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LIFO UPDATE 

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

#1. 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 (Le., 
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 "Oo-It-Yourself" Approach. 

see LIFO UPDATE, page 2 
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LIFO Update (Continued from page 1) 

#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 If the 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. 

'3. TREATMENTOFCA§H 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 UFO inventory situations. Accordingly, we 
have included a summary of the proposed CIP on 
pages 38-39. * 
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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. 

Third, the IRS made this whole area even more 
attractive by issuing Revenue Procedure 2002-54 
(2002-35 I.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 ANDI 
OR MARKETING OPPORTUNITY 

As a result of these developments, more and 
more CPA firms began taking advantage of these 
beneficial changes. Other firms, 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 andlor 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. 

d Ide 
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Trade Discounts & Ad Fee CAMs 

It is not an exaggeration to say that t~e'gi$pus­
sion of these changes is currently stiU~~Q:r:n!\Yhat 
controversial or hot topic. In addition':,tq:,~ing' a 
significant year-end tax planning opportur::dido('r:Aany 
clients, some firms also see it as a significari(new 
business development opportunity. ,', ' 

The ability to intelligently discuss and evalu~te;, 
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 responQ topre~sure coming from dealers 
who are' returning ;frOm ,pre~,~ntationsto,their 20 
groups and other meetings where they heard about 
these new ideas from other CPA speakers 

By demonstrating competence in this planniAg 
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. 

It is true that there 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 "tum around" or be a wash in the 
next year. 

(Continyedfrom page 3) 

For dealers Iilpf,Q:OiL;IFO, although the net effect 
of the change isa.,'tii1!iingdifference, if the absolute 
dollar amount of the'lnv~i1tories is large, the benefit 
of a year-to-yeardef~f~~I';cEln be significant even 
without the further beA~,fitof the more permanent or 
"built-in" benefit for UF0dnventories. After all ... 
Why should any dealership-.on UFO or not-prepay 
its taxes if the changes can be made in a cost­

',efficient way? 

, ,", " It,~El~ been generally accept~9 for many years 
that,L:IFO,,~hich depends on inflati~n(9verwhich the 
deai~r ~,~$,n() control), is attractive' for dealership 
new vet)16:I~Jn¥~ntories. Why shouldn't CAMs to 
eliminate tf~d~~i~gountsand advertising fees and 
expenses, Whib~\~~Pendon the continuation of Fac­
tory programs(over~tii'¢h dealer has no control), 
also be attractive? 

,TWO DIFFERENT CAMs 
& TWO DIFFERENT FILING ,PR,OCEDURES 

It is important to keep in mind that althOugh this 
articlemEly,'forconvenience, refer to these CAMs in 
the singular, or collectively, these CAMs involve two 
completely different sets of change procedures. 

Trade discounts (floorplana$si$tance 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 J1Q/ 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 invoMng 
advertising fees and expenses must meet different, and 
comparatively more restrictive, requirements. 

• IRS does not grant automatic permission for 
ad fees and expenses CAMs, 

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

• Form 3115 must be filed with the IRS ~ 
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)~ 

~~hoI~ocopytng~~or~Reprtn~ti~.ng~Wi~ith~out~perm~ls~sion~IS~P~roh~lb~lted~~~~~*~~~~~~~A~Q~U~arte~r~IY~Upda~la~o~f L~IF~O~. N~aws~, V~Ia~WS~a~nd:7ldaa~S 
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Trade DiscQunts & Ad Fee CAMs 

DISCOUNTS COM.MON 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 cash discount 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., 2110 netl3O). 
For tax purposes, cash discounts can be accounted for 
under one of two methods. A taxpayer may elect to use 
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 at the full invoice price. When payment is 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 an income 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 lAS 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 

(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. 

For an 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. In order 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. Aul. 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 

Issue 

Facts 

Reg. Sec. 

. 1.471-3(b) 

Law 
& 

Analysis 

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? 

X, an automobile dealer, uses an accru~l 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 totaJ 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 lilt 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. 

Section 1012 of the Code provides, generally, that the basis of property shall be its 
cost. Reg. Sec. 1.1012-I(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 fait: interest rate, which may be 
deducted or not at the option of the taxpayer, provided a consistent course is followed." 
(Emphasis added) 

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-I 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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Rev. Rul. 
84-41 

Law 
& 

Analysis 

(Continued) 

Holding 

Citation 

Cash discounts, on the other hand, represent a reduction in the invoice or purcha'se 
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. 

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 
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 
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.e. 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. 

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. 

Revenue Ruling 84-41 ... 1984-1 C.B. 130 
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In this regard, CPAs should be9arefu!"tp.watch 
their terminology because these tr~de,~i~eQ~I!1~~i;~r:e' 
technically not "earned." AccordingJ~',!~ml~f?'(ifi,tne' 
dealer is required or obligated to do anyth'j~~'ijni~!iti~r 
to "earn" a discount (price reduction), thatre'qldre~ 
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
spectto the 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-S(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. 

For our 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 differfrom 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. 

(Continued from page 5) 

• Third, beca~$~' ,~l',the multitude of different 
arrangement$4M'i~~:~~ia\:Jtomotive industry, each 
Factory pro9rat'ri~~U$tb~ 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 ... 

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

- S0lrl~ di~counts attach at the time when the 
vehicle'islsold '" or, if sooner, after the pas­
sage of a· M~m6er of days from the date of 
purchase. 

These differences result in 'mllJltiple fact patterns 
that have to be taken into consideration and.properly 
reflected because if the vehicle Is not sold as of 
theend,pf the year (or If the specified passage of 
timehaS,fJotl#lapsedj, the dealer's reduction in 
cost 'orthedlsC()unt has to be defe"ed 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 EVENTS & ECONOMIC PERFORMANCE TESTS '" 

HOW SOON CAN THE TAX DEDUCTION BE CLAIMED? 

• 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 respect to the liability. 

• Re . Sec. 1.461-1 a '2 i 
• 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)(I» 

• 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 detennining when 
economic erformance occurs. 

• 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 151h day of the 91h 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. 

• 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 
Facto ro rn must be anal d on a case-b -case basis. 

• Nellen, Annette & Kris Marucheck. Economic Performance (Parts I & 0), The Tax 
Adviser. April & May 1994, pgs. 195-210 & 259-276. 

• Schneider, Leslie 1. & Michael F. Solomon. Final Regs. on Economic Performance 
Requirement Resolve Most Issues, The Journal oJ Taxation. July 1992, pgs. 12-16. 

• Smith, AnnetteB. When Can an Accrual-Method Taxpayer Deduct Liabilities? Taxation 
Jar Accountants. October 1995, pgs. 196-203. 

• MacNeil, C. Ellen, Marc D. Levy and Paul D. Prescott. Economic Performance - The Final 
Regulations under Section 461(h), Tax Notes. May 4,1992, pgs. 671-687. 

• Schneider, Leslie J. & Michael F. Solomon. Do New Proposed Regs. on Economic 
Performance Mean End of Accrual Method? The Journal oj Taxation. September 1990, 

s. 132-137. 
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tlon Disclosure Statement, Is required to be in­
cluded with the Income tax retum. 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 L TR 
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-

(Continued from page 8) 

grams at issue, Taxpayer reimb!;Jrses a portion of 
advertising costs incurred by dealers·ortheir 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 ~hepr:ograms. If the dealers or their 
assodiations 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 the dealers perform the advertising 
services, rather than when they submit claim forms." 

In this L TR, 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. L TR9416004 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 L TR 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 
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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 CP Al!. 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). 

302.11 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 
arrang(:1llent 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 ThompsonlPPC (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 remitsth~ fees:¢~1l~te4, to a regional group of dealerships called an advertisjog association. A 
portion of the money received b.Ym~adivertising association may be remitted to the dealership for local advertising 
purposes . 

. "The authors believe that, for both fmancial statement and income tax reporting (see paragraph 402.18), the 
fee should be recorded as advertising expense in ~e year the manufacturer ships the vehjcle 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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cific applicant dealer's advertising arrangements with 
those comprising the fact pattern in L TR 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 deemed to 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. 

