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LIFO UPDATE

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

#1. As year-end closes in, TRADE
DISCOUNTS & ADVERTISING EXPENSE
CHANGES IN ACCOUNTING METHOD ARE
STILL THE RIGHT ANSWER FOR DEALERS
LOOKING FOR BIG, ONE-TIME TAX DE-
DUCTIONS. As we pointed out in our year-end
update last year, the big aftraction is that these
method changes, like the initial adoption of LIFO,
result in the largest part of the benefit being deduct-
ible in the year of change. Like LIFO, it's one big
beneficial timing difference.

The entire last issue of the LIFO Lookout dis-
cussed and illustrated many of the details. For auto
dealers using LIFO, the benefits of making these
changes can be significant. The Section 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% deduct-
ible in the year of change.

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

Once the change has been made, only minor
calculations need to be made at each year-end to
determine the amount of cost reduction for trade
discounts and advertising fees to be pulled out of
ending inventory cost.

During 2003, we have already made these
changes in accounting methods on a cost effective,
turn-key basis for many of our clients.

We also felt this was important enough to contact
all of our dealer clients and/or their CPAs to alert
them in writing to this development/tax strategy. If
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you'd like to see how we worded our letter to our
clients on this subject, see page 4.

Some dealers have indicated that they prefer to
wait until next year to make the change. Their basic
reason for putting off making the change was be-
cause their tax reduction strategies for 2003 are
already in place ...and they don’t need more deduc-
tions right now. However, they are planning to make
the change next year, with 2004 as the year-of-
change.

Insome cases, the CPAs who we've spoken with
about this just don’t seemto getit. They think thatit's
foolish (some say even “unnecessary”) to make the
change because they can't "sellit" to their dealers. s
that stupid, or what? These CPAs are adamantly
willing to continue to use an accounting method for
trade discounts that is illegal. They see nothing
wrong with continuing to use a method that is not
authorized by the Income Tax Regulations.

Our questions to them are: “What else are you
avoiding or letting your dealer avoid because you
don't like what the Regulations say?” Reminding
them that they should be putting a Form 8275-R in
the income tax returns falls on deaf ears.

see LIFO UPDATE, page 2
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LIFO Update

Don't expect the IRS to run around reminding
taxpayers that Revenue Ruling 84-41 ... not to men-
tion the Regulations under Section 471 ... requires
trade discounts to be eliminated from inventory costs.
After all, when has the IRS ever pushed tax deduc-
tions on car dealers?

But, consider this: If one really wanted to go to
extremes, it could be argued that not eliminating
trade discounts from inventory costs is a violation of
the LIFO eligibility requirement that ending inventory
be stated at cost. Hmmm ... seems that the IRS just
looks the other way when taxpayers overstate ending
inventory. But, every once in a while, someone in the
IRS gets excited over these technicalities. Remem-
ber Mountain State Ford? Everyone thought they
were safe overstating ending inventories by using
-replacement cost for valuing parts inventories. What
a mess that turned out to be!

#2. “LIFO AT 30 ... LOOKING BACK, SIDEWAYS

& FORWARD.” In October, | presented a review
of the LIFO application over the last 30 years as it
relates to auto dealers at the AICPA National Auto
Dealership Conference in San Antonio. My presen-
tation outline is included on pages 5 to 10.

#3. LIFO CONFORMITY: WATCH THOSE YEAR-
END FINANCIAL STATEMENTS. There is no

reason to expect the IRS to be lenient if it finds any

violations of the LIFO conformity requirements on .

year-end financial statements. Such violations allow
the IRS to take the position that the LIFO election
must be terminated, although asserting that penalty
is discretionary with the IRS Commissioner.

With this in mind, it's appropriate to review our
annual reminders about year-end projections, esti-
mates and the importance of placing proper LIFO
inventory disclosures in the year-end financial state-
ments. To this end, we have reproduced last year's
article beginning on page 11 and urge you to read or
re-read it as the case may be.

#4. DOCUMENT YOUR YEAR-END LIFO

PROJECTIONS. Many businesses find it nec-
essary to estimate LIFO reserve changes before the
final amounts can be calculated, especially for in-
come tax planning purposes. Knowing what is ex-
pected to happen before year-end is very important
because these projected changes affect fourth quar-
ter installments of estimated tax due Dec. 15 of this
year or Jan. 15 of next year.

The conformity article discusses how to project
LIFO reserve changes quickly and effectively. This
begins on page 18. It also discusses strategies for
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managing year-end inventory levels beginning on

page 20.

#5. YEAR-END PROJECTIONS FOR AUTO
DEALERS BASED ON “ONE-OF-EACH” MIX
ASSUMPTION. Most auto dealers are under

great pressure to release their year-end financial

statements before their actual LIFO calculations can
be completed. To assist in making year-end projec-
tions, each year we provide a listing for new vehicle

LIFO inventories showing weighted average inflation

(deflation) information for each model.

For 2003, new vehicle inflation indexes look to be
among the smallest in years based on our one-of-
each item category compilations.

Our report compares everything in our
SUPERLIFO database as of December 19,
2003...with intro-2004 model prices, unless the 2004
intro price was subsequently updated, and that infor-
mation is also in our database for the end of the year.
December 1, 2002 is the reference date for the
equivalent of the calendar year 2003 beginning of the
year date; i.e., December 31, 2002/January 1, 2003.

The summary on page 23 shows that for most
new vehicles, the overall price increases are small
again this year. This is again due to competitive
pressures among the manufacturers and currency
pressures. Also, some manufacturers changed op-
tion packages either to or from standard base ve-
hicles. There is some subjective language built into
the tests under the Alternative LIFO Method for
determining whether or not a vehicle is a “new” item
or a “continuing” item. Our one-of-each inflation
indexes for each manufacturer reflect all of these
factors.

The weighted averages we have computed are
determined by taking all of the underlying item cat-
egories (for which information is currently available)
and simplistically assuming that a dealer at year-end
would have an inventory mix of one-of-each. These
simplified, one-of-each inflationindexes may be used
in year-end projections as a substitute for some other
arbitrary or assumed inflation rate (like 1%, 2% or
3%) or by some other guesswork.

Warning. Our database is not entirely complete
at this time because not all manufacturers have
made their information available as we go to press.
Notwithstanding this limitation, some readers have
found our one-of-each results to be useful in estimat-
ing LIFO reserve changes or in comparing their
results with ours. The detailed analyses for each
make are on pages 24 to 31.

-
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Reasonable Estimates. If you're going to reflect
an estimate of the LIFO change for the yearin a year-
end Income Statement, that estimate should be a
reasonable estimate in order to satisfy the IRS guid-
ance found in Revenue Ruling 97-42.

Unfortunately, no one really has any idea of what
the IRS will accept as reasonable...or reject as
unreasonable. So be careful, and save your projec-
tion calculations just in case the IRS ever wants to
see them.

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

The Best Way. A more accurate way to project
LIFO changes is to input all of the dealer’s invoices
on hand as of a date close to the end of the year. By
doing this, a more accurate weighted model mix is
factored into the year-end LIFO reserve change
projection. Inaddition, this process also factors inthe
actual average beginning-of-the-year item category
costs for all of the continuing models.

#6. IF YOU'RE TERMINATING LIFO FOR USED

VEHI A ‘ .
After last year’s used vehicle LIFO calculations were
run, big deflation hit many dealers' used vehicle LIFO
reserves. At that time, many dealers decided to
terminate their used vehicle LIFO elections effective
for the year 2002.

Other dealers, mainly those who had elected
LIFO for their used vehicles long ago, still had large
LIFO reserves ... though they were gradually being
whittled down by deflation. These dealers decided to
stay on LIFO at least through 2002 and wait and see
what 2003 will bring.

Well, it looks like 2003 is bringing more deflation
for used vehicle LIFO inventories. Consequently,
those dealers who stayed on one more year are more
likely now to terminate their used vehicle LIFO elec-
tions for 2003.

For these dealers, we should repeat the caution
expressed previously regarding the timing of the
filing of Form 3115 for permission to make this
change.
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There is some fine print you don't want to over-
look if your dealer wants to terminate his LIFO
election for used vehicles (while staying on LIFO for
new vehicles) if that dealer recently elected to use the
Alternative LIFO Method for Used Vehicles. Termi-
nation of the Used Vehicle LIFO Election cannot be
made after the end of the year Under Rev. Proc.
2002-9. Instead, permission to make that change
must be requested before the end of the year by the
filing of Form 3115.

The problem lies in the limitations to the applica-
tion of Rev. Proc. 2002-9 in certain situations. If the
overall LIFO election were made within the last 5
years or if changes within the same method were
made within the last five years, Rev. Proc. 2002-9
would not apply and the requirements of Rev. Proc.
97-27 would have to be followed.

