file documenting discussion and
rationale for not making changes at this time?

2. (J Regardless of how the client/dealer feels about the accounting for trade discounts, what is
the Firm’s position, liability and/or responsibility for not changing to the correct

Client : . Y .
M. rer method/treatment for trade discounts? ... It is clear that it is incorrect to include trade
anagement ) .
Issues discounts as inventory costs. (Where do you stand ... and why?) :

3. J If the CAMs are going to be made, who is going to be responsible for the accuracy of the
determination of the amounts of floorplan assistance payments and/or advertising fees and
expenses to be removed from prior and current year inventory costs?

(J Section ¢ Dealership controller and/or dealership personnel
Complete ¢ (Our) CPA firm will make the determinations

¢ The determinations will be outsourced to a specialized service bureau
(J Is there a memo in the file documenting responsibility in this area and for the
conclusion to not rely on an outside service bureau to do this work?

4. [J Will both changes in accounting method be made at the same time?
(J Or, will the changes in accounting method be split over two years?. If split over two
years, why?

1. For trade discounts, including floorplan assistance CAMs (filed under Rev. Proc. 2002-9)...

Timing (J Attach the original Form 3115 to the income tax return when it is filed.

of Filings (J Send a copy of Form 3115 to IRS National Office in Washington, D.C. when the income tax
& return for the year of change is filed.

2. For advertising fees and expenses CAMs (filed under Rev. Proc. 97-27)...
(J Section (J Form 3115 must be filed with the IRS National Office before year end.

Complete (J Copy of consent letter received from IRS is required to be attached to the return for the year of
change (possibly necessitating filing amended return with copy of consent letter attached?)

1. (J Is restatement of opening (beginning) inventory layers based on an analysis of the new
vehicle invoices in the year-end for each of the 3 preceding years?
(J Ifno, explain why 3-year analysis of invoices had not been undertaken.
(J If no, has disclosure of less than 3 years as the basis for adjustment been included in
Form 3115 narrative?
LIFO Note: Separate analysis must be made for vehicles in each pool.
Issues & It is not permissible to use the same rate for both pools as a short-cut.

Adjustments 2. (J Has opening (beginning) inventory for the year of change been restated to reflect net
discount method for determining inventory cost?

3. (J Does opening (beginning) inventory for the year of change reflect restatement/rebasing of

(J Section -
Comp[ete } LIFO 1.ndexes to 1.0000?

4. (J Do the LIFO computations as of the end of the year of change reflect the appropriate

v beginning of the year & end of the year (net) cost levels and the rebased LIFO indexes?
5. J After the LIFO transition calculations were completed, was there a proof of the composition

of the LIFO reserve so that future years’ computations will not misstate LIFO valuations?
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[N OO ELIMINATING TRADE DISCOUNTS (FLOORPLAN ASSISTANCE PAYMENTS)
Guide — § & ADVERTISING FEES FROM INVENTORY COSTS

1. (J Has determination of costs to be removed from ending inventory been made on an mvowe-

by-invoice basis?
(J Ifnot, why not? Is there a memo in the file?

‘Analysis

& 2. [J Has appropriate adjustment been made for difference in timing of allowance of discounts
Computations (i.e., some accrue at date of purchase, others do not accrue until a later date which may fall
beyond the end of the year)?
3. (J Have appropriate corresponding adjustments been made to the payables accounts at the
[ Section beginning of the year and at the end of the year?
Complete 4. (J If necessary, have you prepared ...
(J (1) reconciliations to cost for tax purposes, and
(7 (2) adjusting entries to be recorded on dealership books to reflect the CAMs?
1. [J Has a distinction been made between local and regional advertising (for which the IRS will
permit a change in method) and national advertising (for which it will not permit a CAM)?
. 2. [J Will the tax return for the year of change be filed before the dealership receives perrmsswn
Advertising from the IRS to make the change in method? If so,
Fees & (J Will a statement be included in the tax return with respect to its being filed before
Expenses permission to change has been granted?
CAMs ¢ ... “Taxpayer has taken all steps to file Form 3115 requesting a change in accounting method
for advertising fees and expenses before the end of the year and to secure consent from the
Commissioner to make this change. This change will result in a clear reflection of income
. and is in accordance with Generally Accepted Accounting Principles. At the time of filing its
O Section tax return, Taxpayer has not yet received notification from the National Office in connection
Complete with the application it has filed. As a result, Taxpayer is filing its income tax return for the
year end December 31, 200__ reflecting the new, proposed method of accounting for
advertising fees and expenses.”
3. (3 Will Form 8275-R, with explanation, be attached to the income tax return filed?
Cost 1. (J Has the appropriate Sec. 263A computation been reflected as part of the Sec. 481(a) adjustment?
Cap 2. [J Has the taxpayer properly elected to use a simplified Section 263A method?

Sec. 2634 (J If so, which simplified election has been made?
(J If the dollar-value LIFO method has been elected, has the opening (beginning)

7 Section . .
Complete inventory for the year of change been restated/rebased?
1. For trade discounts (including floorplan assistance payments) CAMs ...
(J Has original of Form 3115 been attached to the timely filed income tax return?
(J Has a copy of the Form 3115 (included with the timely filed income tax return) been mailed
Tax Return to the IRS National Office in Washington, DC?
Disclosures | 2. For advertising fees and expenses CAMs ...
& {7 Before the end of the year, was the original of Form 3115 filed with the IRS National Office
in Washington, DC?
Attachments {0 Has permission to change been received before the tax return is filed?
(O If yes, attach copy of consent letter to timely filed income tax return.
0 Secti (T Ifno, see above re: explanation to be attached to tax return and/or Form 8275-R
ection

Complete | 3. [J Have the inventory questions on page 2 of Form 1120/1120-S been answered in the
: affirmative to indicate that changes in method have been made?

4. (] State returns ... Have corresponding CAM disclosures been rnade in all state and other
income tax returns being filed?
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Analysis of Year-End LIFO Inventory Lavers

Calendar year 1979 1
Calendar year 1980 L
Calendar year 1984 I
Calendar year 1985 1
Calendar year 1986 I
Calendar year 1987 Increment
Calendar ycar 1996 |
Calendar year 1997 I
Calendar year 1999 k
Calendar year 2000 L
Calendar year 2001 &
Totals

Ending Inventory at LIFO Valuation
Less: Ending Inventory at Current Cost

LIFO Reserve at End of Year

Rebasing/Restavement of Adiusted Base Dollers o3 of Dec. 31, 2001,

and Compesition & Proof of LIFQ Reserve Before and After Rebasine/Restatement

Calendar year 1979 1
Calendar year 1980 1

Calendar year 1984 Increment
Calendar year 1985 T
Calendar year 1986 1
Calendar year 1987 1
Calendar year 1996 I
Calendar year 1997 I
Calendar year 1999 I
Calendar year 2000 &
Calendar year 2001 I
Totals