(Continuedfr0Q'l page 1 Q) 

Althoughthe'$~.~.i~.~:::;t).!!.sprovide no guidance 
other than this relatin~ft()ieJ"" '~ounHfeatment, it 
seems reasonable to expect: ....... "'i,e)~$·fVicewould 
require the same level or degree <>f;sp.ecificity 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 UFO inventories are involved, 
one might argue that this position of the IRS is in 
conflict with, or contradicts, the underlying concept of 
dollar-value UFO, which treats the entire ending 
inventory as an investment of dollars. However, it 
seems uAIi~ely 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 a dealership-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 I 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. 
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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 part ofthe "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 ,.ults obtained 
uncler the method used In keeping Its books and 
records and the method used for Federal Income 
tax purposes anil maintains sufficient records to 
support such reconciliation." 

As far as GAAP considerations are concerned, 
many dealerships reflect the CAMs for both financial 
reportinglbook and for tax purposes, without a Sched­
ule M adjustment in the tax return. 

On a related LIFO point, there should be no 
violation of the LIFO fi.Q~ncialstatement· reporting 
conformity requirement if (me methociis 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 cieterminations 
under Section 263A are allowable without resulting in 
a LIFO conformity violation. 

EACH YEAR, AN INVOICE-BY·INVOICE 
ANAl¥SIS MUST BE MADE 

Another con:siderationworthemphasizing is that 
if these tradedisooUf1tand ad 'fees CAMs are made, 
it will be necessary each year.to·tr~ck the qua:lifica­
tion status and reductionamounts:that.are ~ribut­
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. 

(Continyed) 

SECTION 481 (8) TRANSITION ADJUSTMENTS 
• 

In the 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 ifthe 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 recomputat!on ·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
e.ls 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. If the taxpayer disposes of all the LIFO 
inventory. 

• If 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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The more permanent benefit of the negative 
Section 481 (a) adjustment for a LIFO taxpayer mak­
ing these CAMs should be analyzed s~parately 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 increase in 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 bome 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. 

It is 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. 

(Contjnuedftom page 13) 

ThreB"'yea,(welllhted) average factor. In de­
termining the lower revalued carrying value.s 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 
altemative 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 aI/ 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-year average 
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 requirement to 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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Trade Discounts & Ad Fee CAMs 

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-yearofchange. 

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 forthe 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 rebasinglrestat­
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 

(Continued) 

effect of the liquidation is carried back to "unlock" a 
corresponding portion of the Section 263A costs tha't 
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 in the 
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 I 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 
thatthey are entitled to because their CPAs' 
oversimplified (and/or inaccurate) analysis 
is not thorough enough. 

see TRADE DISCOUNTS & AD FEE CAMs, page 20 
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163.1 
COST C1P 

WHAT THE SECTION 263A REGULATIONS SAY ABOUT 

REVALUING DOLLAR-VALUE (OPENING) LIFO INVENTORIES 

REG. SEC 1.263A.:.7(c) Inventory - (2) Revalu.ing beginning inventory - (v) i-year 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 perccw.tage 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 prescnbed 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· UFO taxpayer using the 3-year 
average method and either tht simDlitkdproduction 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 ProposedlPreliminary 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 
(c )(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 1.263A-7(c) Inventory - (2) Revaluing beginning inventory - (v) 3-ye41' 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 years 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.e., 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. 
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COST Cli' 

WHAT THE SECTION 263A REGULATIONS SAY ABOUT 

REVALUING DOLLAR-VALUE (OPENING) LIFO INVENTORIES 

REG. SEC 1.263A-7(b)(2)(iii) Base year - (A) Need for a new base year. Certain doIIar-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. '" establish a new base year. 

REG. SEC 1.263A-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 
witljin 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. 1.263A-7(c) Inventory - (1) Need for adjustments. When a taxpayer changes its method of 
accounting for costs subject to Section 263A, 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. 1.263A-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 heenin 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). 
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COSI ell' 
R$VALUING DOLLAR-VALUE (OPENING) LIFO INVENTORIES 

.EXAMPLE from REG. SEC 1.263A-7(c)(2)(iv)(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 futurejBdexes,the year of change becomes.the new 
base year (that is, the index at the beginning of the year of change generaWVinus(be 1.0000). They further provide that 
all costs are restated in new base year costs for purposes of extending such costs irtfuture years. When a new base year 
is established, costs associated with old layers retain their separate i~tity within the base year, with such layers being 
restated in terms of the. new base year index. Reg. Sec. 1.263A-7(b)(2Jrw)(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 LIF'O.inventory layers as of the beginning of the year of 
change. The year of change was calendar 1997; therefore, the I4F0:iIl\,en~ry layers as of December 31, 1996/January 
I, 1997 reflected base costs totaling $34,000 and corresponding LIF() cari'yiIig value (i.e., LIFO valuations) totaling 
$42,000. This table can be seen in the upper left-hand quadrant of the schedule on the facing 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 Cost as Current Cost as Percentage Recorded Adjusted 
(Former Method) (New Method) 

Change 

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 48J(a) Adjustment. The adjustment required by Section 481(a) is $11,760. This amount JIlliY 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. 

Altematively, the Regulation states that the 481(a) adjustment may be computed bylas the difference between the 
inventory as originally valued using the fonner 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 facing 
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 ofllie respecti~e 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. 

Photocopying or Reprinting Without Permission Is Prohlbhed * A Quarterly Update of LIFO· News. Views and Ideas 
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JlEG; SEC 1.263A-7CclaK.ICQ EXAMPLE 

RECOMPUTATION OF UFO VALUATION & UFORBSRRVE TOREFLEcr CBdNGElNACCOUN77IVGHElHOD 

DOLLAR-VALUE POOL AS OF BEGINNING OF fEAR OF CHANGE: DEC 31. 19961lA.N. 1.1997 

lJBa Cluutn ill MdIuHI 

Iaa. ~ UEJJ... 
~.' bgg£ "''''ruuio'' I 

d.""'rm .l.l.gr-6e.d U.Fo. Im"m!:! £arm 
Bue Layer 14,000 1.00000 14,000 

199.1 ,Layer 4,000 1.20000 4,800 

1992 Layer 5,000 1.30000 6,s00 

1993 Layer 2,000 1.35000 2,700 

199 .. Layer - 1.40000 -
1995 Layer 4,000 1.50000 6,000 

1996 Lajer 5000 1.60000 8,000 

Totals 34000 42,000 
.!:f 

Eliding IIIYCIltory at UFO Valuation, 42,000 

Less: ElIding InWlltory at Current Cost 54,400 

UFO Reserve at End of Year 1~400 

lkbginr/Bqrslp!~1II d4tl11lS¥!l 8m Mus .. dPfe. Mil" 
4I!d Cpm"mtm tl "","l.UFlJ Rq~", Bdo« ","dlke RcbaInr/Rgr4t!!!C!!t 

BueLayer 
1991 Layer 
1992 Layer 
1993 Layer 
1994 Layer 
1995 Layer 
1996 Layer 

Totals , 

IIsL 
Ilf!Im. 

14,000 
4,000 
5,000 
2,000 

-
4,000 
5000 

34,000 

'II.t!lBlllllla 
lHfL ff.lJB2. 
l:.m£ R_Il~ 

l.m!: 

0.60000 8,400 
0.40000 1,600 
0.30000 1,s00 
0.25000 500 

.' 0.20000 -
0.10000 400 : 

- -, 
__ 12,400' 

I Xf! RdW:t Cltanu: i!! .:ja:DlllIIiIIl Mf!!J.tIIi f1r ti! fE Bgbrllinll.llual. 192Z 
otml.l.l.CfJ 
d!fl!lB!l!Y[ 

I-I!! 
"..",tIfiII".f 
~ 11m. 