If the dealer has been on used vehicle LIFO for
more than 5 years, but the dealer recently changed
to the Alternative Used Vehicle Method (say, in 2001
when this safe-harbor method first became avail-
able), it appears that the termination of the used
vehicle LIFO election desired for the year 2003
cannot be made as an automatic change without
advance approval afteryear-end. Instead, this change
would have to be applied for by filing Form 3115 with
the IRS in Washington, D.C. before December 31
under Rev. Proc. 97-27.

The second sentence of Sec. 4.02(6) of Rev.

Proc. 2002-9 states that “a change in method ... does

not include the adoption of a method of accounting ...
in the first year in which the taxpayer has the itemto
which the method of accounting relates.” Although
the term item has a whole lot of meanings, and some
of them are pretty broad or seem pretty strange, it
may be difficult (or impossible) to interpret the term
item under these circumstances in a way that would
permit the dealer to automatically terminate the used
vehicle LIFO election for the year 2003 under Rev.
Proc. 2002-9 (i.e., without the advance filing before
year-end and waiting for IRS approval).

For permission to make this change to terminate
LIFO for used vehicles, it is our understanding that
although the dealer has to file before the end of the
year, the IRS is not requiring the payment of a user
fee in connection with these change requests. 3k
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December __, 2003

Dear Dealer / CPA:

Re: ABC Dealership, Inc.
Possible Change in Methods of Accounting
For Trade Discounts and for Advertising Fees & Expenses
Effective for Calendar Year 2003

It appears that ABC Dealership, Inc., would benefit greatly by changing its method of accounting for trade
discounts (floorplan assistance payments) and for advertising fees and expenses. The schedule enclosed, reflecting
December 31, 2002 inventory information, estimates that the one-time, 100% fully-deductible-in-the-year-of-change,
Section 481(a) adjustment for the dealership if it makes this change for 2003 would be at least in the range of $80,000

to $87,000.

You can obtain a better estimate of this potential Section 481(a) adjustment/deduction for 2003 by going to
www.greenoutsourcing.com. It takes only a few moments to enter the basic data, and you will immediately have a more
“accurate projection ... at no cost. Alternatively, you can call me at the number above or Todd Boren at Green Financial

Outsourcing Solutions at (214) 350-8197.

We have been actively involved with many dealerships and CPAs during the year assisting them in making the
appropriate changes in accounting method. For dealers on LIFO, the most beneficial aspect of making these changes is
the fact that they receive a significant income tax deduction in the year of change as.a result of making these changes.

At the AICPA Auto Dealership Conference in San Antonio in October, I devoted a portion of my presentation on
LIFO discussing the fact that many dealers are not properly recording trade discounts in accordance with the
Regulations and Revenue Ruling 84-41. This holds true regardless of whether or not the dealership is using LIFO to

value its new vehicle inventories.

I have written extensively on these changes in accounting method in the September 2003 issue of the LIFO
Lookout. If you are not thoroughly familiar with the tax requirements and ramifications of this matter, you should find
out more about it before December 31, 2003. You can see the information from the first page of the September 2003
LIFO Lookout on our web site at www.defilipps.com.

Here are two of the key client management issues that were included as part of the 2-page Practice Guide checklist
in the LIFO Lookout.

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

changes at this time? ’
2. [J Regardless of how the client/dealer feels about the accounting for trade discounts, what is the Firm’s
position, liability and/or responsibility for not changing to the correct 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?)

Another related point is that if the dealer resists making this change ... despite the fact that he receives a
significant benefit from doing so ..., you or your CPA firm may be signing an income tax return that reflects inventory
values that have not been reduced for trade discounts in accordance with the Regulations. As a result, technically, the
dealership’s income tax return is required to include a special form, Form 8275-R, to indicate that the tax return reflects
a method of accounting that is not authorized by the income tax regulations.

If your schedule permits, we should talk about this fairly soon since all of this requires action, and in some cases,
certain filings with the IRS before December 31.

Sincerely,

Willard J. De Filipps, CPA

Photocopying or Reprinting Without Permission Is Prohibited A Quarterly Update of LIFO - News, Views and Ideas
4 December 2003 De Filipps' LIFO LOOKOUT Vol. 13, No. 4




Looking Back, Sideways & Forward

LIFO AT 30

WILLARD J. DE FILIPPS, CPA

AICPA NATIONAL AUTO DEALERSHIP CONFERENCE
SAN ANTONIO, TEXAS - OCTOBER 23, 2003

Page 1 of 6

Background & Perspective: Major Developments Along the Way

0w p

Measuring and estimating inflation ... CPAs lead, IRS follows

The turbulent 80’s
Alternative LIFO Method for New Vehicles

1. Compromise on computations all the way around ... IRS, NADA, dealers, CPAs
2. Originally, published as Revenue Procedure 92-79 ,
3. Superseded by Revenue Procedure 97-36 ... identical in content, just removed all transition rules

D. Controversy over LIFO financial statement “conformity” for auto and truck dealerships

1. Various conformity requirements
2. Dealer financial statements required to be submitted each month in prescribed formats to the manufacturer /

Factory ... held to be subject to year-end LIFO conformity requirements because they were statements

submitted “for credit purposes”
3. The issue surfaces in 1994 ... at the first AICPA National Auto Dealership Conference

4, Eventual “resolution” in 1997

a.

Revenue Procedure 97-44

(1) Penalty tax for past conformity violations

(2) Penalty computed as 4.7% of LIFO reserve as of Dec. 31, 1996 (for calendar year taxpayers)

(3) Paid in three equal installments

(4) Subsequent IRS enforcement ... very disappointing

Revenue Ruling 97-42

(1) IRS guidance requires that an adjustment for LIFO must be reflected somewhere in the dealer’s
year-end income statement, but it does not mandate where the adjustment should be reflected (i.e.,
in cost of goods sold section ... or in other income or other deductions)

(2) Reasonable estimate of change for the year may be used

(3) Fiscal year dealerships only have to reflect LIFO change once per year

E. Parts & Accessories ... Mountain State Ford, and the use of replacement cost for valuing parts inventories

1. The use of the replacement cost method for valuing parts-type inventories was disallowed by the Tax Court
in Mountain State Ford Truck Sales, Inc. v. Comm. 112 T.C. No. 7 (March, 1999) ’

a.

The taxpayer’s appeal to the US Court of Appeals for the Tenth Circuit was rendered moot by the IRS
issuance of Rev. Proc. 2002-17

2. Revenue Procedure 2002-17

Generally, effective for taxable years ending on or after December 31, 2001

a.
b. Resulted, in part, from NADA efforts to try to compel IRS/Treasury to provide relief
¢. Provides safe harbor accounting method for dealers’ parts and accessories inventories
(1) Must be based on end-of-year quantities and mix (not interim)
(2) Must include all items - not only a sample
d. Allows dealers to approximate actual cost of parts inventory items by using replacement cost method
based on end-of-the-year prices taken from manufacturers’ price lists
f  Automatic consent to change to this method was granted in almost all cases
g. Rev. Proc. 2002-9 is modified to include this change as an automatic change in Appendix Sec. 10.02
(Continued)
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WILLARD J. DE FILIPPS, CPA - OCTOBER 23, 2003

Page2 of 6

Background & Perspective: Major Developments Along the Way (continued)

E.

Parts & Accessories ... MSFTS, and the use of replacement cost for valuing parts inventories ... (continued)

3. Action/Form 3115 filings necessary to conform
a. In many situations, no action was required ... dealers would just continue doing what they had been
doing in the past
b. Other situations where filing Form 3115 was required (in contrast to “do nothing” situations)
4. For some dealers, easiest way out (or better advice) was to convert to IPIC method for parts and skip all of

the Rev. Proc. 2002-17 requirements
Alternative LIFO Method for Used Vehicles ... Rev. Proc. 2001-23

1. Methodology (sub-elections and computations) patterned after Alternative LIFO for New Vehicles
2. Appropriate modifications are included to reflect difference in nature of used vehicles

LIFO develops its own legal vocabulary in the Courts

1. Wendle Ford ... definition of an “item” for LIFO repricing computation purposes

2. Hamilton Industries ... method of accounting implications with corresponding Section 481(a) adjustments
negate statute of limitations by making adjustments in the earliest open year ... “clear reflection of income”
standard ... Statute of limitations never runs on timing/methods of accounting

3. Amity Leather Products ... LIFO should not result in a deduction for factors other than inflation (such as

technological change, inventory mix, etc.)
4. Consolidated Manufacturing, Inc. ... expanding reasons for terminating LIFO elections beyond those listed

in Revenue Procedure 79-23
5. “Link-chain, index” methodology ... is it really necessary to be technically correct on this matter?

a. “Repricing” versus “Double-extension”
b. “Sample” vs. “Representative portion”

The real service - and practice opportunities - for dealers on LIFO

1. Projections of year-end changes in LIFO reserves and related planning
2. Understanding, reconciling and explaining (projected) LIFO reserve changes

New & Used Vehicles - antemgoragz LIFO Issues

A

C.