To _Reflect nge in unting r the innin,
Before Chonee in Methed Sec481(a).
Adiystment
Reduction in) 585U | yotugtion | Base | Ratioof | Orieinal | Reduction
Bate | Velustion | LIFO Beduction "=y jpo | SHFQ | “ponier | Dollars...| Revised | Base | inBese
Qollerz | Facter | Yalustlen Eecter | yotugrion |MA2EES 1rchanged) | s Revised® |Base Dollars| Dollars | Dellars
Revised
200,307 0.58445 117,069 0.00653 764 116,305 0.58445 198,999 0.042628 200,307 1,308
13,305 0.59744 7,949 0.00653 52 7,897 0.59744 13,218 0.002831 13,305 87
216,463 0.76797 166,237 0.00653 1,086 165,152 0.76797 215,049 0.046066 216,463 1,414
ll9.923 '0.35271 102,302 0.00653 668 101,634 0.85271 119,190 0.025532 119,973 783
129,660 1.02168 132,471 0.00653 865 131,606 1.02168 128,813 0.027593 129,660 847
57,722 1.02551 59,194 0.00653 387 58,808 1.02551 57,345 0.012284 57,722 377
1,451,737 1.20638 1,751,346 0.00653 11,436 1,739,910 1.20638 1,442,257 0.308950 1,451,737 9,480
73,147 1.21075 88,563 0.00653 578 87,984 1.21075 72,669 0.015567 73,147 478
510,129 1.21905 621,873 0.00653 4,061 617,812 1.21905 506,798 0.108563 510,129 3,331
604,675 1.22682 741,827 0.00653 4,844 736,983 1.22682 600,726 0.128683 604,675 3,949
1,321,815 1.23800 __ 1,636,407 0.00653 10,686 1,625,721 1.23800 _ 1,313,184 0281301 1,321 815 3,631
4|698!93 3 5,425,239 35,427 5,389,813 4.66:&49 1.000000 4l698233 30I684
5,425,239 5,389,813
5,817,279 (36,698) 5,780,581
392,040 | 390,768
A E_| ¢ p=CB E | E=p | GER | H=B | InG:m
Compeosition | Bardoof |CHENLCER) by gyon Cemposidion.
Base | Preof | efLIFO . e | efLiFO | ZEMEUEL | L1FO Reserve Layer Proof Facter | ReHUed 1™ oy 1pp
Dollars | Facter | Reserveby Dollars ... | po 5, |Lavers..es &mx{«m - uation Factor Mém “| Reserveby
Laver Per Above 2000 Revised Laver
200,307 0.65355 130911 0.042628 246,416 116,305 0.471987 1.000000 0.471987 0.528013 246,416 130,111
13,305 0.64056 8,523 0.002831 16,368 7,897 0.482477 1.000000 0.482477 0.517523 16,368 8,47t
216,463 0.47003 101,744 0.046066 266,291 165,152 0.620193 1.000000 0.620193 0.379807 266,291 101,139
119,973 0.38529 46,224 0.025532 147,590 101,634 0.688627 1.000000 0.688627 0.311373 147,590 45,955
129,660 0.21632 28,048 0.027593 159,506 131,606 0.825083 1.000000 0.825083 0.174917 159,506 27,900
57,722 0.21249 12,265 0.012284 71,009 58,808 0.828176 1.000000 0.828176 0.171824 71,009 12,201
1,451,737 0.03162 45,904 0.308950 1,785,913 . 1,739,910 0.974242 1.000000 0.974242 0.025758} 1,785,913 46,002
73,147 0.02725 1,993 0.015567 89,988 87,984 0.977771 1.000000 0.977771 0.022229 89,985 2,000
510,129 0.01895 9,667 0.108563 627,556 617,812 0.984474 1.000000 0.984474 0.015526 627,556 9,744
604,675 0.01118 6,760 0.128683 743,865 736,983 0.990748 1.000000 0.990748 0.009252 743,865 6,882
1,321,81 5 0.00000 - 0.281301 1,62 1,625,721 0.999777 1.000000 0.999777 0.000223 1,626,084 363
4!698l933 3921040 | 1.000000 2.7.0ﬂl 52 l9|! 13 5|730él 1 390‘7‘8

LIFO Reserve at Dec. 31, 2001 before Change in Method
Add: Sec. 481(a) Negative Adjustment

Less: Trade Di:

before Change in Method

LIFO Reserve at Dec. 31, 2001 after Change in Method

+ Ad Bxp

in 12/31/01 I

392,040
35,427

(36,698)

390,768

* Base Dollars as Revised: Detenmined by multiplying each base dollar layer before change
(totaling $4,698,933) times (x) [1-.00653 = .99347] adjustment percentage.
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1, 9 - nyen;
Calendar year 1980 I
Calendar year 1981 Increment
Calendar year 1982 I
Calendar year 1983 I
Calendar year 1997 I
Calendar year 1999 I
Calendar year 2000 1

Calendar year 2001 Increment

Totals

Ending L y at LIFO Val
Less: Ending Inventory at Current Cost

LIFO Reserve at End of Year

Calendar year 1980 I

Calendar year 1981 L
Calendar year 1982 Increment
Calendar year 1983 I
Calendar year 1997 I
Calendar year 1999 1
Calendar year 2000 I
Calendar year 2001

Totals

COM|

O,

VAL

VETIO CCOoUi G METHOD
'OO0L #2 - NEW HT-D. Y TR B. OF E: DEC 31, 2001 / JAN. 1, 200.
ange in Accountin h, r ar Beginning Janu 1, 2002
Befere Chante in Method P ——
ddiustment
Base Valuatio LIFO. Reduction . Valuation Base Ratieof | Oricinal | Reduction
Dollars Facter Valuation Factor LIFO  |Valuationof| Facter Dellars ... |Revised Base| Base in Base
Valugtion |LIFO Lavers| (Unchanged) | gs Revised* | Dollary Dellars Dollars
o a5 Revised
32,752 0.90968 29,794 0.01301 388 29,406 0.90968 32,326 0.029432 32,752 426
12,013 0.92491 1,111 0.01301 145 10,966 0.92491 11,857 0.010795 12,013 156
97,372 0.93553 91,094 0.01301 1,185 89,909 0.93553 96,105 0.087502 97,372 1,267
70,753 1.11735 79,056 0.01301 1,029 78,027 1.11735 69,833 0.063581 70,753 920
431,619 1.17052 505,219 0.01301 6,573 498,646 1.17052 426,004 0.387868 431,619 5,615
295,847 1.18361 350,167 0.01301 4,556 345,612 1.18361 291,998 0.265858 295,847 3,849
82,591 1.20768 99,743 0.01301 1,298 98,446 1.20768 81,516 0.074219 82,591 1,075
89,853 1.27311 114,393 0.01301 1,488 112,905 1.27311 88,684 0.080745 89,853 1,169
1,112,800 1,280,577 16,660 1,263,917 1 l098&21 1.000000 1,1 1;2*800 14,478
L
1,280,577 1,263,917
1,416,717 ! !9‘943! 1,396,774
136I 140 132‘057
al 1 en
A B c D=C/B E | F=p | e®EP | H-B | IxGaxm
Current Cost |
Cempesition. Ratieof, Compesitien_
Base. proof | ofLIFO. Revised_ (New, | Valuation Yalugtion | 1150 Reserve Layer Proof Factor | Restated. [LIFO
Dellars | Facter | Reserveby Base | Mahed) |LIFOLevers) — (1,000 Revised Valuation Facter) | BE4Ye8L | pooerepy
Laver Deollars ... | Dec 31, |...asRevised| Recomputed Cests Laver
Perdbove | 2001
32,752 0.36343 11,903 0.029432 41,110 29,406 0.715307 1.000000 0.715307 0.284693 41,110 11,704
12,013 0.34820 4,183 0.010795 15,079 10,966 0.727283 1.000000 0.727283 0.272717 15,079 4,112
97,372 0.33758 32,871 0.087502 122,220 89,909 0.735633 1.000000 0.735633 0.264367 122,220 32,311
70,753 0.15576 11,020 0.063581 88,808 78,027 0.878604 1.000000 0.878604 0.1213964 88,808 10,781
431,619 0.10259 44,280 0.387868 541,763 498,646 0.920413 1.000000 0.920413 0.079587 541,763 43,118
295,847 0.08950 26,478 0.265858 371,344 345,612 0.930706 1.000000 0.930706 0.069294 371,344 25,732
82,591 0.06543 5,404 0.074219 103,667 98,446 0.949633 1.000000 0.949633 0.050367 103,667 5,221
89,853 0.00000 - 0.080745 112,782 112,905 1.001082 1.000000 1.001082 -0.001082 112,782 122)
Iee——
M 136,139 1.000000 l&‘ﬂtﬂ 1,263,917 1,396,774 132,857