I •• ~! Ilm!Ml... IlfDUUiII 
lMmK l.IDl.. 1JB1... flU:lllr p.u.a ... /l§L II.m.. t:MI!I: iI..wn .•. .u 

"."'IUIli .. I!J!il!l. 
ClhrdJgg!!l.l II~* I11llm "',bin ~ 

0.28000 3,920 17,920 1.00000 17,920 0.411765 14,000 3,920 
0.28000 1,344 6,144 1.20000 5,120 0.117647 4,000 1,120 
0.28000 1,820 8,320 1.30000 6,400 0.147059 5,000 1,400 
0.28000 756 3,456 1.35000 2,560 0.058824 2,000 560 
0.28000 - - 1.40000 - 0.000000 - -
0.28000 1,680 7,680 I.SOOOO 5,120 0.117647 4,000 1,120 
0.28000 2.M!! 10~40 1.60000 6,400 0.147059 5,000 1.400 

11,760 53,760 43~20 1.000000 341000 91520 
• 

53,760 

16.320 70,720 

16,!16O 

A I. .c I!.:..QJ! £ I l!!R I~ B.=.I. ~ 

IISIuL. 
1 C/UN1It Cat 111'",_".1 C_lHIsIti." I 

1 Rm-I'.11 tlYI1!.. urJJ.. ~ UFO llaene u,er PrHfFlU:lllr III!SL 
~ fllCWt ." II!! .I!H..lt£.. 

flJJ£1!.. ; 
DoI/pJ ••• 

IJ&lk.. 
Il.IlNr.f ••• 

I!G!!.I!I.IIIIIMI 
(1."" -1lnIH4 Y"'u!liu F/IGI!rl 

~ 
lIJ!grw" 

~ LW I!&!lIJi l.4m 

0.41176S 29,120 17,920 0.615385 1.000000 0.615385 0.384615 29,120 11,200 
0.117647 11,320 6,144 0.738462 1.000000 0.738462 0.261538 8,320 2,176 
0.147059 10,400 8,320 0.800000 1.000000 0.800000 0.200000 10,400 2,080 
0.058824 4,160 3,456 0.830769 1.000000 0.830769 0.169231 4,160 704 
0.000000 - - 1.000000 - 1.000000 - -
0.117647 8,320 7,680 0.923077 1.000000 0.923077 0.076923 8,320 640 
0.147059 10400 10,240 0.984615 1.000000 0.984615 0.015385 10400 160 
1.000000 70720 53760 70720 16"60 
~ - -- -- -------- -

Cum,,' cpst DffHI til u.""."",!11 f4hweI fNm Mgh,dJ 1I.l.D«. JJ. 1996 is 1711.710. l7!is """'"" ($711.7201 IlAl!I.a I"QIIIWI1HIst I'fg cpst 1I.'Deu""'" 3l. n?f. 

R.",n"lIi1ttiDn ,(Net ,h",," in UFO Bn".... 

UFO Reserve at Dec. 31, 1996 before Change ill Method 

Less: SeC. 481(a) Positive Adjustmellt 

Add: AdditicmaJ Sec. 263A COSIS Required to be capitalized 
($70,720 - 54,400) 

LIFO ReSOlVe at Dec. 31, 1996 after Chaage ill Method 

12,400 

(11,760) 

16,320 
16,1160 

• Bue Dollars u Revised: DetmmiIIed by multiplying each base dollar layer before cbange 

(totaling 534,000 times (lit) 1.2800 revaJuatiOll factor . 

•• Per Reg. Sec. 1.263A-7(c)(2)(v) •.• "Tbe c:uneJlt year cost of (the taxpayer's) ittveutory.u adjusted is $70,720. 
Such cost mast be apportioned·to each Jaja- itt proportion to the ",stated base year cost of tbatlayer to 
total restated bue year costs (543,520). 



Trade Discounts & Ad Fee CAMs 

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 detail~danalysis. So 
they just bluff their way through it byusirig oversim-
plified spreadsheet routines. " 

One example of a botched I·d.b~it~yourself" 
attempt. This involved a Chrysler dealer\Vlil~re his 
CPA "did it himself with spreadsheetspreparec;t,'rom 
invoice information." According to ToddBQreoof 
Green Financial Cutsourcing Solutions, in this.case, 
both DAA (Dealer Advertising Association exp.ense; 
local-not national) and PPA (labeled Prepaid:Adver­
tising, but in reality a trade discount) were olaimed'as 
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 
that in 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 TID & AIF 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 
Cutsourcing Solutions, ltd. 

(ContjnJled from page 15) 

The sc~~!!il~~ on pages 27 and 30 reflect a "cost 
effectivenes"s,4)eliiefitanalysis" approach for discuss­
ing the overa~!;.r~~ul~s for two dealership groups for 
whom we joititlY:~a~ethese CAMs. In both instances, 
the dealers dec;jd~to,outsource (i.e., have a service 
bureau do) all of·the'ihvoice-by-invoice and plan-by­
plan analYSis detail wort<; In addition, the service 
bureau also preparedalliofJl'le.necessary Forms 3115. 

Several important "messages" are conveyed by 
the analyses on pages 27 and 30. Cne is that the 
dollar amounts of the Section 481(a):adjustment and 
year-end cost removed from inventory'a"e shown in 
relatiQR' to ,the absolute dollar amount of the pre­
change inventory cost levels. This information pro­
vide,SJl"baUpark estimate" or range of benefit that is 
fairly tyJ:*~1.9ase9 on the inventories involved. 

Second,tli1~e$Chedules show the very large 
permanent benefit'forth~:~'f'Ousers resulting from the 
negative Section 481 (a) adjiiJstments. The effect of 
reducing the LIFO. valuation of' the beginning-of-the­
year inventory does not tum over and will not be 
repaid in the next year. The Sec. 481(a) adjustment 
benefit wlll·remain locked into the valuation of the 
LIFO layers, and It will remain until those layers 
are Invaded ... lind then, any invasion that oc­
curs will b,e 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. * 

SUPPLEMENTARY SCHEDULES & ANALYSES 

DOING THE MATH ... A TID & AIF CAM CASE STUDY 
• SEC. 481 (a) CALCS FOR LIFO POOLS ................................... 24 
• INVENTORY RECAP ................................................................ 26 
• COST EFFECTIVENESS - BENEFIT ANAL VSES ... JKL. ................. 27 
• SAMPLE LETTER EXp~INING CAM RESULTS ............................ 28 
• CoST EFFECTIVENESS - BENEFIT ANALYSES ... ABC ................ 30 

R.P. 2002-9 ... VOLUME-RE~TED TRADE DISCOUNTS ..................... 31 

AT A GLANCE ... AUTOMATIC CAM FORMS 3115 ............ : ............... 32 

FORM 3115 ... SAMPLE NARRATIVE TEXTS 
• TRADE DISCOUNTS CAMs ..................................................... 33 
• ADVERTISING FEES & EXPENSES CAMs .................................. 36 

TREATMENT OF CASH DISCOUNTS ... ISP ISSUE PAPER ..................... 38 
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Trade Discounts & Ad fee CAMs (Continued) 

CAMs ... RECOMMENDA nONS & 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 inveritory 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 ANAL YSIS. 

• 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, UFO 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 "tum-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 discounts and for ad fees and expenses) 
at the same time I 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 (Le., 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 cQnsiderations 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. 

~A~Qu~art!!!!er~IY~Upda~le~O~f l~IF~O~. N~ews~. V~lell!:!ws~a~nd~lde~a~S~~~~~~*~!!!!!!!!~~~P~hol~O~COP~Y~Ing~o~r R~e~pri~nl~lng~W~Mh~o~ut~pe~rm~ls~sion~ls~pr~oh~ib~~ed 
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BklMINATING TRADE DISCOUNTS (FLOORPLAN ASSISTANCE PAYMENTS) 

& ADVERTISING FEES FROM INVENTORY COSTS 

1. 0 Have the ramifications and benefits of the change in accounting method been explained to 
the dealer/client? . 
o 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? 

• L~ 

2. 0 Regardless of how the clientldealer feels about the accounting for trade discounts, what is 
the Firm's position, liability and/or responsibility 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. (Where do you stand •.. and why?) 

3. 0 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? 
• Dealership controller and/or dealership personnel 
• (Our) CPA firm willmake the determinations 
+ The determinations will be outsourced to a specialized service bureau 

o 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. 0 Will both changes in accounting method be made at the same time? 
o 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) ... 
o Attach the original Form 31 15 to the income tax return when it is filed. 
o Send a copy ofFonn 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) ... 
o Fonn 3115 must be filed with the IRS National Office before year end. 
o Copy of consent letter received from ms is required to be attached to the return for the year of 

change (poSSlbly necessitating filing amended return with copy of consent letter attached?) 