New vehicles

1. Item categories - multiplying like rabbits

2. How far do you have to go in determining “item categories”?

3. Use of shared model codes by some manufacturers make reference to VIN numbers inappropriate ... must
use most detailed level of description provided by manufacturer

4. “New Items” lists .... None of which are “Official”

S. Crossover vehicles ... should there be a third pool?

There’s also a “half-LIFO” for new vehicles ... i.e., use of Bureau of Labor Statistics / IPIC Method ... Short-
changes the dealer ... BLS determines new vehicle inflation to be approximately 1/3 to 1/2 of amounts computed
under regular calculations because it makes all kinds of “qualitative” adjustments

Used vehicles

1. Basic issue: LIFO in deflationary periods ... many dealers are terminating (or have recently terminated)

these elections
2. Cost determinations ... specific rules are provided in the Rev. Proc. for determining cost of used vehicles

(Continued)
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Page 3 of 6

New & Used Vehicles - Contemporary LIFO Issues (continued)

C. Used vehicles ... (continued)
3. Use of Official Used Vehicle Guides, change in accounting method implications
4. Impractical requirements ... double-checking the Official Used Vehicle Guides for platform changes
5. Problematic language for “permitted” methods when terminating used vehicle LIFO elections
D. Determining “cost” of vehicles ... To change or not to change? ... that is the question
1. Trade discounts/manufacturer financing incentives
2. LIFO implications of selectively changing accounting methods
a. Section 481(a) adjustment is required ... negative Sec. 481(a) adjustment taken 100% in the year of change
b. LIFO indexes as of the beginning of the year of change must be restated
3. Automatic change, can be made after year-end by filing Form 3115 with the tax return
4. Distinguishing CAMs for advertising fees and expenses (non-automatic changes) from changes for trade
discounts
Reserve Recapture Issues ... Minimizing Recapture of LIFO Reserves when Changing Entity Form
A. Special problems for Oldsmobile dealers being phased-out by GM and for other dealers in transition
1. Different results depending on LIFO methods used: Alternative LIFO, IPIC, other methods
2. Vertical slice approach discussed in LTR 199920001 could be analogous
3. LTR 199911044 ... Although favorable to the auto dealer using the Alternative LIFO Method, the LTR
involves a very simple fact pattern ... Leaves a lot of “wiggle room” in it for the IRS, but at the same time,
also leaves a lot of “wiggle room” in it for certain dealer situations
B. Acceleration of repayment of LIFO reserves in other situations
1. Vertical slice approach ... LTR 199920001 doesn’t involve an auto dealer, but it could be analogous
C. Section 1363(d) recapture of LIFO reserve where C corp. changes to S status
1. Revenue Procedure 94-61 provides guidance
2. Tax attributable to LIFO reserve is recaptured and repaid over 4 years ... basis is stepped-up
3. LIFO election is not terminated by change to S status ... LIFO election remains in effect
4. Special collapsed layer is created which combines all prior years’ LIFO layers into a single layer ... Note:
this does not involve a rebasing of all the prior year layer indexes
5. Tax versus financial accounting treatment for LIFO computations for S years
6. Other special problems
D. Section 351 Transfers and Section 721 Transfers
1. Regs (under IPIC) now allow the dealer to treat the year of transfer as a new base year ... This allows dealer
relate (or index) the current year cost against the prior year’s costs ... so that dealer does not lose all of the
LIFO benefits realized before the Section 351 or Section 721 transfers.
E. Legitimate dealership restructuring not subject to LIFO recapture ... Coggin Automotive Corporation

1. $4.8 million LIFO reserve recapture issue upon restructuring of consolidated automotive group
2. Tax Court (115 T.C. 349 [2000]) upheld IRS and required recapture upon restructuring of consolidated

automotive group .
3. Appeals Court, reversing the IRS and the Tax Court, did not require recapture of LIFO reserves

(89 AFTR2d 2002-2826 [CA-11, 2002])
(Continued)
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I Reserve Recapture Issues ... Minimizing Recapture of LIFO Reserves ... (continued)

E.

F.

Legitimate dealership restructuring not subject to LIFO recapture ... Coggin Automotive Corp. ... (continued)

4. Letter Ruling 9716003 is precursor to the case in the Tax Court
5. Special cautions for current restructurings
a. “Anti-abuse” of aggregation theory partnership regulation ... Reg. Sec. 1.701-2(¢) ... effective for

transactions aftér Dec. 29, 1994
b. IRS may choose to contest similar transactions in jurisdictions outside of the 11" Circuit ... i.e., in states

outside of Florida, Georgia and Alabama
c. Bestadvice: Dealers should consider requesting a ruling from the IRS before undertaking restructuring

transaction(s)
No LIFO reserve recapture where S Corporation contributes auto dealerships’ LIFO inventories to a newly-
formed limited liability company ... LTR 200123035

Iv. S Corporation OSub Groups ... Integrating LIFO Opportunities and Avoiding Pitfalls

A.

C.
D.

Tax returns, LIFO elections & election terminations

1. Overall combination of assets, per statute. Nothing in the instructions indicates what to do
2. NoIRS formal guidance on how to combine all assets of Qsub group

a. Initial LIFO elections ... Do all QSubs have to be on LIFO?

b. Terminating LIFO elections for QSub members

LIFO calculations, pooling & reserve recapture implications

1. Should each Qsub’s inventory constitute a separate pool?

2. Iseach Qsub a “separate trade or business?”
a. If so, separate pooling implications.
b. Resolution may depend on whether the Qsub is operated as a “separate trade or business”

3. If, in initial return, all LIFO inventories of all Qsubs were combined, that approach obviously provides
greater protection against reductions in inventory resulting in LIFO reserve recapture
a. Method of accounting and change in method of accounting implications

4. How Qsub inventories have been treated in the initial S corp. return filed to include the Qsubs could have
“method of accounting” implications

5. To date, the IRS has not issued any instructions or guidance on these LIFO/pooling inventory questions.
Accordingly, there is no official IRS position requiring that Qsub inventories should be treated separately

It is important to consider all of this before filing the first income tax return for the S corp.

Under Reg. Sec. 1.1361-4, if S corp. makes a valid Q-Sub election with respect to a subsidiary, the subsidiary is
“deemed to have liquidated into the S corp.” ... Carryover of LIFO layers, merger of layers under Sec. 381(c).

V. Changes in Accounting Methods: Rules & Guidelines Updated in 2002

A. Voluntary Changes - Automatic

1. Now covered by Rev. Proc. 2002-9 ... superseding Rev. Procs. 9949, 98-60, 97-37

2. Basically, taxpayers making automatic changes are not under audit

3. Generally, a Section 481(a) adjustment is not required where the method changes involve LIFO inventories

.. instead, use of the cut-off method is permitted
4, Form 3115 is filed after the year end as part of the income tax return for the year of change
A copy of Form 3115 must also filed with the IRS National Office
(Continued)
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V. Changes in Accounting Methods: Rules & Guidelines Updated in 2002 (continued)
A. Voluntary Changes - Automatic ... (continued)

S.

oo o

Special dealership applications

a. Electing IRS-approved safe harbor LIFO calculation methods

(1) New vehicles ... Rev. Proc. 97-36: Altemative LIFO Method for New Vehicles
(2) Used vehicles ... Rev. Proc. 2001-23: Used Vehicle Alternative LIFO Method
For voluntary LIFO election terminations see V1. below

Certain IPIC (Inventory Price Index Computation) method changes

Determining the cost of used vehicles purchased or taken as a trade-in

Including and/or excluding certain other items or costs from inventory

(1) Trade discounts, floorplan assistance, etc. ... Section 481(a) adjustment is required
f. Changes in methods for determining inventory costs capitalized under Section 263A

B. Permission-Required Changes

1
2.
3.
4

Now covered by Rev. Proc. 2002-19 ... Modifying Rev. Proc. 97-27

General rules & discussion ... see V.A.2. and V.A.3. above

Form 3115 must be filed with the IRS before year-end. Payment of a user fee is required
Special dealership applications

a. Advertising fees and expenses ... Section 481 (a) adjustment is required

C. IRS Audit-Initiated ... (Involuntary) ... Method Changes

1.

2.
3.

4,

Involves changes in accounting methods that are made on audit by the IRS and whether the taxpayer - or the
IRS - is bound / required to follow that accounting method in succeeding years.

Now covered by Rev. Proc. 2002-18

Superseding a proposed Revenue Procedure that was included in Notice 98-31 which would have required
Section 481(a) adjustment to be picked up 100% in earliest open year

General rules & special dealership applications

D. Form 3115: Current Revision (as of October 21, 2003) is dated May, 1999

1.
2.
3.

Form required to be filed when requesting IRS permission to make a change in accounting methods
General filing timing requirements ... automatic vs. changes requiring advance approval
Other filing experiences with the National Office

VI Voluntary Termination of LIFO Elections

A. Terminating all LIFO elections at the same time

1.
2.
3.