Reconcillation of Net Change in LIFQ Reserve
LIFO Reserve at Dec. 31, 2001 before Change in Method

Add: Sec. 481(a) Negative Adjustment

Less: Trade Discounts + Ad Expense in 12/31/01 Inventory

before Change in Method

LIFO Reserve at Dec. 31, 2001 after Change in Method

136,140
16,660

(19,943)

132,857

——— s

* Base Dollars as R

d: Det

d by rmutti

lying each base dollar layer before change

(totaling $1,112,800) times (x) [1-.01301 = .98699) adjustment percentage.
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SAMPLE D, RSHIP

NEW VEHICLE LIFO INVENTORIES - COMPUTATION OF SECTION 481(a) ADJUSTMENTS
AS OF THE BEGINNING OF THE YEAR OF CHANGE IN ACCOUNTING METHOD (CALENDAR 2002)
P - y i #2 - New - T ned - il
199 2000 2001 Total 2002 1999 2000 2001 Total 2002 1999 2000 2001 Total 2002 .
Adjustment of Inventory Cost
End-of-Year Inventory at Cost,
Before Change in Accounting
Method (CAM)*  (A) 3,379,747 | 4,143,116 | 5,817,279 | 13,340,142 | 6,994,547 1,113,015 1,235393 1,416,117 3,765,125 1,577,502 4,492,762 5,378,509 7,233,996 17,105,267 8,572,049
Le.ss: Reduction for
Trade Discount & Advertising|
Expense Adjustments** ( (21,107) (29.267) (36,698) (87,072) (74,996) (12,392) (16,643) (19,943) (48,978) (28,742) (33,499) (45,910) (56,641) (136,050), (103,738)
End-of Year Inventory at Cost,

As Adjusted for CAM  (C) | 3358,640 | 4,113,849 | 5,780,581 } 13,253,070 | 6,919,551 1,100,623 1,218,750 1,396,774 3,716,147 1,548,760 4,459,263 5,332,599 7,177,355 16,969,217 8,468,311
Ratioof Ato B (D) 0.00625 0.00706 0.00631 0.00653 0.01072 0.01113 0.01347 0.01408 0.01301 0.0IBE 0.00746 0.00854 0.00783 0.00795 .o.omo
Ratio of Cto A ~ Adj. %

Adjustment Percentage (E) 0.99375 0.99294 0.99369 0.99347 0.98928 0.98887 0.98653 0.98592 0.98699 098178 "~ 0.99254 0.99146 0.99217 0.99205 0.98790
Sec. 481(a) Net Change in LIFO Reserve
LIFO Valuation at 12/31/2001 .

Before CAM Adjustment* (F) 5,424,238 1,280,577
LIFO Valuation at 12/31/2001

After CAM Adji (G 5,389,813 1,263,917
Net Change in LIFO Valuation

Due to CAM Adjustment (H) - - 34,425 - - - - 16,660 - - - . - -
Alemnative Calculation

(Line F x Line D: 3-yearavg) JSdN 16,658

Notes: Change in Accounting Method effective for the year 2002 made to eliminate trade discount & advertisiog exp from y d | tory costs.

For Pool #1 - 99347 is the 3-year ge reduction factor computed in d: with Reg. Sec. 1.263A-7(c)(2Xv). The Section 481(a) negative adjustment for Pool #1 is $35.425.

For Pool #2 - .98699 is the 3-year average reduction factor computed in d. with Reg. Sec. 1.263A-7(c)(2Xv). The Section 481(a) negative adjustment for Pool #2 is $16,660.

This schedule does not reflect any recomputation of capitalized Section 263A costs. The net change in Section 263A capitalized costs must be computed separately
as an element or component of the net Section 481(2) adj as of the beginning of the year of change.

* Per LIFO Inventory Report for the year indicated prepared by Willard J. De Filipps, CPA, P.C. (Mt. Prospect, IL).

** Per | Yy Adj S y included in Report prepared by Green Financial O ing Solutions, LLC (Dallas, TX).
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COST EFFECTIVEN,

Adjustments

Section 481(a) negative adjustment
to reduce opening inventory LIFO valuation

Net decrease in year of change increase in LIFO reserve

Net decrease in year of change in ending inventory
for trade discounts and ad fees

Subtotal (Net Adji t Before Sec. 2634)

Section 263A adj to reduce previously
capitalized Sec. 263 A costs resulting from
decrease in LIFO inventory layer valuations

Memo: Increase in LIFO reserve at Dec. 31, 2002
Before method change
After method change

Net decrease in.increase in Ll'FO reserve for the year
because of change in accounting method

et Incom / Benefit @ end of year- ange

Less: Conversion & Compliance costs / fees paid
Invoice analyses for discounts & ad fees
Sec. 481(a) computations & yr. of change LIFO recalcs
Internal tax & accounting staff costs
User fees paid to IRS for Form 3115 filings (Ad fees)
Total Conversion & Compliance Costs
Net Benefit After Conversion & Compliance Costs
Applicable effective rate of tax

Net Benefit After Considering All Conversion
& Compliance Costs and Tax Effects

Dec. 31,2001 Inventory (Before 3115 change)
Dec. 31, 2002 Inventory (Before 3115 change)
Average Inventory (Before 3115 change)

Net Adjustment as a % of Average Inventory

'ES MADE TO LIFQO INVENTORI,

JKL DEALERSHIP GROUP

- BENEFIT ANALYSL. R

INGES IN ACCOUNTIN vy

FFECTIVE FOR

D, YEAR 2002

All 6 Dealerships
#1 #2 #3 #4 #5 #6 Combined
Both LIFO Both Both LIFQ Both LIFQ Both LIFO Both LIFO Is
Pools Combined | Po mbine Pools Combined | Pools Combined ools bined | Pools Combii Totals
151,882 52,087 44,571 50,143 62,008 37,267 397,958
3,537 . (837) (162) (140) -1,115 (608) (4,169)
206,175 103,738 78,612 64,847 79,393 52,158 584,923
354,520 154,988 123,021 114,850 142,516 88,817 978,712
139 18 96 59 63 57 432
128,984 109,355 5,723 4,999 (95,422) 22,584 176,223
125,447 108,518 5,561 4,859 (94,307) 21,976 172,054
3,537 837 162 140 (1,115) 608 4,169
354,659 155,006 123,117 114,909 142,579 88,874 979,144
5,477,246 7.233.996 vi 08 1.636.772 4,222,982 1571412 21,854916
6,277,198 8,572,049 2,547,305 2,469,062 3,272,199 2,084,533 25.2 46
2.877.222 1.203.023 2,122,907 2052217 3.747.591 1.827.973 23.338.631
6.03% L26% 3.78% 2.39% 2.20% 486% 4,16%




Month __, 2003

Mr./Ms. Dealership Controller
Sample Dealership

123 Any Street

Any City, State Zip Code

Re: Sample Dealership ... Sample Letter Explaining CAM Results
New Vehicle LIFO Inventories - Change in Accounting Method

Dear Mr./Ms. Dealership Controller:

In accordance with the changes in the method of accounting for trade discounts and advertising fees and expenses
effective for the calendar year 2002, enclosed are the LIFO inventory valuations for the New Vehicle LIFO Inventories
Pool #1 - New Automobiles - and Pool #2 - New Light-Duty Trucks.