1. 0 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? 
o If no, explain why 3-year analysis' of invoices had not been undertaken. 
o If no, has disclosure of less than 3 years as the basis for adjustment been included in 

Fonn 3115 narrative? 
Note: Separate analysis must be made for vehicles in each pool. 

It is not permissible to use the same rate for both pools as a short-cut. 

2. 0 Has opening (beginning) inventory for the year of change been restated to reflect net 
discount method for determining inventory cost? 

3. 0 Does opening (beginning) inventory for the year of change reflect restatementlrebasing of 
LIFO indexes to 1.0000? 

4. 0 Do the LIFO computations as of the end of the year of change reflect the appropriate 
beginning of the year & end of the year (net) cost levels and the rebased LIFO indexes? 

5. 0 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? 

Ph~ocopytng or Reprinting Wdhout Pennlsslon Is Prohlbked *. A Quarterly Update of LIFO· News. Views and Ideas 

~~~~~~~~~~~~~~~~~~ ~~~~~~~~~.~~.~~.~~~~~~.~ 
22 September 2003 De Filipps' LIFO LOOKOUT Vol. 13, No.3 



Practic{' 
Guidi' 

Analysis 
& 

Computations 

o Section 
Complete 

Advertising 
Fees & 

Expenses 
CAMs 

o Section 
Complete 

Cost 
Cap 

Sec. 263A 

LJ Section 
Complete 

Tax Return 
Disclosures 

& 
Attachments 

LJ Section 
Complete 

,·RUMINATING TRADE DISCOUNTS (FLOORPLAN ASSISTANCE PAYMENTS) • 

& ADVERTISING FEES FROM INVENTORY COSTS 

1. 0 Has determination of costs to be removed from ending inventory been made on an invoice­
by-invoice basis? 
o Ifnot, why not? Is there a memo in the file? 

2. 0 Has appropriate adjustment been made for difference in timing of allowance of discounts 
(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. 0 Have appropriate corresponding adjustments been made to the payables accounts at the 
beginning of the year and at the end of the year? 

4. 0 Ifnecessary, have you prepared ... 

1.0 

2. 0 

3.0 

1.0 
2.0 

o (1) reconciliations to cost for tax purposes, and 
o (2) adjusting entries to be recorded on dealership books to reflect the CAMs? 

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)? 

Will the tax return for the year: of change be filed before the dealership receives permission 
from the IRS to make the change in method? If so, 
o Will a statement be included in the tax return with respect to its being filed before 

permission to change has been granted? 
• . .. "Taxpayer bas 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 
tax return, Taxpayer has not yet received notification from the National Office in connection 
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." 

Will Form 8275-R, with explanation, be attached to the income tax return filed? 

Has the appropriate Sec. 263A computation been reflected as part of the Sec. 48l(a) adjustment? 

Has the taxpayer properly elected to use a simplified Section 263A method? 
o If so, which simplified election has been made? 
o If the -dollar-value LIFO method has been elected, has the opening (beginning) 

inventory for the year of change been restatedlrebased? 

1. For trade discounts (including floorplan assistance payments) CAMs ... 
o Has original of Form 3115 been attached to the timely filed income tax return? 
o Has a copy of the Form 3115 (included with the timely filed income tax return) been mailed 

to the IRS National Office in Washington, DC? 

2. For advertising fees and expenses CAMs ... 
o Before the end of the year, was the original of Form 3115 filed with the IRS National Office 

in Washington, DC? 
D 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. 
o Ifno, see above re:'explanation to be attached to tax return andlor Form 827S-R 

3. 0 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. 0 State returns ... Have corresponding CAM disclosures been made in all state and other 
income tax returns being filed? 

~A~QU~a~~~~y~u~~~~~m~L~IFO~.N~e~ws~.V~ie~M~a~n~dl~de~a~S~~~~~~~*~~~~~~Ph~o~t~~y~ing~O~r~R8~p~nn~tin~g~W~hh~Ou~t~~~~~~~s~~n~ls~p~roo~~~h~ed 
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SAMPLE DEALERSHIP 

RECOMPUTATION OF UFO VALUATION & UFO RESERVE TO REFLBCTCHAlfGEINACCOUNT1NGME17IOD 

pooL tIl- NEW AUTQMOBILBS -AS OF lJE(jINNING OF YEAR OF CHANGE: DEC 31, 2001 I JAN. }, 2002 

Xe B.~tl.~ct (;./1.11,,, III dccou"tln~ MflheJI. (or tl!~ [CIl: l!u.lnnlnr.l.lfHC!! II i,002 

.... f9a. ~l!IU!U lnltl.GlJ.e." 

IWL lJEQ 

IIRllRa. .I::l!l!wte 

diU!lall .. (.ruc:~"il ut:12 llf.elfltlO! 'sua. 
Calend ... y .... 1979 Increment 200,307 0.58445 117,069 
Calendar year 1980 Increment 13,305 0.59744 7,949 
Calendaryear 1984 Increment 216,463 0.76797 166,237 
Calendar year 1985 Increment 119,973 0.85271 102,302 
Calendar year 1986 Increment 129,660 \.02168 132,471 
Calendar year 1987 Increment 57,722 1.02551 59,194 
Calendar year 19961ncremenl 1,451,737 \.20638 1,751,346 
Calendar year 1997 Increment 73,147 1.21075 88,563 
Calendar year 19991nc:rcmen1 510,129 1.21905 621,873 
Calendar year 2000 Increment 604,675 1.22682 741,827 
Calendar year 2001 Increment I 21815 1.23800 1,636,407 

Total. 4698933 S,425,239 

Ending Inventory at LIFO Valuation 5,425,239 

Less: EDdins Inventory .. Cuneol Cost 5,817,279 

LIFO Reserve at End of Year 392,040 

IlUnlnr/B1sm-w ""'''''''''11.." PttIIez .. "Pm 11. 2ftl 
4D4C.m,altl'I! &: ,.,."""fUFO."",.lIdjJrc f1ftldtt«lCd,,'nrlRqtqrCIII'''' 

Calendar y .... 1979lncremenl 
Calendar year 1980 Increment 
Calend ... year 1984 Increment 
Calendaryear 1985 Increment 
Calendar yo. 1986 InCRlllent 
Calendar yo. 1987 Increment 
Calendaryear 1996 Increment 
Calendaryo.I997lncmnent 
Calendar yo. 199111ncn:ment 
Calendar yo. 2000 Increment 
Calendar yo. 200 I Increment 

Totals 

IWL 
lldm. 

200,307 
13,305 

216,463 
119,1I73 
129,660 
57,722 

1,451,737 
73,147 

510,129 
604,675 

1,32181S 
4698933 

lrul. 
&m 

0.65355 
0.64056 
0.47003 
0.38529 
0.21632 
0.21249 
0.03162 
0.02725 
0.01895 
0.01118 
0.00000 

c'et!!ll.lI.itiel! 
d.UEQ. 

~ 
WH. 

130,911 
8,523 

101,744 
46,224 
28,048 
12,265 
45,904 

1,993 
9,667 
6.160 

-
392,040 

~ 
~ 

0.00653 
0.00653 
0.00653 
0.00653 
0.00653 
0.00653 
0.00653 
0.00653 
0.00653 
0.00653 
0.00653 

(36698) 

A 

l~;~ .. 
~ 
~ 

0.042628 
0.002831 
0.046066 
0.025532 
0.027593 
0.012284 
0.308950 
0.015567 
0.108563 
0.128683 
0.281301 
1.000000 

.tIC. B.l(cJ 
~ 

Itdllctl." I" J€i~! uz£! 1:a;:~Jls;:iL ~ lJEQ I!.uL 
Vaillad" .. IblJJJIa 

764 116,305 0.58445 198,999 0.042628 200,307 
52 7,897 0.59744 13,218 0.002831 13,305 

1,086 165,152 0.76797 215,049 0.046066 216,463 
668 101,634 0.85271 119,190 0.025532 119,973 
865 131,606 1.02168 128,813 0.027593 129,660 
387 58,808 1.02551 57,345 0.012284 57,722 

11,436 1,739,910 1.20638 1,442,257 0.308950 1,451,737 
578 87,984 1.21075 72,669 0.015567 73,147 

4,061 617,812 1.21905 506,798 0.108563 510,129 
4,844 736,983 1.22682 600,726 0.128683 604,675 

10,686 1,625,721 1.23800 1~13,184 0.28)301 1~21,81S 

35,417 5,389,813 41668~49 1.000000 41698,?33 . 