4.

Does not require advance permission from the IRS

Does not reqmre payment of user fee

Form 3115 is filed after the year end as part of the income tax return for the year of change
A copy of Form 3115 must also filed with the IRS National Office

Rev. Proc. 2002-9 superseding Rev. Proc. 97-27

(Continued)
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VL Voluntary Termination of LIFO Elections (continued)

B. Terminating less than all LIFO elections at the same time

1.

No longer requires advance permission from the IRS, nor payment of a user fee ... now permitted by Rev.

Proc. 2002-9 (Section 9.05) superseding Rev. Proc. 97-27, which previously treated this change as a change
requiring advance permission from the IRS :

Filing of Form 3115 is done after the end of the year of change as part of the income tax return for the year
of change. A copy of Form 3115 must also filed with the IRS National Office

IRS relaxed the rules ... Issues where terminating used vehicle LIFO election where taxpayer has changed
to the Alternative LIFO Method for Used Vehicles (Rev. Proc. 2001-23) or made other changes within the
last 5 years

Section 481(a) adjustment & spread periods ... positive adjustments ... negative adjustments

Problematic / Troublesome language in definition of “permitted method” of accounting required to be used
for inventory going off of LIFO

VII. Looking Forward: What Lies Ahead?

A. Basic considerations ...

1.
2.

Inflationary vs. deflationary price trends for new vehicles and for used vehicles
Changing value of LIFO interest-free loans/“permanent” deferrals due to lower interest rates affecting the

time value of money

. B. The real service - and practice opportunities - for dealers on LIFO

1.
2.

Projections of year-end changes in LIFO reserves and related planning
Understanding, reconciling and explaining (projected) LIFO reserve changes

C. Shortterm ... next 12 to 18 months or so

1.
2.

3.
4,

More terminations of used vehicle elections?
More changes in accounting methods to eliminate trade discounts and/or advertising fees from inventory

costs?
LIFO elections for motorcycle dealers
Conversion of parts inventories on LIFO to the IPIC LIFO Method

D. Long term ... Will Congress ever repeal LIFO?

vil.  Bibliography
A. A comprehensive, topical index listing articles discussing all of the developments referred to in this outline can
be accessed at www.defilipps.com (follow the “Publication” and “Index of Articles” links)
B. These articles have appeared in the LIFO Lookout from March 1991 through December 2002 ... Many of these
articles also include additional selected bibliographies

Willard J. De Filipps, CPA
Copyright, August 2003
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SPECIAL LIFO CHALLENGES:

CONFORMITY REPORTING REQUIREMENTS END
AND PROJECTIONS FOR YEAR-END PLANNING Bl

YEAR

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

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

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

see SPECIAL LIFO CHALLENGES, page 12

SPECIAL YEAR-END CHALLENGES FOR LIFO USERS

CONFORMITY REPORTING REQUIREMENTS

Basic LIFO Eligibility Requirements: “Conformity” is Only One ........cccccveeeeiveeenne et enen 12
Form 970 Questions Regarding Conformity ...........coceeoeeritininiinceieceee ettt 12
Conformity Requirements ... There Aré MaNY ..........cceverreiveeieeniceesrereieseeeesevetese s 12
Every Year, All of the Conformity Requirements Must Be Met...........ccocceeeiiiiiiniiiiciviceee 13
Traditional Financial Statements in Annual Reports Issued by CPAS ......cc.cccciieenivrceciieien 13
Dealership Year-End Statements Sent to Manufacturers/Supplier/Creditors ............coceeeeveuevveennee 14
Revenue Ruling 97-42: Disclosure Guidelines for Certain Dealers .......c.cccceeeveeevvierecceeeciieneeenin 15
Revenue Procedure 97-44: Limited Relief for Certain Dealers...........c.coooeveireicinniniicicc, 16

Special Interpretations Clarified Only for Auto Dealers ...
Violations Cannot Be Corrected Once Year-End Financial Statements Have Been Released .....17

How Some Businesses Get Around the LIFO Conformity Limitations .........c.cccoecmeenveiceenrncncnnns 17
INEEIIM FBPOMS ..eiiieeieit ittt eeiteeae s erseteaesrtteessasassesseesaaesttanatesassssnsesansssnsessessssnsssnssenssesesmsnsses 18
Other Cancerns: Insilco and SeCHion 472(0) ......ccoevriniiiiieiiitieiiieiee e e neeerees e e see s es 18
Concluding Conformity Warnings ........cccveieieerticenieineees e seneesentsseeresesse st e siesessengosesseeenens 18
YEAR-END PROJECTIONS FOR PLANNING PURPOSES
Year-End Projections for Statement Conformity or for Income Tax Planning Purposes ............... 18
PrOJECHON MEGRANICS «...ec.eo oo eeeseeee e sesaeseeseeseee s smseseass e sese s s eseesesseessesesseases e esesesesees 19
Understanding Why (Projected) LIFO Reserves Go Up or DOWN .....cc.coovvviveeiiciciceeeeecee 20
Working Out of Anticipated Year-End Liquidation or Decrement Situations...........cccccoccoviiviennnnnn 20
Sometimes the Ever-Vigilant IRS Reverses Year-End Liquidation Avoidance Measures ............. 22
A Warning About Aggressive Year-End Inventory Planning .......ccccccoeeiincineccccncincnnienieecnn 22

All Other LIFO Users Beware............. 16
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BASIC LIFO ELIGIBILITY REQUIREMENTS: .
“CONFORMITY” IS ONLY ONE

First: the bigger picture, of which conformity is
only a part. The IRS can disallow a taxpayer's LIFO
glection if it finds a violation of any one of four
eligibility requirements. The four requirements in-
volve cost, caonformity, consent, and the mainte-
nance of adequate books and records.

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

2. Violation of the financial statement re-
porting confarmity requirements for the
election year and all subsequent years
(Conformity).

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

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

TERMINATION ‘SlTUATIONS

During 1999, probably the most startling devel-
opment involving these eligibility requirements came
out of the Tax Court in Mountain State Ford Truck
Sales v. Commissioner. In this case, the Tax Court -
held that the use of replacement cost for valuing parts -
inventaries could notbe employed as a substitute for
actual costin connection with LIFO inventories ... nor
" for any other non-LIFO inventories.

If a violation of any one of the four eligibility
requirements occurs, the Internal Revenue Service
has the discretionary power to allow the LIFO elec-
tion—if it can be persuaded to exercise that power in
the taxpayer's favor. For example, Revenue Proce-
dure 79-23 reflects the position of the Service that a
LIFO election can be disallowed if the taxpayer fails
to maintain adequate books and records with respect
to the LIFO inventory and computations related to it.
However, if a taxpayer is able to reconstruct the
information necessary to calculate the LIFO inven-
tory amount properly, it may be possible to avoid
termination of the LIFO election for a violation of the
“books and records” requirement.

Revenue Procedure 79-23 (1979-1 C.B. 564)
states that in other circumstances where disputes
with the IRS arise over computational errors, incor-
rect pool selection or. item determination, or differ-
ences in the levels of costing inventories between
financial statements and tax returns - the IRS is not
autharized to terminate the taxpayer’s LIFO election.

Pholo::opying or Reprinting Without Permission Is Prohibited
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However, where the LIFO violations involve cost,
conformity, Form 970 consent matters or “inad-
equate books and records,” the Service usually looks
to invoke this more dramatic measure.

Revenue ‘Procedure 97-44, which allowed cer-
tain taxpayers with conformity violations to avoid.
termination of their LIFO elections by paying a 4.7%
penalty amount, should be regarded as a very limited
exception to the IRS general approach of terminating a
LIFO election whenever it uncovers an eligibility viola-
tion.

FORM 970 QUESTIONS

REGARDING CONFORMITY

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

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

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

CONFORMITY REQUIREMENTS...
THERE ARE MANY

There are many conformity requirements. They
exist as restrictions on a taxpayer's general desire to
pay lower taxes using a LIFO .method for valuing
inventories, while reporting more income to share-
holders or banks and other creditors using a non-

- LIFO method. To prevent this from happening, the

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

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

_..)
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mity requirements pose at least two general sets of
requirements:

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

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

n
=
wl
n
o
=
l—-

OF REQUIREMENTS

A taxpayer may adopt LIFO only if it has used no
other procedure than LIFO in preparing an Income
Statement or a profit or loss statement covering the
first taxable year of adoption. As noted previously,
for subsequent taxable years, similar restrictions are
imposed. However, the Commissioner has the dis-
cretion to allow a taxpayer to continue to use the
LIFO method even though conformity violations might
have occurred.

Accordingly, a LIFO reserve, no matter how
large, can be completely and abruptly last if careful
attention is not paid to the conformity requirements in
year-end, manufacturer-formatted financial state-
ments sentto the Factory/Manufacturer/Supplier...as
well as in the more conventional year-end state-
ments issued in report form by CPAs.