These computations reflect the reduction of ending inventory costs to eliminate from each pool the floorplan
assistance payments and advertising fees and expenses which are subject to the changes in accounting method. These
reductions from inventory cost are the amounts computed by Green Financial Outsourcing Solutions, LLC.

Adjustments to Inventory Valuations as of December 31, 2001

In connection with making these changes for calendar 2002, the valuations of the LIFO inventories and the
corresponding LIFO reserves as of December 31, 2001 have been recomputed to reflect the necessary transitional
adjustments as of January 1, 2002 (the beginning of the year-of-change). These adjustments are reflected in the

schedules attached. )
The recomputed LIFO reserves at December 31, 2001 reflect the effects of (1) the Section 481(a) adjustment and

(2) the adjustment to the year-end inventory to reflect the dollar amount of the trade discounts, etc., in inventory as of
that date. The changes in the LIFO reserves as of December 31, 2001 are summarized below.

Pool #2
’ Pool #1 New
December 31, 2001 e — j
e 2L, a2 New Autos ~ Light-Duty ~ <2mbined
Trucks
LIFO Reserve at Dec. 31, 2001 Before Ché.ngé in Method 392,040 136,140 528,180
Add: Sec. 481(a) Negative Adjustment 35,427 16,660 52,087
Less: Trade Discounts & Advertising Fees in Dec. 31, 2001
Inventory Before Change in Method (36,698) (19,943) (56,641)
LIFO Reserve at Dec. 31, 2001 After Change in Method 390,769 132,857 523,626

Adjustments for Section 2634 Capitalization of Certain Inventory Costs as of Dec. 31, 2001

The enclosed schedules only relate to the LIFO inventory valuation adjustment. A separate Section 481(a)
adjustment is required to correspondingly reduce the previously capitalized Section 263A costs with respect to each
LIFO layer. This adjustment is based on proportional reduction of the amounts previously capitalized under Section
263A. Your CPA should compute this adjustment and include it as part of the overall Section 481(a) adjustment.

Recomputation of LIFO Inventory Valuations as of December 31, 2002

As a result of the change in method effective for the calendar year 2002 and the related transition adjustments that
apply to the December 31, 2001 inventories, the LIFO valuations of the new vehicle inventories and of the LIFO
reserves as of December 31, 2002 have been recomputed to reflect these transition adjustments. This resulted in a net
increase in the LIFO reserves for the calendar year 2002 that was less than the increase would have been if these

changes in accounting method had not been made.

(Continued)
Photocopying or Reprinting Without Permission Is Prohibited A Quarterly Update of LIFO - News, Views and Ideas
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Mr./Ms. Dealership Controller Month __, 2003

Sample Dealership ... Sample Letter Explaining CAM Results Page 2 of 2
Pool #2
December 31, 2002 N%j—tlos Li ;—Vf'gu ‘Combined »
Trucks
LIFO Valuation of Inventory Before Method Change 6,512,569 1,421,944 7,934,513
LIFO Valuation of Inventory After Method Change 6,439,412 1,396,755 7,836,167
Net Decrease in LIFO Valuation 73,157 25,189 98,346
Increase in LIFO Reserve at Dec. 31, 2002 Before Method Change 89,937 19,418 109,355
Increase in LIFO Reserve at Dec. 31, 2002 4fter Method Change 89,370 19,148 108,518
Net Decrease in Increase in LIFO Reserve for 2002 | 567 270 837

In addition to the above, the trade discounts relative to floorplan assistance and the advertising fees and expenses
that would have been included in the ending inventory if no change had been made total $103,738 and will be deducted
in the tax return for calendar year 2002.

Pool #2
December 31, 2002 N%s Li ]hlte-%u Combined
Trucks
Current Cost of Inventory Before Method Change 6,994,547 1,577,502 8,572,049
Current Cost of Inventory After Method Change 6,919,551 1,548,760 8,468,311
Net Decrease in Ending Inventory 74,996 28,742 103,738

The net decrease in the current cost of ending inventory equals the trade discounts and advertising fees excluded
from ending inventory as a result of the changes in accounting method.

In summary, the net effect of reflecting the changes in accounting method for the dealership for the calendar year
2002 is shown below. This excludes the very small net effect of any Section 263 A adjustments.

Pool #2
Pool #1 New
0 Pool #1 New .
December 31, 2002 New Autos  Lizht-Du Combined
Trucks
Section 481(a) Negative Adjustment to Reduce
- Beginning Inventory LIFO Valuation 35,427 16,660 - 52,087
Net Decrease in Year of Change Increase in LIFO Reserve (567) (270) (837)
Net Decrease in Year of Change in Ending Inventory Cost
for Trade Discounts and Advertising Fees 74,996 28,742 103,738
Net Adjustment, before Sec. 263A ‘ 109,856 45,132 154,988

If you have questions on any of this, please call at your earliest convenience.

Sincerely,

Encl. ' Willard J. De Filipps, CPA
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#1 # 2 # 3 #4 # 5 # 6 # 7 All 7 Dealerships
. Combined
Both LIFQ Both LIFO Both LIFQ Both LIFQ Both LIFO Both LIFQ Both LIFO
Pools Combined | Pools Combined mbined | Pools Combined | Pools Combined | Pools Combined | Pools Combin Totals
Adjustments
Section 481(a) negative adjustment
to reduce opening in y LIFO valuati 173,612 273,755 223,304 72,563 65,977 124,159 218,844 1,152,214
Net decrease in year of change increase in LIFO reserve (9,416) (6,174) (5,904) (2,590) (1,964) 28,167 (6,192) (4,073)
Net decrease in year of change in ending inventory
for trade discounts and ad fees . 253,052 637,921 369,218 115,964 134,684 97,111 366,634 1,974,584
Subtotal (Net Adjustment Before Sec. 263A) 417,248 905,502 586,618 185,937 198,697 249,437 579,286 3,122,725
Section 263A adjustment to reduce previously
capitalized Sec. 263A costs resulting from
d in LIFO in y layer valuati 141 250 249 162 301 125 302 1,530
et m an, 417,389 905,752 586,867 186,099 198,998 249,562 579,588 3,124,255
Less: Conversion & Compliance costs / fees paid '
Invoice analyses for discounts & ad fees
Sec. 481(a) oompumﬁou& & yr. of change LIFO recalcs
Internal tax & accounting staff costs
User fees paid to IRS for Form 3115 filings (Ad fees)
Total Conversion & Compliance Costs
Net Benefit After Conversion & Compliance Costs
Applicable effective rate of tax
Net Benefit After Considering All Conversion
& Compliance Costs and Tax Effects
Autos 2,112,054 1,854,617 5,228,328 662,336 793,314 3,601,581 3,283,272 17,535,502
/D Trucks 4,755,635 9,886,678 5,075,618 3,092,019 2,743,397 3,374,740 5,514,258 34,442.345
June 30, 2002 New Vehicles §£67,689 11,741,295 10e03,946 3,754£55 3.536_,71 1 6,976221 8,797,530 S 1277&7
Autos 1,743,774 6,224,949 4,573,930 1,190,844 1,100,684 1,968,166 2,709,708 19,512,055
/D Trucks 5,489,374 18,312,819 9,389,233 4,415,181 3,569,606 1,990,336 . 8,836,262 52,002,811
June 30, 2003 New Vehicles 7&33,]48 24,537,768 l3£63l163 5,606,025 4,67020 3,95202 11,545,970 7!_£l4,866

* Due to the unusual facts in the case of Dealership #6, the amounts shown as the "net decrease in the increase in the LIFO reserve for the year of change” (i.e., $17,228 for autos and
$10,939 for light-duty trucks) are actually positive numbers. In all of the other dealerships, the corresponding figures were net decreases.