5,389,813 

5,780~81 

390.76' 

II {;. It:..s;al I. I ~ I~ 
leu_ .. e ... 

fiIuIIa. a!DI!.. d.£lEJl... rawrte.. UFO It ... ,w l..qu Pro'f Fact.r 
lrIsb1IJ... ILirun ... FlICIpr '!: " a.DlH -It ... 4d V"It"". F • ."" 
!J&.J.L.. ll.l.al!J.ll.rJ!.f.i. 

H!ll. BBJuJ. 

~6,41' 116,305 0.471987 1.000000 0.471987 0.528013 
16,368 7,897 0.482477 1.000000 0.482477 0.517523 

1'6,191 165,152 0.620193 1.000000 0.620193 0.379807 
147,590 101,634 0.688627 1.000000 0.688627 0.311373 
159,506 131,606 0.825083 1.000000 0.825083 0.174917 
11,009 58,808 0.828176 1.000000 0.828176 0.171824 

1,785,t.3 . 1,739,910 0.974242 1.000000 0.974242 0.025758 

.'.'.5 87,984 0.977711 1.000000 0.977711 0.022229 
627,556 617,812 0.984474 1.000000 0.984474 0.015526 
743,1'5 736,983 0.990748 1.000000 0.990748 0.0092S2 

1 616 0114 1625721 0.999717 1.000000 0.999777 0.000223 
5,780,581 5,389,813 

Cum,., "It ,£r,,1 til m""",ry 41 .4IH1f'" eN"" M,o.,d) CJ ,(DcA Us 2001 " 15 7'0,'8J, rll" «m,Ulf' QJ. "t'll) lucturra mltltftlHu ncr """ ,a,,,,,,,,,,,,. n, 1'DI, 

RC""dlllltlon ,(Net CIt'''e' '" L1PORq"'" 

~ 
I!!.6.eu.. 
~ 

1,308 
87 

1,414 
783 
847 
377 

9,480 
478 

3,331 
3,949 
8,631 

30,684 

ll!:..A 

BBtmL 
l!m..l!£. 

k!.m: 

246,416 
16,368 

266,291 
147,590 
159,506 

71,000 
1,785,913 

89,985 
627,556 
743,865 

1626084 
5.780,5SI 

! 

~ 

CelfteaJrl.u 
!lJJEQ. 

Btl!!:uh. 
lBH. 

130,111 
8,471 

101,139 
45,955 
27,lIOO 
12,201 
46,002 

2,000 
9.744 
6,882 

363 
390,76. 

LIFO Reserve at Dec. 3 I, 2001 before OIance in Method 

Add: Sec. 481 (0) Nee_live Adjustment 

392,040 

35,427 

• Base Doll .... as Revised: Determined by multiplyina eacb base dollar layer before change 

(totalins 54,698,933) limes (x) [1-.00653 - .911347] adjusunentpercentaae. 

Less: Tndc Oisc;ounll + Ad E.x:pcnso in 12/31101 Inventory 
belOre OIanse in Method 

LIFO Reserve al Dec. 31.2001 after Chanae in Method 

(36,698) 

390,768 
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SAMPLE DEdLERSHIP 

RECOMPUTATION OFUFO VALUATION 4 uFoBESERrE TO REFLECT CHANGEINACCOUNTlNG METHOD 

pooL ttl-NEW LIGHT-DUTY TRUCKS - AS OFBEGINNlNG OF YMR OF CHANGE: DEC Jl. ZOOI I JAN. 1.1001 

If! 8!ilSl all!!!" It! Amlu!!tlnr: M.C!loflll. fIlE. rl!f: ltt8[ lI.!IZi!!niar: 19n!l!l!7. 1. l~ 

.cf.tDl f:WD fl! lIl«lIB 

A"glwD p(YcpE,,4UFO I"."",,,,, L"", 

Calendar year 1980_ 
Cal ........ year 1911_ 
Ca1encIar year 1982 Incremen. 
Calendar year 1913 Increment 
Cal ........ year I !1!171ncrement 
CaIoncIor year I !I!I!I1Dcrcmm. 
Cal ........ year 2000'1_. 
CaIoncIor year 20011_. 

Totals 

Endinaln_.ory III UFO Valuation 

...... : Endina In .... ory III Current CDst 

UFO Ilooone III EtIcI ofY_ 

lkIa. 
Il6JJm 

32,7'2 
12,013 

'97,372 
70,7S3 

431,619 
29S,847 

82,S!l1 
89,8s] 

1,112,800 

~ 
£Miar. 

0.!I0968 
0.92491 
0.935S3 
1.11735 
1.170Sl 
1.18361 
1.20768 
1.27311 

Mghr'fBm.-•• Cdtll .. ", 'vI 1JeIIcp. "Pm II. 2Hl 

/JBL 
.&lulia. 

29,794 
11,111 
91,094 
79,0'6 

SOS,219 
350,167 
!I!I,743 

114,393 

1,280,S77 

1,280,S?7 

1,416,717 

13!!,140 

pd c",",ItIe" , ,,,,(,(UFO R.".,.lkf"rc .. 4Atter RdtplnrlBatqtc .. "" 

lmaJ.(tl 
"illIBI!!fIB 

1.-.-.,. 
lkIB&IWL um. b/;W; 

rawrtu 

0.01301 388 
0.01301 14S 
0.01301 1,I8S 
0.01301 1,029 
0.01301 6,S73 
0.01301 4,5S6 
0.01301 1,298 
0.01301 1,488 

16,660 

(9943) 

A It 

. r.IBIIIa.. IlBIL I.!e:~ flmIu!. ~ 
ra'II.rIMl! It: &til£.. IldMLu... IIML II!ABa. I iiFij-,;;..,m atll!1baalll 11- Ildsa. IWlm lldm 

as. a RIltIIs_ 

29,406 0.9OIl68 3l,326 0.029432 31,752 426 
10,966 0.92491 11,8" 0.01079S 12,013 IS6 
89,_ 0.935s] 96,IOS 0.087S02 97,372 1,267 
78,027 1.1l73S 69,833 0.063S81 70,7s] 920 

498,646 U70Sl 426,004 0.387868 431,619 5,61S 
345,612 1.18361 291,998 0.2658S8 29S,847 3,849 : 
98,446 1.20768 81,SI6 0.074219 82,S91 I,07S ' 

112,90S 1.27311 18,684 0.080745 89,8S] 1,169 

1,263,917 11098i!22 1.000000 111121800 141478 

• 
1,263,917 

1,396,774 

132,!" 

.I: J!..:..I:lIl J; I l.=J! I~ Il=A ~ 

"Imlllitita BNiL1L I o"rNIII C_ 
Ct.-aIltI.llJ BI!IHJL tliI!L tr.t!l!tlell It: !WHrIa.. lI.sIJJtsL 

Cal ........ year 19801_ 
CaIeadar year 19811Dcrcmmt 
Cal ........ year 1982_ 
CaIoncIor year 1983 Incremen. 
Calendar y_ 1997 Increment 
CaIoncIor year 1!I!I!I1ncremen. 
Calendar year 2000 Increment 
Calendaryear2001_ 

Totals 

I!Ia.. 
ll6JJsa. 

32,7S2 
11,013 
97,372 
70,7S3 

431,IH9 
29S,847 

82;'91 
89,8S3 

I 11 800 

ltuf.. 
&ta! 

0.36343 
0.34820 
0.337" 
0.ISS?6 
0.102S9 
0.08950 
0.06S43 
0.00000 

tlJJl1l. 
IUMa.LU.. 

YlIB. 

I!Ia.. 
I1I.Ilm........ 
~ 

11,903 0.029432 
4,183 0.010795 

31,871 0.08"02 
11,020 0.063S81 
44,280 I 0.387868 
26,478 0.26S8S8 
',404 0.074219 

- 0.08074S 

136,139 1.000000 

'----

UFO Jt_l.#rycrl' ... fFet.r 
I!IS!!L liIFOi_ F""""eN a. "" -1/rrjHII v.tIUltl." FGt!!cJ llBI..b£. 
Il&.H.... ' •• s......., Ra» •• "'" £Dq 

W.l. 
41,110 29,406 0.71S307 1.000000 0.71S]07 0.284693 41,110 
15,079 10,966 0.727283 \.000000 0.727213 0.272717 15,079 

12Z,220 89,_ 0.73S633 1.000000 0.73S633 0.264367 122,220 
18,101 78,027 0.178604 1.000000 0.878604 0.121396 88,808 

541,763 498,646 0.!I20413 1.000000 0.!I20413 0.079587 541,763 
371,344 345,612 0.930706 1.000000 0.930706 0.069294 371,344 
103,667 98,446 0.949633 1.000000 0.949633 0.050367 103,667 
112,712 112,90S 1.001082 1.000000 1.001082 ·0.001082 112,782 

1..3!16.774 I 63917 1,396,774 

-------- - - -----

e""."" APR ,(P." '11""""."" a41uNJl mgt M.",,,,' ,,"Ikr= II. 2W M SI,J,6,11£ This .,unt lI/,I'f. 7741 6cqmq""""" 6411".,. "" •• (Dcgmtcr 11. lD.!, 

RtglfdlWlp" ,rNfI OM" In UFO 'M"". 

UFO Ilooene III ~. 31, 200 I beftJre aumae in Metbod 

Add: Soc. 481(0) Noaa.i .. Acljustment 

...... : Tnde DiscOWlIs + Ad Bxpense in 12131101 Inventory 
beftJre CbaDp In Method 

UFO Ilaene III Dec. 31, 2001 after Chanp in Method 

136,140 

16,660 

(19,943) 

132,157 

• Base Dollars u _ Determiaecl by muItip\yinJ each base dollar layer belbre change 

(.o.alin, SI,112,800) times (x) [1·.01301 - .986!1!11 adjustment percentage . 

d.JJBl... 
~ 

Idm 

11,704 
4,112 

32,311 
10,781 
43,118 
25,732 

S,221 
(122) 

132,851 
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SAMPLE DEAI.ERSmp 

NEW VEHICLE UFO INVENTORIES - COMPUTATION OF SECTION 161(,d ADJUSTMENTS 

AS OF THE BEGINNING OF THE YEAR OF CHANGE IN ACCOU1VTINGMETHOD (CALENDAR 20021 

Poo! 11 -New Automobile. Poo! .1 - New UUI-Duty Trpcks 

1m ~ ~ I!W 1l!l!! 122! 2000 1!!IU. Il!t!l l!m 1m 

A fdl!JH.mmt "[.I"reJ.to~ 'fJl 
End-o(..V .... lnventory al CosI, 

Before Cbanll" in ArcouotinS 
Method (CAM)' (A) 3,379,747 4,143,116 5,S17,179 \3,340,142 6,994,547 1,113,015 1,135,393 1,416,717 3,765,125 1,577,501 4,492,762 

Less: R.duction for 

Trad< Discounl" Advertising 

Expense Adj ........ ts·· (E (21,107) (29,161) (36,698) (87,072) (74,996) (12,392) (16,643) (19,943) (48,978) (28,742) (33,499) 

End-ofV .... lnventory al CosI, 

As Adjusred for CAM (C) 3,358,640 4113,849 5780.581 13,253,070 6,919,551 1,100,623 1,218,750 1,396,774 3,716,147 1,548,760 4,459,263 