EVERY YEAR, ALL OF THE CONFORMITY
REQUIREMENTS MUST BE MET

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

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

Also, the expansion of the.conformity require-
ments to other classes of goods shouid not be
overlooked if a taxpayer is already on LIFO for one
class of inventory (such as new vehicles or equip-
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ment) and is considering extending LIFO to another
class of inventory (such as used vehicles, equipment
or parts). In this situation, the year-end Income
Statements should also reflect an estimate of the
LIFO reserve expected to be produced by extending
the LIFO election(s) to the additional classes of
goods under consideration.

TRADITIONAL FINANCIAL STATEMENTS IN
ANNUAL REPORTS ISSUED BY CPAs

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

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

The Regulations were liberalized in 1981 and
they now allow LIFO taxpayers to disclose non-LIFO
operating results in supplementary financial state-
ments, as long as those supplementary non-LIFO
financial statements satisfy two tests: First, they
must be issued as part of a report which includes the
primary presentation of income on a LIFO basis.
Second, each non-LIFO financial statement must

“contain on its face a warning or statement to the

reader that the non-LIFO results are supplementary
to the primary presentation of income whichisona-
LIFO basis. Accordingly, in CPA-prepared year-end
financial statements, a LIFO taxpayer’s results on a
non-LIFQ basis can be fully disclosed as supplemen-
tary information if both of these requirements are met.

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

see SPECIAL LIFO CHALLENGES, page 14
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' As a result of these “liberalizations” in the Regu-
lations in 1981, these LIFO confarmity requirements
should not present any major reporting problems for
reports issued by CPAs.

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

Many CPAs serving automobile dealerships are
now aware thatthe Regulationscontain several year-

end LIFO reporting restrictions which apply to the

specially formatted financial statements sentby auto
dealerships and other businesses immediately after
year-end to the Manufacturer/Supplier/Creditors.
Some of those CPAs who were not had a rude

awakeningwhen their (former) dealer clients—through. -

their attorneys—asked them to reimburse the dealers
for their payments of the 4.7% penalty “settlement
amounts” due under Revenue Procedure 97-44.

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

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

The Regulations further provide that a series of
credit statements or financial reports is considered a
single statement or report covering a period of opera-
tions if the statements or reports in the series are
prepared using a single inventory method and can be
combined to disclose the income, profit, or loss for

the period. See Reg. Sec. 1.472-2(e)(8). Ifonecan -

combine or “aggregate” a series of interim or partial-
year statements to disclose the results of operations
for a full year, then the last Income Statement must
reflect income computed using LIFO to value the
inventory.

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

The IRS National Office conflrmed dealers’ worst
fears‘durlng 1995 in LTR 9535010. In this Letter
Rulin calendar year dealership raised the confor-
mity question in the context of what happens when
the monthly statements, including the December
year-end ent, are not on LIFO'but the CPA
prepares an ted financial statements for the
dealership which d reflect LIFO.

Here, the taxpayars argument was that the
CPA's audited statements reﬂectmg LIFO were the
primary financial statements, while the monthly state-

“ments sentby the dealership to the manufacturerand

: .corporation were “supplementary state-
ments.” The IRS concluded that the dealer in LTR
9535010 had violated the LIFO conformity require-
ment because

1. The dealershlp used aninventory methad
otherthan LIFO in ascertaining itsincome
in the monthly financial statements,

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

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

4. The financial statements were riot within
any of the exceptions to the LIFO confor-
mity requirements that are provided in the
Reguilations.

IRS TESTS

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

In a companion letter ruling, LTR 9535009, the

- IRS “officially” restated its position with respect to a

dealer who reported for tax purposes using a fiscal
year. The IRS employed the same four-step analysis
as above to determine whether the fiscal year deal-
ership had violated the LIFO conformity require-
ments. In connection with the second “test” related

-
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Special LIFO Challenges
to whether the dealership’s financial statementto the
Factory ascertained the taxpayer's income for the
taxable year, the IRS noted that the year-to-date
. column information readily provides this computation
for the reader. Even without year-to-date accumuia-
tions on the face of the monthly Income Statement,’
any series of months could simply be added together
‘to reflect a complete 12-month period of anyone’s
choice.

LTR 9535009 states that the fiscal year dealer
taxpayer issued a financial statement (in January,
19xx) that ascertained its income for the entire prior
calendar year, and that calendar year statement is
considered a statement covering the “taxable year”
because it covers a 1-year period that both begins
and ends in a taxable year or years far which the
- taxpayer used the LIFO method. This is the IRS’
interpretation of Reg. Sec. 1.472-2(e)(2) which cov-
ers one-year periods other than a taxable year.

Warning. This would seem to be the position of
the IRS for all taxpayers whose fact patterns fall
under thé Regulation. Only the special and limited
relief afforded to certain dealers in Revenue Ruling
97-42 and Revenue Procedure 97-44 (discussed
next) saved some taxpayers fromthe consequences
of this narrow and harsh interpretation.

REVENUE RULING 97-42:
DISCLOSURE GUIDELINES
FOR CERTAIN DEALERS

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

Placement in the Income Statement LIFO
-adjustments must appear in the twelfth month In-
come Statement. However, they do not have to be
reflected in the Cost of Goods Sold section through
the inventary valuation accountsy As long as the
LIFO adjustments are reflecte: sa 'ewhere in the
determination of net income on. ome State-
ment, that conformity requirement \ '

Revenue Ruhng 97-42 makes'it" clear that if a
LIFO reserve adjustment is posted direc
retained earnings account and reflected:
dealership’s Balance Sheet, that treatment.of the '
LIFO reserve change will pot satisfy the conformity

requtrement
1997, it is thus imperative that the LIFO adjustmenta
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For years ending after October 14,

(Continued)
be properly reflected in the Income Statement pré-
pared for the last month of the year.

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

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

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

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

In other words, the IRS does not require the
- changein the LIFO reserve to be updated twice in the
fiscal year-end... calendar year-end sequence. The
IRS will permit a timing mismatch under these limited
circumstances. For example, in a situation where a
dealer has a September fiscal year-end and Decem-
ber (calendar) reporting year to the manufacturer: If
the dealer reflects the (reasonable estimate) change
in the LIFO reserve in the September monthly and
year-end statement, that dealer does not need to -
recompute and update a LIFO change for the three
month period from October 1 through December 31
and reflect a 3-month change in the December
statement.
The dealer may simply carry through the annual
LIFO reserve change effect reflected in the Septem-
ber fiscal year-end Income Statement without modi-

" fication in the December Income Statement. Note

that the December Income Statement must.reflect
the charge against income for the prior fiscal year-
end LIFO reserve change and that prior September
fiscal year-end LIFO reserve change should not be
reversed so that the December Statement of Income
does not reflect any LIFO reserve charge for the

- twelve month period ending December 31.

see SPECIAL LIFO CHALLENGES, page 16
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Special LIFO Challenges
REVENUE PROCEDURE 97-44: v
LIMITED RELIEF FOR CERTAIN DEALERS

Revenue Procedure 97-44 provided “relief” to
auto dealers whose year-end Factory statements
failed to satisfy the conformity requirements at any
time during a six-year “look-back” period. These
dealers were allowed to keep their LIFO elections if
they paid a 4.7% penalty/settlement tax based on the

amount of their LIFO reserves as of the last taxable
. year ended on or before October 14,1997 (i.e.,as of

December 31, 1996 for most calendar-year auto
dealers). These dealers were also required to satisfy

certain other conditions as terms of the settiement.

In Revenue Procedure 98-46, the IRS extended
this relief for similar conformity violations to all me-
dium and heavy-duty truck dealers, providing them
with a slightly different series of payments dates.

One of the major traps that practitioners and auto
dealers now face is in the lack of synchronization

between the language in Revenue Ruling 97-42:and
thelanguage in Revenue Procedure 97-44. Revenue

Ruling 97-42 applies to the issuance of statements to
a “credit subsidiary." In contrast, Revenue Proce-
dure 97-44 contains broader language in its scope

* (Section 3) referring to the providing “for credit pur-'

poses” ... of an Income Statement in the format
required by the franchisor.

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

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

. Different year-ends for book ‘and tax pur-
poses (fiscal years). LIFO conformity problems are
multiplied where a taxpayer has a different year-end
for reporting to a manufacturer, supplier, or creditor
(calendar year-Dec. 31) than the fiscal year it uses to
report for income tax return purposes and for other
financial statement reporting purpeses.

For these fiscal year taxpayers... other than auto
dealers and light, medium & heavy-duty truck deal-
rs... in order to satisfy another strict conforrnity
requirement, the full-year Income Statements must

reflect LIFO at the end of both twelve month annual .

reporting periods or years (Reg. Sec. 1.472-2(e)(2)).