At A

Glance

Overview

VOLUME-RELATED TRADE DISCOUNTS

Many dealers have recently changed their accounting methods for volume-related trade
discounts. This CAM has become increasingly common over the last féw years.

Some CPAs oppose making these changes because they are concerned that if certain
cost elements are excluded from inventory where LIFO inventories are involved, the
exclusion of costs from inventory could be a violation of one of the eligibility
requirements to use LIFO. (This does not seem to be a problem in the eyes of the IRS.)
Other CPAs oppose making these changes because of GAAP concerns.

e In fact, the Regulations and Rev. Rul. 84-41 clearly state that trade discounts are not to

be included as inventoriable costs.

Accordingly, where trade discounts are not recorded net (i.e., where the improper
method of accounting of recording trade discounts as part of inventory costs is being
followed), Form 8275-R should be completed and attached to the income tax return.

Changes in
Accounting Methods
Involving
Trade Discounts
Are Automatic

Appendix Section 9 of Revenue Procedure 2002-9 (2002-3 L.R.B. 327) refers to changes
involving inventories under IRC Section 471.

Includes changes for taxpayers who want to change their methods of accounting to treat
qualifying volume-related trade discounts as reductions in the cost of merchandise
purchased at the time the discount is recognized in accordance with Reg. Sec. 1.471-3(b).
Automatic change treatment only applies to discounts that satisfy the criteria/definition
below.

Definition of
“Qualifying Volume-
Related Trade
Discount”

The taxpayer receives or earns the discount solely as the result of the purchase of the
merchandise to which the discount relates;

The taxpayer is neither obligated nor expected to perform or provide any services in
exchange for the discount; and '
The discount is not a reimbursement of any expenditure incurred or to be incurred by

the taxpayer. :

Specifics
of
Automatic
Change

The net Section 481 adjustment attributable to the change is computed in a manner
similar to the computation of a net Section 481 adjustment in the case of a change to the
net invoice method of accounting for cash discounts. See section 9.01(2) of the
Appendix.

Text of cross-referenced section (9.01(2)): Computation of Section 481 adjustment for
changes to net invoice method. In the case of a taxpayer changing from the gross
invoice method to the net invoice method, a negative adjustment must be made to

‘prevent duplications arising from the fact that the gross invoice method reported income

upon timely payment for some or all of the goods that remain in inventory, and a
positive adjustment must be made to prevent omissions arising from the fact that the
gross method included the invoice price, unadjusted for the cash discounts, of some or
all goods in cost of goods sold and the discount will be eamed by payment in a
subsequent taxable year. The net Section 481 adjustment can be computed by deducting
the “Applicable Discount” at the beginning of the year of change from the “Available
Discount” at the beginning of the year of change. The Available Discount is equal to the
difference between the accounts payable balance under the gross invoice method and the
net invoice method. The Applicable Discount is equal to the difference between the
beginning inventory value under the gross invoice method and the net invoice method.
Example included in. the Appendix ... Taxpayer’s accounts payable balance at the
beginning of the year of change was $1,000x under the gross invoice method and $980x
under the net invoice method. Taxpayer’s inventory value was $3,000x under the gross
invoice method and $2,955x under the net invoice method. The: Available Discount is
$20 ($1,000x - $980x) and the Applicable Discount is $45 ($3,000x - $2,955x). Thus,
Taxpayer’s net § 481(a) adjustment is a negative $25 ($20 - $45).
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IRS FILING PROCEDURES TO FOLLOW
IN MAKING AUTOMATIC CHANGES IN METHODS OF ACCOUNTING

Consent
(Sec. 6.01)

e Pursuant to Section 1.446-1(e)(2)(i), the consent of the Commissioner is hereby granted to any taxpayer

within the scope of this Revenue Procedure to change its method(s) of accounting as described in the
Appendix to this Revenue Procedure. Such consent is granted only for the change(s) of accounting
method and the affected item(s) that are clearly and expressly identified in the taxpayer’s application.
Such consent is granted only to the extent that the taxpayer complies with all the applicable provisions
of this Revenue Procedure and implements the change in method of accounting for the requested year of
change.

Applications
(Sec. 6.02)

Form 3115 is to be used. Ordinarily, a taxpayer applies for consent to change a method of accounting
pursuant to this Revenue Procedure by completing a Form 3115.

Separate applications. Ordinarily, a taxpayer must submit a separate application for each change in
method of accounting.

A complete and accurate application must be submitted The application must clearly and expressly
identify the method(s) of accounting to be changed and the item(s) to which the change(s) applies.

No User Fee
(Sec. 6.02)

o A user fee is not required for an application filed under this Revenue Procedure.
o Ordinarily, the IRS will not acknowledge receipt of an application filed with it under R.P. 2002-9.

Filing
after Year-End
Is Permitted
(Sec. 6.02)

o The Rev. Proc. waives the taxable year filing requirement.

The requirement to file a Form 3115 within the taxable year for which the change is requested is waived
for any application for a change filed pursuant to this Rev. Proc. (Note: the filing requirement is found
in Reg. Sec. 1.446-1(e)(3)(i) and (ii).) _

Timely
Duplicate Filing
Reguirement
(Sec. 6.02)

A taxpayer filing for a change in method of accounting under this Rev. Proc. must complete and file an
application (Form 3115) ir duplicate.

The original of Form 3115 must be attached to the taxpayer’s timely filed (including extensions)
original Federal income tax return for the year of change.

In addition, a duplicate/copy (with signature) of the application must be filed with the National Office.
The duplicate/copy must be filed no earlier than the first day of the year of change and no later than
when the original is filed with the Federal income tax return for the year of change. .

Special Coding
to Be Put on Top
of Form 3115
(Sec. 6.02)

In order to assist in processing an application under this Revenue Procedure, the section of the
Append:x of this Revenue Procedure describing the specific change in method of accounting should be
included in the application. For example, a phrase such as “Section 1.01 of the Appendix of Rev. Proc.
2002-9” should be included on the appropriate line on the Form 3115.

If a taxpayer is authorized under the Appendix of this Revenue Procedure to file a statement in lieu of a
Form 3115, the taxpayer must include the taxpayer’s name and employer identification number (or
social security number in the case of an individual) at the top of the first page of the statement
underneath any other required label.

Filing Address
for Copy of
Form 3115
(Sec. 6.02)

e Remember: The original of the Form 3115 is to be included with the timely-filed Federal Income Tax

The copy of the application Form 3115 must be addressed to the:
Commissioner of Internal Revenue
Attention: CC:IT&A (Automatic Rulings Branch)
P.O. Box 7604
Benjamin Franklin Station
Washington, D.C. 20044
In the case of a designated private delivery service, the filing address is:
Commissioner of Internal Revenue
Attention: CC:IT&A (Automatic Rulings Branch)
1111 Constitution Avenue, NW
Washington, D.C. 20224
Special procedures are included for taxpayers who want to hand-deliver the copy of their Form 3115 to the IRS.