Rllio of A 10 B (0 0.00625 0.00706 0.00631 0.00653 0.01072 0.01113 0.01347 0.01408 0.01301 O.oL822 0.00746 

RlbO of CloA - Adj. % 
Adjustment P.rcentage (E) 0.99375 0.99294 0.99369 0.99347 0.98928 0.98887 0.98653 0.98592 0.98699 0.98178 0.99254 

~." 411£_, NE! Ql!!la in UFO RSrw 

LIFO Valuation at 1213112001 
Before CAM Adjus-..I· (f) 5,424,138 1,180,577 

LIFO ValnatiOft al12l3112oo1 
After CAM AdjuslJDeJIl (0) 5,389,1\3 1,163,917 

Net Chanll" in LIFO V.luatiOft 

Du. 10 CAM Adjustmenl (H) - 34,425 - 16,660 - -
Ak.mative Calculation 

(Un. F l< Lin. D: 3-~ IVa.) 35,404 16,658 

Note" Cha.eln Acconntiae Method effective for the year 1002 made In eliminate trade discount & advertlslal expe .... from ,ear-end Inventory _t!. 

For Pool ~I - .99347 is the 3-)1"'" averall" ~duclioD &clor computed in accordance with Rea. Sec. 1.263A-7(c)(2Xv). The Section 481(a) n.gative adjustmeDllilr PooI'I i.~. 

For Pool ff2 - .98699 is the 3-y .... avcraee ~duction lilctor computed in accordance with Rea. Sec. 1.263A-7(cX2Xv). TheSectiOll.81(a) JI.gative adjuSImCDt Iilr Pool ff2 is~. 

This schedule does aOl reflect any recomputatioJl of capilalized Section 263A costs. Th. Del change in SectiOJl 263A capitaliz.d costs must be compuled separately 

u an elemenl or componenl altho a.t SectioD 481(0) adjustmenl .. of the beginning of the year of chanll". 

• Per UFO Inventory Report for the year illcliClled prepared by Willard J. De Fi!ipp5, CPA, P.c. (Mt Prospect.IL). 

•• Per Invenlory Adjusoneol SUIDIIW)I included in Roport preplJ"Cd by Green Financial Outsourcing Solutions, LLC (Danas, TX). 

Combined Pools - AI! New Veblcl .. 

~ a!!!!!. Total !l!!!! 

I 

5,378,509 7,133,996 17,105,267 8,572,049 

(45,910) (56,641) (136,050) (103,738) 

5,332,599 7,177,355 16,969 ZI7 8,468,311 

0.00854 0.00783 0.00795 0.01210 

0.99146 0.99217 0.99205 0.98790 

- -



c ,. 
CD I:> c 
!! ,. 
-6' S 
-g- ~ 

c: 
..... I ;; 
0 9-..... c 
8 (l 

" z 0 
~ ~. 
< 

< I ~ ,. ..... " ~ a. 

Z i 
p I: 
CAl 

* 
~ 
0 g 
~ 
if 
g 

'i 
." 

I 
IQ 

~ 
0 
S .., .. 
3 :. 
g 

~II 

JKL D&I'E8SHIP GROUP 

COST EFFECTIVENESS - BENEFIT ANALysIS FOR CHANGES IN ACCOUlYTlNG METHODS 

FOR CIl.4NGES MADE TO LIFO INVENTORIES EFFECTIVE FOR C1LENDAR YEAR 2002 

Adlustments 

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

Net decrease in ~r of change increase in LIFO reserve 

Net decrease in year of chlUlge in ending inventory 
for lnlde discounts and ad fees 

Subtotal (Hid Adjustment Befon Sec. 263A) 

Section 26~A adjustment to reduce previously 
capitalized See. 263A costs resulting from 
decrease in UFO inventory layer valuations 

Memo: Increase in LIFO reserve at Dec. 31. 2002 

Before method change 

After method change 

Net decrease in. increase in UFO reserve for thi: year 
because of chIIDge in accounting method 

Nid I"com, Eff«t/ B,,,,fit@ ,,,d ofV!ar-gf-chanr, 

Less: Conversion &. ComplilUlce costs I fees paid 

Invoice lUlalyseS for discounts &. ad fees 

Sec. 481(a) computations &. yr. ofchlUlge UFO recalc 

Internal tax &. accounting staff costs 

User fees paid to IRS for Form 3115 filings (Ad fees) 

r"tal C""",,.I,,n & C"mpluI1Iu Costs 

Nid Bo,fo After e"."",.;"" & C"mplianc, Costs 

Applicable effective rate of tax 

Nid Benefit After C"nsiderlng All C"nvet'sion 
& Complillflu Costs and TlIJC Effects 

Dec. 31, 200 1 Inventory (Before 3115 change) 

Dec. 31, 2002 Inventory (Before 3115 change) 

Average Inventory (Before 3115 change) 

N,t Adjustm,nt lIS a " of AV#!rag,Inv,,,ttJry 

s 

#1 #2 

BothWo" Both UFO 
Pools Combined Pools Combilled 

151,882 52,087 

(3,537) (837) 

206.175 103.738 

354,520 1S4,988 

139 18 

128.984 109,355 

125447 108,518 

3,537 837 

354,659 155,006 

5.477,246 ~ 

~ ~ 

~ 1..2.!l.l.IW 

~ .!...24.2i 

#3 #4 #5 

BothlJFO Both UFO BothUEO 
Pools Combined Pools Combined Pools Combilled 

44.571 50.143 62.008 

(!62) (140) ·1,115 

78612 64 847 79,393 

123,021 114,850 142,516 

96 S9 63 

5,723 4.999 (95.422) 

5,561 4859 (94,307\ 

162 140 0.1l5 

123,117 114,909 142,579 

~ .l&Ul1 ~ 
~ ~ ~ 

~ ~ ~ 

.f...Z4.ti. .f..Wi J.4/L2f. 

#6 All 6 Dealerships 
Combined 

Both UFO Totals 
Pools Combined 

37,267 397,958 

(608) (4,169) 

52158 584,923 

88,817 978,712 

57 432 

22,584 176.223 

21.976 172.054 

608 4,169 

88,874 979,144 

1..lll..4l1 21.l!~4.21!! 

~ 2S.2~~.14!! 

J..W..m ~J ~lB!iJI 

~ £.La 



Month _, 2003 

Mr.lMs. 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 
Effectiye for Calepdar Year 2002 . 

Dear Mr.lMs. 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 floozplan 
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 lIS 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 recomput¢d 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 (I) 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. 

December 31. 2001 

LIFO Reserve at Dec. 31, 200 I Before Change in Method 

Add: Sec. 481(a) Negative Adjustment 

Less: Trade Discounts & Advertising Fees in Dec. 31, 200 1 
Inventory Before Change in Method 

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

Pool #1 
New Autos 

392,040 

35,427 

(36,698) 

390,769 

Pool #2 

li!!!£. 
light-DuD!, 

Trucks 

136,140 

16,660 

(19,943) 

132,857 

Adjustments for Section 263A Capitalization ofCerlain Inventory Costs as of Dec. 31. 2001 

Combined 

528,180 

52,087 

(56,641) 

523,626 

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 ba$ed 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 lIS 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 
clUmges in accounting method had not been made. . 

(Continued) 
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Mr.lMs. Dealership Controller Month _,2003 
Sample Dealership ... Sample Letter Explaining CAM Results 

December 31,2002 

LIFO Valuation ofInventory Before Method Change 

LIFO Valuation ofInventory After Method Change 

Net Decrease in LIFO Valuation 

Increase in LIFO Reserve at Dec. 31, 2002 Before Method Change 

Increase in LIFO Reserve at Dec. 31, 2002 After Method Change 

Net Decrease in Incr.ease in LIFO Reserve for 2002 

Pool #1 
New Autos 

6,512,569 

6,439,412 

73,157 

89,937 

89,370 

567 

Page 2 of2 

Pool #2 
New 

Combined 
Lig,ht-DutJ!. 

Trucks 
1,421,944 7,934,513 

1,396,755 7,836,167 

25,189 98,346 

19,418 109,355 

19,148 108,518 

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. 

December 31,2002 

Current Cost of Inventory Before Method Change 

Current Cost of Inventory After Method Change 

Net Decrease in Ending Inventory 

Pool #1 
New Autos 

6,994,547 

6,919,551 

74,996 

Pool #2 
New 

Lig,ht-DutJ!. 
Trucks 

1,577,502 

1,548,760 

28,742 

Combined 

8,572,049 

8,468,311 

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 263A adjustments. 

Pool #2 

December 31,2002 
Pool #1 New 

Combined 
New Autos Lig,ht-Du!J:. 

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, 

Ene!. Willard J. De Filipps, CPA 