This regulation states that the conformity rules
also apply to (1) the determination of income, prafit, .

or loss for a one-year period other than a taxable
year, and to (2) credit statements or financial reports
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that cover a one-year period other than a taxable

year, but only.if the-one-year period both begins and

endsinataxableyear or years for which the taxpayer
method for Federal income tax pur-
. i...in the case of a calendar year
taxpayer, the requirements...apply to the taxpayer’s
determination of income for purposes of a credit
statement that covers the: period October 1, 1981,
through September 30, 1982, if the taxpayerusesthe
LIFO method for Federal income tax purposes-in

- taxable years 1981 and 1982,

- Placement of LIFO change in the year-end
Statement of Income. In fighting with-auto dealers
over conformity, in 1994 the IRS informally indicated

1 the last monthly (i.e., twelfth) statement; the
LIFO adjustmen ad to be run through the Cost of
Goods Sold section (via the beginning-of-the-year '
and the end- of-the-yearmventoryvaluatlons) rather
than through an otherincome/deductions account...or
else dealers would not be in compliance with the
LIFO year-end conformity requirement. The IRS
subsequently retreated on this “placement” issue in
Revenue Ruling 97-42.

For LIFO taxpayers other than those dealers
indicated above, where and how the year-end LIFO
adjustment is placed on the Income Statement is still
critical. The IRS “only-through-Cost-of-Goods-Sold”
interpretation could result in countless LIFO election
terminations in situations where the (projected)
change in the LIFO reserve at year-end was placed
in some other section of the Income Statement, such
as with an Other Income or Other Deductions. For-
tunately, in Revenue Ruling 97-42, the IRS said (to
certain dealers only) that the LIFO adjustment could
be placed anywhere on the income Statement.

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

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

What should these businesses/taxpayers be told
about their LIFO elections? Are they subject to
retroactive termination of their LIFO elections at any
_ time, literaily at will, by the IRS? What responsibility
does the CPA practitioner have as preparer of the tax

return now that the IRS position has been more’

clearly set forth in Revenue Ruling 97-42?7 These are

the guestions that (should) haunt practitioners and

their clients today.

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

“What if year-end financial statements are issued

(in a hurry) and the conformity requirements have

been overlooked?

The position of the IRS is that once a year-end
" Income Statement has been issued or released on a
non-LIFO basis, that statement cannot be recalled
and corrected to reflect LIFO by the re-issuance of
statements satisfying the conformity requirement.
Furthermare, it then becomes discretionary with the
IRS Commissioner as to whether ar not the Commis-
sioner chooses to terminate the taxpayer's LIFO
election as a penalty for the violation.

The William Powell Company decision (81-1
USTC 11 9449) iliustrates one taxpayer's success (or
possibly good fortune) in avoiding termination of its
LIFO election when it came down to “all-or-nothing”
on this issue. This case, decided in 1981, involved
what would have been the termination of a LIFO
election made in 1973 because at the end of the first
LIFO year, the taxpayer had issued non-LIFO state-
ments and then later made a LIFO election when it
filed its tax return.

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

The taxpayer took the pasition that it had not
“used” FIFQ within the meaning of Section 472(c). lts
position with respect to Section 472(c)(2) was that
non-LIFO “woarksheets” were not used for “credit
purposes,” since the credit had been extended prior
to the delivery of the worksheets. The District Court
accepted the taxpayer's arguments. With respect to
Section 472(c)(1), Powell contended that use is
determined at the time of the LIFO election and that

A Quarterly Update of LIFO - News, Views and Ideas
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this election need not be made untll the taxpayer files
its return. At the time Powell eiected LIFO, itwasno
longer usingthe FIFO statements, inasmuch as they
had been recalled prior to the election and LIFO
statements had been reissued.

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

HOW SOME BUSINESSES GET AROUND
THE LIFO CONFORMITY LIMITATIONS

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

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

This allows some companies to use more pools -
...In one case, several hundred more pools... for
‘financial reporting purposes than for income tax
purposes. Others use link-chain or link-chain, index
(dollar-value) methods to lower LIFO income for tax
purposes, while they use double-exiension (dollar-
value) LIFO methads for financial reports. Still others
reconstruct long distant base prices for new items in
their tax return LIFO calculations while they price
new items at current cost in their financial state-
ments. These companies enjoy the best of both
warlds without violating the fine print of the “confor-
mity" requirements.

see SPECIAL LIFO CHALLENGES, page 18
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Based on the foregoing, we continue to question
the wisdom of the advice given by Wall Street to
dealer groups going public in connection with termi-
nating their LIFO elections. How many millions of
doliars of LIFO deferral tax savings have been thrown
away needlessly in exchange for the perceived ben-
efit of higher earnings per share and hopefully higher
market valuations? The significant—if not Draco-
nian—penalties the investing marketplace exacts from
businesses that miss their earnings per share projec-

- tions by even a penny suggest that sacrificing real
millions of LIFO tax deferral dollars “just for show”
can be costly, if not aimost unnecessary.

INTERIM REPORTS

Interim reports covering a period of operations
that is less than the whole of a taxable year may be

issued on a non-LIFO basis without violating the-

LIFO conformity requirement for tax purposes. The
Regulations are completely clear and unambiguous
on this point. Although generally accepted account-
. ing principles may present some difficulties in this
regard, the Income Tax Regulations clearly do not.

OTHER CONCERNS: INSILCO & SECTION 472(qg)
For another example of how seriously the Trea-

sury/IRS polices the LIFO canformity requirement,

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

In upholding the taxpayer in Insilco, the Tax
Court told the IRS that if it didn't like the result, it
should get Congress to change the law. And that's
exactly what the IRS/ Treasury did! After its loss, the
Treasury persuaded Congress to change the law
(which itdid by adding subsection (g) to Section 472)
sothat taxpayersin the future couldn'tget around the
conformity requirement the way Insilco had.

Section 472(g) provides that all members of the
same group of financially related corporations shall
be treated as one taxpayer for purposes of the
conformity provisions of the Internal Revenue Code.
For purposes of these provisions, affiliated groups
are determined by using a lower 50% ownership
threshold (than 80%). Furthermore, Section
472(g)(2)(B) provides that any other group of corpo-
rations which consaolidate or combine for purposes of
financial statements...shall be treated as one tax-
payer for purposes of the conformity provisions.
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- CONCLUDING CONFORMITY WARNINGS

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

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

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

The IRS position is that there is no limit on its
ability to go back to gny prior year...no matter how far
distant...to terminate a LIFO election because of a
violation of any one of the many conformity require-

- ments discussed above.  The IRS supports its argu-

mentby reminding taxpayers that they have explicitly
agreed to this result right on the Form 970 (in Part 1)
that they included in their tax returns when they
elected LIFO!

The only exception to this is the IRS’ uncharac-
teristic and somewhat voluntary self-imposed limita-
tion in 1997 for certain retail auto and truck dealers.
Consequently, LIFO users cannot be too cautious or
careful in dealing with conformity matters.

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

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

A Quarterly Update of LIFO - News, Views and Ideas
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Projections for income tax planning pur-

poses. |t is unrealistic to attempt any serious
planning for a business that uses LIFO without first
‘projecting the change in the LIFO reserves for
year-end.

Make projections early. These projections
should be made early enough so that management
can consider not only the financial impact of what is
likely to happen, but also whether legitimate steps,
motivated by sound business reasons, can be under-
taken to praduce a result different from that shown by
the projections.

"One thing is certain: After year-end, it will be too
late to change the results that might have been
avoided by proper planning with adequate timing.

Even if It is concluded that nothing can be done
to avoid the LIFO reserve payback consequences, It
is far better to know the extent of the impending “hit”
so that other buffering actions can be taken, than itis
to be caught entirely off-guard or without any idea of

(Con

ed)
PROJECTION MECHANICS

Praojecting year-end changes in LIFO reserves
need notbe too difficult nor time-consuming. Making
these LIFO reserve change projections involves only
two estimates: (1) the ending inventorylevel, and (2)
the overall inflation percentage for the year.

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

- Beginning-of-the-yearinventory expressedin total
dollars and in base dollars,

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

+  Method used forvaluing currentyearincrements,

and

~«  Cumulativeinflation index as of the beginning-of-

the-year.

The computation of the projected change in a
LIFO reserve is made by plugging in the estimates of

how large the LIFO reserve recapture is going to be.

(1) the year-end inventory level and (2) the current
year's rate of inflation or inflation index ... and then
“warking backwards", These steps are detailed below.

(5)

PROJECTION MECHANICS

(6)
7)

(8)

" index times (i.e., multiplied by) the beginning-of-the-year cumulative index,

Determinethe cumulative index as of the end-of-the-year—this is the estimated current year mfl ation

Divide the end-of-the-year estimated (or, if known, actual) inventory dollars by the year-end
cumulative index—to determine the end-of-the-year inventory stated or expressed in base dollars,
Compare the end-of-the-year inventory expressed in base dollars with the beginning-of-the-year
inventory stated in base dollars to determine whether there is an increment or a decrement projected
for the year,

Value the projected increment under the method already selected for valuing increments on Form
970, item 6(a).