Return for the year of change. The above addresses are only-for filing the copy of Form 3115.
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RP. 2002-9 3 FORM 3115 ... SAMPLE NARRATIVE TEXT
- TRADE DISCOUNTS (FLOORPLAN ASSISTANCE PAYMENTS)

Trade
Discounts

Form 3115, Page 2, Part I, Description of Change, Item 9 states: “If the applicant is not changing its overall
method of accounting, attach a description of each of the following:

A. The item being changed.

B. The applicant’s present method for the item being changed.

C. The applicant’s proposed method for the item being changed.

D. The applicant’s present overall method of accounting (cash, accrual, or hybrid).”

Item 10 states: “Attach an explanation of the legal basis supporting the proposed method for the item being
changed. Include all authority (statutes, Regulations, published Rulings, court cases, etc.) supporting the proposed method.
The applicant is encouraged to include a discussion of any authorities that may be contrary to the proposed method.”

The wording below offers a general proforma that should be expanded to fit the facts and circumstances of
the change being requested for trade discount treatment.

PartII, Item 9: Item Being Changed

The taxpayer seeks to change its method of accounting, using the guidelines provided for automatic consent under
Revenue Procedure 2002-09, regarding the treatment of Trade Discounts associated with the purchase of a vehicle.

When the taxpayer purchases new automobiles and/or light-duty trucks from the vendor/manufacturer(s);
[insert manufacturers’ names here], the taxpayer receives (i.e., becomes entitled to) unconditional trade discounts,
from some manufacturers, and previously has been including the trade discounts in gross income in the year they are
received. The taxpayer’s present method of accounting does not reduce the base cost of the vehicle by the amount
of the trade discount as provided by Section 471 - General Rule for Inventory.

When the taxpayer purchases a new vehicle, it receives trade discounts which it is eligible to receive are
identified on the vehicle invoices. The taxpayer represents the trade discounts are received as income from the
vendor/manufacturer. In no event, nor in any case, does the taxpayer receive any payments for trade discounts in
advance or prior to purchasing the vehicles. All trade discounts are generally received by the taxpayer in the month

following the purchase of the vehicle.

Receipt of the trade discounts is not contingent on (1) the number of vehicles purchased, (2) the number of
purchased vehicles that are sold, (3) the price or amount for which the purchased vehicles are sold, or (4) whether or
not the purchased vehicles are sold. The taxpayer has determined that its vendor/manufacturer’s trade discounts
must be reduced from the base cost of the vehicle as required by Regulation Section 1.471-3(b).

The taxpayer represents that trade discounts offered by the vendor/manufacturers from whom it purchases
automobiles and light-duty trucks are received solely as the result of the purchase of the merchandise to which the
discounts relate. The taxpayer further represents that it is neither obligated nor expected to perform or provide any
services to or for the manufacturer in exchange for (or in order to receive) the trade discounts.

The taxpayer further represents that trade discounts offered by the manufacturer are not a reimbursement of
any expenditure incurred or to be incurred by the taxpayer. The taxpayer receives the trade discount from the
manufacturer for each new vehicle purchased irrespective of whether the taxpayer finances the purchase and incurs
interest expense, pays cash, and does or does not finance the vehicle with any other third party financial institution.
The taxpayer is not required to and it does not submit any form of conditional evidence to the manufacturer.

Accordingly, the sole activity or mechanism which qualifies the taxpayer to receive the trade discounts is the
taxpayer’s purchase of the vehicle. ’
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RI. 20029 FORM 3115 ... SAMPLE NARRATIVE TEXT
TRADE DISCOUNTS (FLOORPLAN ASSISTANCE PAYMENTS)

Trade
Discounts

Present Method

The taxpayer purchases new automobiles and light-duty trucks from the vendor/manufacturer. As an
incentive to purchase vehicles for inventory, the vendor/manufacturers provides to the taxpayer a discount to defray
some of the interest cost of vehicles purchased at the time of purchase.

Under its present method of accounting for trade discounts, the taxpayer the taxpayer, includes any trade
discounts received from the vendor/manufacturers in gross income in the taxable year in which the
discounts/reimbursements are received. The taxpayer does not apply the discounts/reimbursements to reduce the
inventory cost of the vehicle by the amount of the trade discount. In other words, under its present method of
accounting for trade discounts, the taxpayer is employing the gross invoice method, rather than the net invoice
method for recording trade discounts.

Proposed Method

As authorized by Revenue Procedure 2002-9 - Appendix Section 9.05, the taxpayer proposes to change its
accounting method for trade discounts. Under its proposed new method, the taxpayer will no longer include present
and future trade discounts from the vendor/manufacturer in gross income in the year they are received.

Instead, the taxpayer will reduce the inventory cost by the trade discount amount of the purchased units to
which they relate. This is the treatment as prescribed in by Regulation Section 1.471-3(b).

Regulation Section 1.471-3(b) provides that cost means, ... “in the case of merchandise purchased since the
beginning of the taxable year, the invoice price less trade or other discounts, except strictly cash discounts
approxxmatmg a fair interest rate, which may be deducted or not at the option of the taxpayer, provided a consistent

course is followed.” (Emphasis added)

The taxpayer’s proposed method of accounting for the trade discounts received from vendor/manufacturers is
also consistent with Revenue Ruling 84-41 (1984-1 C.B. 130). This Revenue Ruling states that it is not proper for
an automobile dealer to record the cost of new vehicles in inventory (and cost of goods sold) without reduction of a
manufacturer’s rebate. The manufacturer’s rebate received by the automobile dealer represents a trade discount and,
therefore, must be treated as a reduction in the cost of the automobile in the year of purchase. An automobile dealer
must record the cost of new automobiles in inventory reduced by the amount of a manufacturer’s rebate which

represents a trade discount.

The taxpayer has previously elected to value its new vehicle inventories using the safe-harbor dollar-value
Alternative LIFO Method. In implementing the proposed change in accounting method, the taxpayer will revalue
and rebase its opening inventory in the year of change in accordance with the Regulations under Section 263A.

In determining the amount of the Section 481(a) adjustment, the taxpayer has determined the appropriate
reduction factor based on an invoice-by-invoice analysis for all vehicles in the ending inventory of the three years
previous to the year of change. This three-year look-back, identifiable by Vehicle Identification Number (VIN), has
resulted in the determination that the amount that inventory carrying value of each year was overstated. From the
three-year analysis, a cumulative weighted average was used to recalculate all LIFO layers prior to the year of

change. A summary of the Section 481(a) LIFO recalculation is attached.

Also included as part of the Section 481(a) adjustment is a corresponding adjustment with respect to
inventory costs capitalized with respect to the LIFO layers.
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R.P.2002-9 . FORM 3115 ... SAMPLE NARRATIVE TEXT
TRADE DISCOUNTS (FLOORPLAN ASSISTANCE PAYMENTS)

Trade
Discounts

Overall Method of Accounting

The taxpayer uses the accrual method as its overall method of accounting.

Part II, Item 11

The taxpayer is a franchised automobile dealer, selling and servicing new and used automobiles and light-
duty trucks.

Part IT, Item 13

The taxpayer is changing its method of accounting to reduce inventory cost, by the trade discount(s) amount
received from the vendor/manufacturer, at the time the vehicle is purchased. The reasons for this proposed change
are set forth above.

Part I, Item 14

The taxpayer will use the proposed method of accounting for both tax and financial accounting purposes.
The proposed method of accounting conforms to Generally Accepted Accounting Principles and to the best
accounting practice in the taxpayers trade and business.