~A~Q~Ua~M~~~UP~d~m~eO~f~LI~FO~'N~9~WS~.~vl~'ew~s~a~nd~1~d9~a~s~~~~~~~~~~~~~~Ph~ot~~~Y~in~g~Or~A~e~pr~int~in~g~W~ith~ou~t~P9~m~i~ss~io~n~ls~pr~oo~ib~lt~ed 
De RUpps' LIFO LOOKOUT Vol. 13, No. 3 ~ September 2003 29 



(..) "V 

0 i[ 
0 

en ~ 
~ ~. 

<D '" 
3 Q 

cr :D 
CD 

CD 
"0 .., 

I\) S-
o 5-
0 '" (..) :E 

'" ::r 
0 
S 

~ 
3 
iii· .. 
0· 
=> 
;;; 
"V a ::r 
6' 
~ c. 

* 
0 
(D > 
~ 0 

c -S. .. 
"0 J Ill. 

r C 

~ 1 
5 a 

c 0 2l " 0 z C 
--I J < ~ 2-
.... ~ .. 5Il => c. Z 

~ 0 .. 
Co) .. 

ABC DEALERSHIp· GROUP 

COST EFFECTIVENESS· BENEFIT ANALysIS FOR CHANGES IN ACCOUNTING METHODS 

FOR C1IANGESMAPE TO UFO/NVENTORiESEFFECTlrE FOR THE YEAR ENDED JUNE JIJ,lDDJ 

Adjustm6lts 

Section 481(a) negative adjustment 
to redua: 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 Adjustment Before Sec. 263A) 

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

Net lnctlme EtkalBenqd@end ,(ygu-e(-cI!anre 

Less: Conversion & Compliance costs I fees paid 

Invoia: analyses fur discounts & ad Cees 

Sec. 481(a) computations & yr. of change UFO recalcs 

Intemallall & acCOlUlting staff costs 

User fees paid to IRS for FOl1ll311 5 filings (Ad fees) 

T"tIIl C"""osign & C"mpll""ce Ctuts 

Net Benej/1 After C"n.osig" & C"mpliJJnce Costs 

Applicable effective rate of tu 

Net Benefit After C"ns/derlng AU C"nversi"n 
& C"mpliJJnctl C"sts .. "d TtDC EfftIClS 

#1 #2 

Ii!z!!!.J.!B2 lWh..JJEQ 
PQQ1~ (;Qml:!ined f.Q21~ !;;Qml!lllm 

173,612 273,755 

(9,416) (6,174) 

253052 637,921 

417,248 905502 

141 250 

417,389 905,752 

-

#3 #4 #5 #6 

l!.!z1!!1JEQ lJJHh..lJEQ JWh..J.JfJ2 lW!J.1.1EQ 
P2Qlt !;;Qml1lnm PrlQll. Comlli."ed l!.Q9.1t !;;ombinllll. l!.221t !;;o!!ll!illm 

223,304 72,563 65,977 124,159 

(5,904) (2,590) (1,964) 28,167 

369,218 115,964 134684 97 HI 

586618 185,937 198697 249437 

249 162 301 125 

586,867 186,099 198,998 249,562 

#7 All 7 Dtlllierslrips 
0""61",,d 

lWb..J.JEQ 
IgJgg 

fool;. !;;omb.lned 

218,844 1,152,214 

(6,192) (4,073)1 

366,634 1,974,584 

579,286 3,122.725 

302 1,530 

579,588 3,124,255 

---

Auto. 2,112,054 1,854,617 5,228,328 662,336 793,314 3,601,581 3,283,272 17,535,502 

UD 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 6,867,689 11,741,295 10,303,946 3,754,355 3,536,711 6,976,321 8,797,530 51,977,847 

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 

UDTruc:ks 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 7,233,148 24,537,768 13,963,163 5,606,025 4,670,290 3,958,502 11,545,970 71,514,866 

• Due to the unusual facts in the case of Dealership #6, the amolUlU shown as the "net decrease in the increase in the UFO reserve for the year of change" (i.e., S17,228 for autos and 
S I 0,939 for light-duty truclcs) are actually positive numbers. In all of the other dealerships, the corresponding figures were net deaeases. 
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Discount" 
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of 

Automatic 
Change 

VOLUME-RELATED TRADE DISCOUNTS 

• Many dealers have recently changed their accounting methods for volume-related tr~de 
discounts. This CAM has become increasingly common over the last few years. 

• Some CP As 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. 
• 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. 

• Appendix Section 9 of Revenue Procedure 2002-9 (2002-3 I.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. 1.47l-3(b). 

• Automatic change treatment only applies to discounts that satisfy the criteria/definition 
below. 

• 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. 

• 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 adjustmentfor 
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 earned 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 
$20 ($l,OOOx - $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 ,'t. f' .. 'iJIJ.!-1J 

'\1 C{!vJlI (j IN MAKING AUTOMATIC CHANGES IN METHODS OF ACCOUNTING 

Consent 
(Sec. 6.01) 

AppUcations 
(Sec. 6.02) 

No User Fee 
(Sec. 6.02) 

Filing 
after Year-End 

Is Permitted 
(Sec. 6.02) 

Timely 
Duplicate Filing 

Requirement 
(Sec. 6.02) 

Special Coding 
to Be Put on Top 

of Form 3115 
(Sec. 6.02) 

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

• Pursuant to Section 1.446-1(e)(2)(i), the consent of the Conunissioner 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 chaRge in method of accounting for the requested year of 
change. 

• Form 3115 is to be used. Ordinarily, a taxpayer applies for consent to change a method of accounting 
pursuant to this Revenue Procc:dure by completing a FOrQl3115. 

• 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. 

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

• 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 ~ed pursuant to this Rev. proc. (Note: the filing reqUirement is found 
in Reg. Sec. 1.446-1(e)(3)(i) and (ii).) 

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

• In order to assist in processing an application under this Revenue Procedure, the section of the 
Appendix of this Revenue Procedure descnbing 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. 

• 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 
BexYamin Franklin Station 
Washington, D.C. 20044 

• In the case of a designated private delivery service, the filing address is: 
Conunissioner 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 1be cq>yof1be.irFonn31151D theIRS. 
• Remember: The original of the Form 3115 is to be included with the timely-filed Federal Income Tax 

Return for the year of change. The above addresses are only-for filing the copy of Form 3115. 
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FORM 3115 ... SAMPLE NARRATIVE TEXT R.P. 2002-9 
jimfe 

lJi.\'('OlI Ill.\ TRADE DISCOUNTS (FLOORPLAN ASSISTANCE PAYMENTS) 

Form 3115, Page 2, Part II, 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. 

Part II. 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 manufactm'er.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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R.P. ]f}{)2-9 

Trade 
1) is (' () llllf.,' 

Present Method 

FORM 3115 .•. SAMPLE NARRATIVE TEXT 

TRADE DISCOUNTS (FLOORPLAN ASSISTANCE PAYMENTS) 

The taxpayer purchases new automobiles and light-duty trucks from the vendor/manufacturer. As an 
incentive to purchase vehicles for inventory, the vendoi'/manufacture,rs 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. 

ProDOsed 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 taXp'ayer 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 
approxmlating 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. 

IIi 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 mventory 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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FORM 3115 ..• SAMPLE NARRATIVE TEXT R.I'. ]{}()]-9 

Trade 
Di,\COllllt.\ TRADE DISCOUNTS (FLOORPLAN ASSISTANCE PAYMENTS) 

Overall Method of Accounting 

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

Part IL Item 11 