Alternatively, if a decrement is projected for the year, carry back the decrement (expressed in base
dollars) against prior years' increments (also expressed in base dollars) on a LIFO or reverse-
chronological-order basis. This means that the most recent/last layer built up is the first ane
eliminated, and then prior years' layers are eliminated in reverse-chronological order. In otherwords,
adecrementin 1999 is carried back first againstany 1998 increment, then against 1997, then against
1896, then against 1995, etc. until the entire amount of the 1999 decrement (expressed in base
dollars) has been fully accounted for. In some instances, a decrement may end up bemg carried all
the way back to the original first LIFO year base layer.

Add all the resulting layers of inventory at their respective LIFO valuations to get the end-of-the-year
inventory stated at its LIFO valuation,

Subtract the ending inventory at its LIFO valuation from the ending inventory at its actual or
estimated current non-LIFO costto determine the projected LIFO reserve as of the end-of-the-year,
Subtract the actual LIFQ reserve as of the beginning-of-the-year from the projected LIFO reserve
as of the end-of-the-year. The result determined in this final step is the estimate of the change in
the LIFO reserve for the year.

Reconcile and prove out the projected changes to understand why the reserve is going up ar down.

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

Taxpayers using LIFO are often surprised when
they find out that even though their year-end inven-
tory levels are projected to be lower than they were
at the beginning-of-the-year, their LIFO reserves are
expected to increase. And often these increases are
very large.

In many instances, the net change in the LIFO
reserve for a year is the result of complementing or
offsetting price and inventory investment payback factors.
Upward influences...causing increases
» Price increases ...inflation.

- Quantity increases, if a dual index method-
ology/approach is used.

Downward influences...causing decreases

« Price decreases ...deflation.

- Decreasesininventoryinvestmentlevels—
i.e., pay-backs of previously built-up LIFO
reserves to the extent necessitated by the
carryback of a current year quantity de-
crease (referred toas “decrements”) against
increases (“increments”) built up in prior

years. But see the qualification below
where negative LIFOreservesareinvolved.

2
o
O
-
O
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CHANGE

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

However, that liquidation or decrement may not
necessarily cause, or resultin, any pay-back of some
or any of the LIFO reserve at the beginning-of-the-

. year. Whether or not there is a “pay-back” depends
on how the prior year layers were built up over time
and how they were valued for LIFO purposes.

For those who want more mechanical analysis,
see: “Why Do Some LIFO Reserves Go Up Even
Though Inventory Levels Go Down?” in the March,
1892 LIFO Lookoutand “Anather Rebasing Example
- With Proofs: Why LIFO Reserves Go Up Even
Though Inventory Levels Go Down and Despite
Rebasing Indexes to 1.000 in Between™ in the June,
1993 LIFO Lookout.

Also, for those who are interested in pay-back
mechanics where negative LIFO reserves are in-
volved, see “Strange...But Explainable...Results from
the Wacky World of Negative LIFO Reserves,” in the
December, 1998 LIFO Lookout. This article, with

extensive supporting schedules, analyzes whatmight .

=K
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otherwise be unanticipated results where negative
LIFO reserves are involved, and even qualifies the
generalization above that decreases in inventory
investment levels cause or result in decreases in
LIFO reserves. :

WORKING OUT OF ANTICIPATED YEAR-END
LIQUIDATION OR DECREMENT SITUATIONS

When a liquidation or decrement situation is
anticipated, the starting point is to calculate the pay-
back potential from a series of reduced inventory

. levels. In other words, as the year-end inventory

drops, how much more (or less) is the LIFO reserve
going tochange? These calculations determine what
the real LIFO recapture vuinerability will be as the
anticipated current-year's decrement is carried-back
on a LIFO basis against the prior LIFO layers that
have been built up over the years.

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

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

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

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

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

-
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If a business using LIFO is trying to avoid a
significant year-end reserve reduction, steps to in-
crease the inventory level should be completed and
documented before year-end. These actions shouid

" be considered only if they make sense from a busi-
ness standpoint, after considering carrying costs,
insurance, expected ability to sell the additional
inventory and the possibility of challenge by the IRS.

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

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

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

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

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

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

Under the Alternative LIFO Method, all new
automobiles, regardless of manufacturer, including
those used as demonstrators, must be included in a

A Quarterty Update of LIFO - News, Views and Ideas
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dollar-value LIFO pool, and all new light-duty trucks
regardless of manufacturer, must be included in
another separate LIFO pool. Thus, the Alternative
LIFO Method would appear to contemplate all new
automabiles being placed in one pool, regardiess of
manufacturer. Accordingly, a GM dealer who has
other non-GM franchises in the same selling entity as
the GM franchise(s) mighttry to stock up onthe non-GM
new vehicles to the extent possible. '

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

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

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

- stances?

In TAM 199911044, the IRS gave some indica-
tion of its interpretation of the “for each separate
trade or business” language. In this TAM, the
National Office allowed an auto dealer tokeep all new
autos in one poal and all new light-duty trucks in a
separate pool, even though that dealer was invalved
with two manufacturers, five franchises and three
locations, all of which were in the same city. Formore
on this TAM, see “Automobile Dealer with Multiple
Franchises & Locations Can Use One Pool for all
New Cars,” LIFO Lookout, June 1999.

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

5. Dealers with muitiple franchises in different
entities should make similar LIFO recapture impact
calculations for all their LIFO pools in all entities... to -
determine whether a shifting of inventory from one
entity to another, if feasible, might create a favorable

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

REVERSES YEAR-END

‘LIQUIDATION AVOIDANCE MEASURES

In 1996, the Tax Court observed that taxpayers
often “desire a higher base-year cost of ending
inventory in a given year to avoid liquidating a LIFO
layer, causing a match of historical costs against
current revenues” (see E. W. Richardson, Tax Court
‘Memo Decision 1996-368). The Court's observation
was made in the context of three other cases and
Revenue Ruling 79-188. All of these collectively
stand for the proposition that the IRS may success-
fully overturn and even penalize year-end inventory
transactions that are solely LIFO-benefit motivated.

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

2. [llinois Cereal Mills, (86-1 USTC 9371 af-
firming T.C. Memo 1983-469, Dec. 40,342(M), 46
TCM 1001, August, 1983). Legal ownership of the
goods did notjustify inclusion in the taxpayer'sinven-
tory because the taxpayer did not intend to use the
corn in its milling business.

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

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

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

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

Photocopying or Reprinting Without Permission Is Prohibited

(Continued from page 21)

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

4. The specific mechanics of taking possession
and title prior to reselling the inventory should alsobe
considered. But note, even doing all this legally did
not stop the IRS in /llinois Cereal Mills.

TAM 9847003 provides more recent evidence of
how closely the IRS scrutinizes year-end inventory
levels and transactions. In this case, the IRS con-
cluded that an affiliated group had engaged in inven-
tory-level manipulation stating: “The Group simply
used Y (one affiliated member) as a purchasing and
holding company so that it could manipulate the
quantity of goods in X's (anather affiliated member)
ending inventory, thereby artificially inflating X's cost
of good sold ... This purchasing arrangement was
designed to artificially reduce the Group’s taxable
income and avoid taxes;. it had no independent
purpose ... Although papers were drawn up to place
formal ownership with Y, the objective economic
realitiesindicate that X had effective command overthe
Y purchases." Accordingly, the IRS National Office
concluded that X was the owner of the Y purchases
and should have included them in its inventory.

In this TAM, the IRS pursued the adjustment to

- correct the year-end inventory levels through the

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

A WARNING ABOUT AGGRESSIVE
YEAR-END INVENTORY PLANNING

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

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

A Quarterly Update of LIFO - News, Views and !deas
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PAGE: 1 DECEMBER 19, 2003
MODELATEM CATEGORY INFLATION SURVEY .
FOR QUICK, ONE-OF-EACH, LIFO ESTIMATES
DEALER COST FOR THE YEAR ENDED 12/31/03

INFLATION ESTIMATE REPORT BY MAKE
BASED ON INFORMATION AVAILABLE
POOL #1 POOL #2
NEW NEW
AUTOMOBILES  L-DTRUCKS

ACURA 0.12% 1.78%

AUDI 0.98% 0.00%

BMW 0.33% 2,63%

BUICK 2.09% 052%

CADILLAC 1.71% 1.08%

CHEVROLET 1.19% 2.26%

CHRYSLER 1.71% 2.30%

DODGE 2.15% 251%

FORD 057% 1.56%

GMC TRUCKS 0.00% 331%

HONDA 0.90% 0.43%

HUMMER 0.00% 1.50%

HYUNDAI 325% 1.98%

INFINT! 0.95% 0.00%

ISuzU 0.00% (1.50)%

JAGUAR (012)% 0.00%

JEEP 0.00% 213%

KIA 0.88% 3.17%

LAND ROVERRANGE ROVER 0.00% (11.87% -

LEXUS (0.20)% 0.66%

LINCOLN (0.29)% 1.25%

MAZDA 0.70% 4.16%

MERCEDES 1.40% 2.75%

MERCURY 1.30% 1.88%

MINI 0.12% 0.00%

MITSUBISHI 0.66% 0.79%

NISSAN 1.37% 151%

OLDSMOBILE 1.90% 1.26%

PONTIAC 1.18% (123)%

PORSCHE 0.00% 0.00%

SAAB (004)% 0.00%

SATURN (039)% 3.87%

SCION 0.00% 0.00%

SUBARU 1.75% 0.62%

SUZUKI 1.05% 2.18%

TOYOTA 0.08% 0.48%

VOLKSWAGEN 2.83% 0.00%

VOLVO (021)% 2.35%

Complete 2004 intro price information is not currently available for all models.