SEC 2034 INVENTORY COST CAPITALIZATION QUESTIONS

Schedule C - Change in the Treatment of Inventories and Section 2634 Assets
Form 3115, Page 6, Part II, Item 1

The taxpayer is requesting permission to change its method of accounting for trade discounts for new
automobiles and new light-duty truck inventories.

Form 3115, Page 6, Part Il, Item 2

The taxpayer is not proposing to change any method of accounting for used automobiles, used light-duty
trucks, parts, accessories and any other miscellaneous inventories.

Form.3115, Page 6, Part IIl: Method of Cost Allocation

The taxpayer does not propose to change its method used to capitalize direct and indirect costs properly
allocable to property that it acquires for resale. “The taxpayer allocates costs in accordance with Regulation Section
1.263A-1 and will continue to allocate costs on that basis. The taxpayer allocates service costs using the labor based
simplified service cost method. Additional 263A costs are allocated in accordance with the simplified resale
method. The taxpayer applies the combined absorption ratio in accordance with Regulation Section 1.263A-3(d).
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rp 9727 8 FORM 3115 ... SAMPLE NARRATIVE TEXT
Ad Fees ADVERTISING FEES & EXPENSES

Part IT, Item 9: Item Being Changed

The taxpayer is requesting permission to change its method of accounting for all present and future Local
(Dealer Contribution) advertising expenses and Association Type (Group Contribution) advertising expenses that
are incurred with the purchase of a vehicle. When the taxpayer purchases new automobiles and light-duty trucks
from the manufacturer(s), [insert manufacturers name here], advertising expenses are incurred in the year the

vehicle is purchased.

The taxpayer, per vehicle, pays the pre-determined advertising expense amount, by model, as identified by
the Vehicle Identification Number (VIN). The manufacturer(s) establishes the amount of advertising expense to
be paid by the taxpayer. The Association Type (Group Contribution) advertising expenses are identified on the
invoice as [insert manufacturers name & region and identifying descriptions here] and included in the base cost of
the vehicle. Association Type Advertising funds are pooled and distributed by the manufacturer, generally
monthly, to a Local Advertising Association for the purchase of local advertising media.

Additionally, the taxpayer represents the payment of Local (Dealer Contribution) advertising expenses as
identified on the vehicles invoice as [insert manufacturers name & region and identifying descriptions here]
advertising. The manufacturer charges the taxpayer [Group] advertising expense upon the purchase of a new
vehicle, by model, a predetermined amount identified by the Vehicle Identification Number (VIN). The [Group]
Advertising funds are deposited into an open account generally on a bi-monthly basis. The taxpayer purchases
local advertising from varying media outlets, submits a form for approval by the manufacturer’s advertising
representative and receives 100% reimbursement of the expense the taxpayer paid upon the purchase of the
vehicle. The taxpayer also represents all funds are used upon their availability, are pooled and unidentifiable by

Vehicle Identification Number.

The taxpayer’s change in accounting method for advertising fees and expenses is not related to, and does
not involve, any advertising fees payable for national level advertising. The taxpayer’s change in accounting
method for advertising fees and expenses relates only to advertising fees payable for local and/or regional area

dealerships.

Present Method

The taxpayer purchases new automobiles and light-duty trucks from the manufacturer(s). A predetermined
amount, established by the manufacturer and identified by Vehicle Identification Number, of advertising expenses,
Local (Dealer Contribution) advertising expenses and Association Type (Group Contribution) advertising
expenses is added to, and included in, the base cost of the vehicle at the time of purchase.

Proposed Method

The taxpayer represents that the Local (Dealer Contribution) advertising expenses and Association Type
(Group Contribution) advertising expenses have not been properly recorded (under the method of accounting
which it has been previously employing) when the expenses are incurred, which is at the time the vehicle is
purchased. Under the proposed method of accounting, the taxpayer will no longer include the local advertising
expenses as part of the inventory cost of the vehicle. Instead, the taxpayer will identify the advertising expense by
Vehicle Identification Number and record the base cost of the vehicle net of the advertising expenses paid to the

manufacturer upon the purchase of the vehicle.
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RP.97-27 FORM 3115 ... SAMPLE NARRATIVE TEXT
Ad Fees ADVERTISING FEES & EXPENSES

The taxpayer represents that all funds paid for Association Type (Group Contribution) Advertising are
“pooled” with other taxpayers, and that no more than ten (10%) percent of the total amount collected from all
members can be retained at any given time, economic performance occurs and the all events tests are satisfied. In
addition, the taxpayer represents the use of all Local (Dealer Contribution) advertising expenses generally within
the month available and the expenses are unidentifiable by Vehicle Identification Number, thus economic
performance occurs and the all events tests under Regulation Section 461-1 are satisfied in the year the-expenses
are incurred, upon the purchase of the vehicle.

The taxpayer has previously elected to value its new vehicle inventories using the safe-harbor dollar-value
Alternative LIFO Method. In implementing the proposed change in accounting method, the taxpayer will revalue
and rebase its opening inventory in the year of change in accordance with the Regulations under Section 263A.

In determining the amount of the Section 481(a) adjustment, the taxpayer has determined the appropriate
reduction factor based on an invoice-by-invoice analysis for all vehicles in the ending inventory of the three years
previous to the year of change. This three-year look-back, identifiable by Vehicle Identification Number (VIN),
has resulted in the determination that the amount that inventory carrying value of each year was overstated. From
the three-year analysis, a cumulative weighted average was used to recalculate all LIFO layers prior to the year of
change. A summary of the Section 481(a) LIFO recalculation is attached.

Also included as part of the Section 481(a) adjustment is a corresponding adjustment with respect to
inventory costs capitalized with respect to the LIFO layers

Overall Method of Accounting

The taxpayer uses the accrual method as its overall method of accounting.

Part I, Item 11

The taxpayer is a franchised automobile dealer, selling and servicing new and used automobiles and light-
duty trucks.

Part IT, Item 13

The taxpayer is proposing the change in method of accounting to expense advertising charges in the year
the charges are incurred, which is at the time the vehicles are purchased.

Part IT, Item 14

The taxpayer will use the proposed method of accounting for both tax and financial accounting purposes.
The proposed method of accounting conforms to Generally Accepted Accounting Principles and will clearly

reflect income.

Scheduie C - Change in the Treatment of Inventories and Section 2634 Assets

Narrative text for Schedule C disclosures for advertising fees changes in accounting method is basically the
same as that for trade discount CAMs, with the exception that Form 3115, Page 6, Part II, Item 1 would state,
“The taxpayer is requesting permission to change its method of accounting for advertising expense charges for
new automobiles and new light-duty truck inventories.”
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C ‘,,,,;,/,’,1(,1(:([ . : TREATMENT OF CASH DISCOUNTS
Ssue :
IRS REQUIRES INVOICE-BY-INVOICE ANALYSIS

o Is the taxpayer’s method of accounting for cash discounts a permissible method of accounting when
it allocates cash discounts on a pro-rata or average basis?

e Because the taxpayer’s method of accounting for cash discounts estlmates the cash discounts relatmg

Holding to ending inventory through an allocation method based on a pro-rata or average basis, it is not
permissible and does not clearly reflect income.

e The taxpayer regularly purchases merchandise either for resale or for use in the production of
inventory. The vendors from whom the taxpayer acquires its merchandise offer the taxpayer cash
discounts that approximate a fair interest rate. In other words, these vendors offer the taxpayer a
reduction in the purchase price of its goods in exchange for the taxpayer’s prompt payment. For
example, the terms may be listed on an invoice as “2/10 net/30.” This means that the taxpayer will