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

Part IL 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 IL 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. 

Schedule C - Change in the Treatment of Inventories and Section 263A 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 II. 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 III: 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-l 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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R.P. IJ-:-]­
Ad Fce.\ 

FORM 3115 ... SAMPLE NARRATIVE TEXT 

ADVERTISING FEES & EXPENSES 

Part II. Item 9: Item Being Changed 

The taxpayer is requesting pennission 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 oflocal 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 amoun~ 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 f-or 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 predetennined 
amount, ~stablished 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 (])ealer 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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FORM 3115 •.. SAMPLE NARRATIVE TEXT 

ADVERTISING FEES & EXPENSES 

The ~payer represents that all funds paid for Association Type (Group Contribution) Advertising are 
"pooled" with other ~payers, 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 o(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. 

PartIr 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 II. 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. 

Schedule C - Change in the Treatment o(Inventories and Section 263A Assets 
\i; 

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 11, 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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Two Methods 

Gross vs. Net 

Invoice Method 

Analysis 

TREATMENT OF CASH DISCOUNTS 

IRS REQUIRES INVOICE·BY.INVOICE ANALYSIS , 
• Is the taxpayer's method of accounting for cash discounts a permissible method of accounting when 

it allocates cash discounts ona ro-rata or avera e basis? 
• BeCause the taxpayer's method of accounting for cash discounts estimates the cash discounts relating 

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

• The taxpayer regularly purchases merchandise either for resale or for use in the production of 
inventory, The vendors from whom the taxpayc;' 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 neti30." This means that the taxpayer will 
receive, a 2% cash discount· if payment is made to the vendor within 1 0 days of the invoice date. If 
payment is not made within 1 o days, the total invoice amount must be paid within 30 days. 

• The taxpayer values its inventories at the gross plU'Chase price and allocates cash disCQunts to ending 
inventory on a pro-rata basis. Thus, the· tiQcpayer 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 co u 'the a 's cost of oods :sold. 

• The taxpayer purchases item A with an invoice price of SlOO, 2110 netl30. 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 S100 and records a liability for payment of the 
invoice also at SIOO. When payment is made within 10 <JaYs of the invoice date, the liability is 
reduced by $100, cash is reduced by $98 and a cash discount received account is increased by S2. At 
the end of the year the taxpayer determines that the gross invoice price of the inventory on hand is 
S2,000, the total cost of purchases during the year was S10,OOO and the total cash discounts received 
during the year was S250. The taxpayer determines its average amount of cash discounts paid during 
the year is 2.5% (S250 divided by $10 jOOO).· 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 
S2,000 times 2.5% e uals S50 and reduces its endin invento b this amount. 

• Gross Inlloice 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 
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 
credited for the amount actually paid, and income is reported for the cash discoUnt earned. 

• Under the Net Inlloice Method, the purchase price 9fmerchandise is reduced at the time of purchase for 
the amount of the potential cash discount This reduction is made irrespective of whether the discomrt 
offered is actually taken. Under the net invoice method only the net invoice prices are charged to 
invento . An cash discounts not taken advanta e of are recorded as e e items. 

• 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. 

• 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. 

• 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. 

• This is consistent with the holdings of Rev. Rul. 69-619 and Rev. Rul. 73-65. In Rev. Rul. 73-65, the 
Service recognized that Reg. Sec. 1.471-3(b) defers to generally accepted accounting principles, 
which pennit the reduction of inventory by an amount for cash discounts. 

• 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. 

• 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 band at the end of the year. 

• 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. . 

• Under the facts in this situation, the a er's method ofaccountin is not ermissible. 
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TREATMENT OF CASH DISCOUNTS 

IRS REQUIRES INVOICE-BY-INVOICE ANALYSIS 

• In order clearly to reflect income, Rev. Rul. 69-619 and Rev. Rul. 73-65 do not pennit 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 attnbutable 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 ortion of the discounts received is attributable to items on hand at the end of the ear 
• 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 attnbutable 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 attnbutable to items on hand at the 
end of the year, then the tllXpajer must know, on an invoice-by-invoice basis, the items in ending 
inventory and the amount of cash discounts attnbutable to each item. 

• In the situation where a taxpayer does not know, on an invoice-by-invoice basis, the discounts 
attnbutable 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 tIlXpayer hIlS tlttempted to mtzke an after­
the-fact tdloclltion 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 itenis in ending inventory. 

• Accordingly, a tIlXpayer may tdlocate its cuh discounts to ending inventory only in the situations 
where it knows the items, on an invoice-by-invoice method, to which such discounts are 
tlttributable. 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. 

• 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

artment basis. 

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

• Revenue Ruling 69-619 (1969-2 C.B. 111) 

• Revenue Ruling 73-65 (1973-1 C.B. 216) 

• Publication 538, Accounting Periods and Methods (March 2003) includes the following d'efinitions. 
• CllSh discount ... "A cash discount is a reduction in the invoice or purchase price for paying within a 

prescnbed 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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