Facts receive. a 2% cash discount if payment is made to the vendor within 10 days of the invoice date. If

payment is not made within 10 days, the total invoice amount must be paid within 30 days.

e The taxpayer values its inventories at the gross purchase price and allocates cash discounts to ending
inventory on a pro-rata basis. Thus, the taxpayer first determines ending inventory without
considering cash discounts. The taxpayer multiplies this amount by the ratio of cash discounts taken
during the year to total purchases. Ending inventory is reduced by this result to arrive at the amount
used in computing the taxpayer’s cost of goods sold.

o The taxpayer purchases item A with an invoice price of $100, 2/10 net/30. Thus, if the invoice is
paid within 10 days, the taxpayer can deduct a 2% cash discount from the gross invoice price. The
taxpayer records the inventory value of item A at $100 and records a liability for payment of the
invoice also at $100. When payment is made within 10 days of the invoice date, the liability is
reduced by $100, cash is reduced by $98 and a cash discount received account is increased by $2. At

Example the end of the year the taxpayer determines that the gross invoice price of the inventory on hand is
$2,000, the total cost of purchases during the year was $10,000 and the total cash discounts received
during the year was $250. The taxpayer determines its average amount of cash discounts paid during
the year is 2.5% ($250 divided by $10,000). The taxpayer then multiplies this amount by the $2,000
in ending inventory to determine the amount of cash discounts relating to its ending inventory
(82,000 times 2.5% equals $50) and reduces its ending inventory by this amount.

o Gross Invoice Method. Under the gross invoice method the purchase price of merchandise is
recorded at the full invoice price when the inventory is received and a corresponding accounting

Paper

Issue

Two Methods entry is made for accounts payable, again at the full invoice price. When payment is made in time to
take advantage of the discount, accounts payable are debited for the full invoice price, cash is
Gross vs. Net credited for the amount actually paid, and income is reported for the cash discount earned.

e Under the Net Invoice Method, the purchase price of merchandise is reduced at the time of purchase for
the amount of the potential cash discount. This reduction is made irrespective of whether the discount
offered is actually taken. Under the net invoice method only the net invoice prices are charged to
inventory. Any cash discounts not taken advantage of are recorded as expense items.

e The taxpayer is attempting to use a net invoice method of accounting for its cash discounts. The
taxpayer’s method of accounting is subject to I.R.C. Section 446(b), which requires it to clearly
reflect income. In this case, the taxpayer allocated its cash discounts on a pro-rata or average basis.

o Generally, allocating cash discounts to ending inventory on a pro-rata basis will not provide for a
clear reflection of income because the cash discounts will be allocated to items in inventory for
which cash discounts were either not offered or offered at a different rate.

o For example, if all the cash discounts were taken on item A and ending inventory only included item
B, then ending inventory should not be reduced for cash discounts because the cash discounts were
not taken on any of the items remaining in ending inventory.

. e This is consistent with the holdings of Rev. Rul. 69-619 and Rev. Rul. 73-65. In Rev. Rul. 73-65, the

Analysis Service recognized that Reg. Sec. 1.471-3(b) defers to generally accepted accounting principles,
which permit the reduction of inventory by an amount for cash discounts.

e Accordingly, Rev. Rul. 73-65 holds that accounting for cash discounts under the net purchase price
method is a permissible method of inventory valuation that clearly reflects income.

e Rev. Rul. 69-619 provides a taxpayer may not value inventories by deducting the average or estimated
amount of cash discounts received from the invoice price of the merchandise on hand at the end of the year.

e Thus, although Rev. Rul. 73-65 allows taxpayers to use the net invoice method of accounting for cash
discounts, Rev. Rul. 69-619 limits its use to situations in which the reduction to ending inventory for
cash discounts is determined on an other than average or estimated basis.

o Under the facts in this situation, the taxpayer’s method of accounting is not permissible.

Invoice Method
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IRS Position

TREATMENT OF CASH DISCOUNTS
IRS REQUIRES INVOICE-BY-INVOICE ANALYSIS

In order clearly to reflect income, Rev. Rul. §9-619 and Rev. Rul. 73-65 do not permit taxpayers
accounting for cash discounts under the net invoice method to allocate cash discounts to ending
inventory on a pro-rata or average basis. Consequently, the Service does not follow Warfield-Pratt-
Howell Co. and its progeny to the extent they provide otherwise.

Rev. Rul. 69-619 and Rev. Rul. 73-65 require cash discounts be allocated to individual items on an
invoice-by-invoice basis. At the close of a taxable year in which a taxpayer has received cash
discounts one of three situations may exist:

+ All of the discounts received are attributable to items on hand at the end of the year

¢ None of the discounts received are attributable to items on hand at the end of the year

¢ A portion of the discounts received is attributable to items on hand at the end of the year

Key Statements

If all of the cash discounts received are attributable to items on hand at the end of the year, then all of
the cash discounts should be allocated to ending inventory. Similarly, if none of the discounts
received during the year are attributable to items on hand at the end of the year, then none of the cash
discounts should be allocated to ending inventory.

If, however, a portion of the discounts received during the year is attributable to items on hand at the
end of the year, then the taxpayer must know, on an invoice-by-invoice basis, the items in ending
inventory and the amount of cash discounts attributable to each item.

In the situation where a taxpayer does not know, on an invoice-by-invoice basis, the discounts
attributable to items in ending inventory, the taxpayer must treat the discounts as if none of them are
attributable to items on hand at the end of the year. Thus, in such a situation, a taxpayer may not
allocate cash discounts to ending inventory.

In the situation described above, the taxpayer received cash discounts on purchases of particular
items that were paid within a time period specified by the invoice. The discounts, however, were not
assigned to the invoices and items purchased. Rather, the taxpayer has attempted to make ar after-
the-fact allocation to items remaining in ending inventory. Such an allocation does no attempt to
match the cash discount with the particular items on which they were received. Instead, the
allocation is based on an estimate and as such the taxpayer is unable to substantiate that the discounts
allocated to ending inventory relate to items in ending inventory.

Accordingly, a taxpayer may allocate its cash discounts to ending inventory only in the situations
where it knows the items, on an invoice-by-invoice method, to which such discounts are
attributable. This treatment is mandated by I.R.C. Section 446(b), Reg. Sec. 1.471-3(a), Rev. Rul.
73-65 and Rev. Rul. 69-619.

Retail
Method

Taxpayers who make their returns on the retail method -of pricing inventories, in order to
appropriately allocate cash discounts, must assign cash discounts at the same level of specificity as
that used in determining the taxpayer’s cost complement.

Many taxpayers who use the retail method compute a separate cost complement for every
department. In this situation, the taxpayer must determine its cash discounts on-a department-by-
department basis.

Citations

Industry Specialization Program ... Inventory Issue Specialist ... Proposed Coordinated Issue
Treatment of Cash Discounts ... April 2003

Revenue Ruling 69-619 (1969-2 C.B. 111)
Revenue Ruling 73-65 (1973-1 C.B. 216)

Pub. 538
Cash Discounts
&

Trade Discounts

Publication 538, Accounting Periods and Methods (March 2003) includes the following definitions.
Cash discount ... “A cash discount is a reduction in the invoice or purchase price for paying within a
prescribed time period. You (i.e., the taxpayer) can choose to deduct cash discounts or include them
in income, but you must treat them consistently from year to year.”

Trade discount ... “A trade discount is a discount allowed regardless of when payment is made.
Generally, it is for volume or quantity purchases. You (i.e., the taxpayer) must reduce the cost of
inventory by trade (or quantity) discount(s).”
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