Accordingly, some inflation indexes exclude certain item(s) for which 2004 information is missing.

New items are repriced at cuent cost — i.., no inflation.

Source: W. J. De Filipps’ Make/Model Analysis Data Base Report, Preliminary Edition (copyright 2003)

A Quarterly Update of LIFO - News, Views and Ideas
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DECEMBER 19, 2003
INFLATION ESTIMATE REPORT BY MAKEMODELIPOOL INFLATION ESTIMATE REPORT BY MAKEMODELPOOL &
DEALER COST FOR THE YEAR ENDED 1273113 DEALER COST FOR THE YEAR ENDED 123110
NEW TEMS AT CURRENT COST- LE, NO INFLATION NEW ITEMS AT CURRENT COST - LE., NOINFLATION
CONT. NEW TOTAL 120ikz  MEW ENDING DOLLAR PERCENT CONT. NEW TOTAL 1202  MNEW  EvoinG DOLLAR PERCENT
BODY STYLE MEMS ITEMS IEMS PRCE MEMS PRICE  CHANGE CHANGE BODY STLE MEMS [TEMS MEMS PRICE MTEMS PRICE  CHANGE CHANGE
ACURA B 0 1 1 124480 124480 0 000%
NEW AUTOS - POOL #1 TOTAL NEW AUTOS A 6 % GE0 44T 110605 3646 03%
NSXT 2 0 2 158428 168426 0 000%
R 2 0 2 e 7,114 M 06%% NEW LIGHT-DUTY TRUCKS - POOL #2
RSX 5 0 5 g 700 M 0B% X5 20 2 840 850 210 26%
1 0 6 § 184355 1435 0 000% —_— e —
X 0 4 4 028 10028 0 000% TOTAL NEWL-D TRUCKS 2 0 2 8140 054 M0 26%
TOTAL NEW AUTOS 910 19 UM M5 6003 ™% TOTAL BMW 2 6 2B THMO 40470 1189565 5785 04%%
== = ==
NEW LIGHT-DUTY TRUCKS - POOL 12
MDX 5 0 5 17680 179980 30 1% BUICK
TOTAL NEWL-D TRUCKS 5 0 5 17830 179980 3150 178% NEW AUTOS - POOL H
—_— — — CENTURY 1 0 1 19087 19691 04 316%
TOTAL ACURA o0 % 5150 %58 800 3/ 049% LESABRE 20 2 s 238 a1
_— e =— PARK AVENUE 2 0 2 637 67581 124 188%
REGAL 20 2 a3 842 108 23%
AUDI —_ —
TOTAL NEW AUTOS 70 7T 1425 188,002 38T 200%
NEW AUTOS - POOL #1
M SERES 2 13 5 3N IBIA 7585 5O 076% NEW LIGHT-DUTY TRUCKS - POOL #2
ABSERES 6 1 72833 205 26 8774 341% RANER 0 4 4 1318 133,198 0 000%
ABSERIES 0 1 1 64050 64060 0 000% RENDEZVOUS 2 0 2 8m 9721 % 195%
ALROND 2 1 3 TA 42 1436 8 7% —_—— =
RS6 SERES 0 1 1 U2 4R 0 000% TOTAL NEWL-D TRUCKS 2 4 6 @AM 1318 182919 %1 05%
S4SERIES 0 4 4 163688 163588 0 000% —_— — -
S6SERIES 0 0 0 0 NA% TOTAL BUICK 9 o1 2005 1 amon 488 131%
S8 SERIES 0 0 0 0 A% = == ==
m 4 2 6 1852 4768 0558 226 10%
—_— — — CADILLAC
TOTAL NEW AUTOS A B THAM B4 160396 1556 098%
—_— — — NEW AUTOS - POOL #1
TOTAL AUDI A B4 TN A% 1503%6 15546 0%8% os 0 1 7w 7880 T 269%
o= osmm == DEVLLE 3 0 3 1850 132019 34% 26™%
SEVILE 20 2 g8 895 W 1%
BIW xR 0 1 [ o7 6973t 0 000%
NEW AUTOS - POOL #1 TOTALNEW AUTOS 6 17w e s 57 1T%
3SERIES 1 0 14 41050 #3740 310 07%
5SERIES 0 4 4 174810 174910 0 000% NEW LIGHT-DUTY TRUCKS - POOL #2
7SERIES 2 1 3 128310 10530 23862 0 000% ESCALADE & 0 4 1om 194547 278 145%
MSERIES 2 0 2 91910 92275 % 040
u 2 0 2 &M 5650 180 02%
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PAGE 3 DECEMBER 19, 2000 PAGE 4 DECEMBER 19,2003
INFLATION ESTIMATE REPORT Y MAKEMODELPOOL INFLATION ESTIMATE REPORT BY MAKEMODELIPOOL
DEALER COSTFOR THE YEAR ENDED 1231403 DEALER COST FOR THE YEAR ENDED 123108
NEW ITEMS AT CURRENT COST -LE, NOINFLATION NEVY ITEMS AT CURRENT COST - LE, NO INFLATION
CONT. HEW TOTAL 1Z0Me  NEW ENDING DOLLAR PERCERT CONT. " NEW TOTAL 1i20ffi2  NEW ENDWNG DOLLAR PERCENT
BODY STYLE MEMS (TEMS ITEMS PRCE IEMS  PRICE  CHANGE CHANGE BODY STVLE MEMS MEMS IEMS PRICE [TEMS PRCE  CHANGE CHANGE
SAX ¢ 2 2 o M 0 000% CHRYSLER
TOTAL NEW LD TRUCKS &2 6 M T msM 2% 10% NEW AUTOS - POOL 41
—_ — — NOM 20 2 5 521 ™ 1T%
TOTAL CADLLAC 0 3 13 4548 WM SHOTS 813 13% CONCORDE 30 3 M 296 1000 150%
_— == == CROSSFIRE 0 1 3458 31458 S0 0%
SEBANG 8 1 9 450 2044 1999 25 218%
CHEVROLET —_ —- - -
TOTAL NEW AUTOS B 2 15 WHF 2N H% 6067 171%
NEW AUTOS - POOL #1
AVEQ 0 6 6 M 6l 0 000% NEW LIGHT-DUTY TRUCKS - POOL 2
CAVALER 6 1 7 %0 957 B 214 21%% PACIFICA 0 2 2 512 %18 0 000%
CLASSKC 1 0 11623 17,361 88 546% PTCRUISER 4 0 4 mEs 89 24 5T
CORVETTE 3 0 3 1%67 127798 118 0% TOWN & COUNTRY 43 7 eI Y3 2036 3% 165%
MPALA 2 1 3 4 502 6716 1280 1% —_ — —
MALRU 0 3 3 B3 BI 0 000% TOTAL NEWL-D TRUCKS 8 5 13 s 1mp2 3 M 2%
MALBUMAXX 0 3 3 KT IRV 0 000% —_—— -
MONTE CARLO ~ 2 1 3 A8 480 68084 1040 161% TOTAL CHRYSLER 2 7% 44718 16734 6956%0 1958 19%
TOTAL NEW AUTOS o152 N8 B0 5SS 6513 119%
NEW LIGHT-DUTY TRUCKS - POOL 2 DODGE
ASTROVAN 6 0 6 18 133388 4516 35
AVALANCHE 40 4 1R 126,407 6065 574% NEW AUTOS - POOL 1
BLAZER 5 0 5 10540 108501 30 29% NTREPD 30 3 e 8652 o 13%
COLORADO 0 2 R 001,040 601040 0 000% NEON 3 4 M7 18I0 6189 119 189%
EXPRESS CARGOVAN 191 W 2@ 218 28 6 13% STRATUS 6 0 6 i | 11558 3N 2%
EXPRESS CUTAWAY VAN 6 0 & 1B3W 12138 354 286% VIPER 10 14 73791 120 182%
EXPRESS PASSENGER VAN 8 0 6 1458 14780 2097 20 —_—— -
SI0PICKUP 1 0 1 27 22m % 261% TOTAL NEW AUTOS &) oW HMe 1850 316780 g2 215%
SLVERADO 1500 A 12 0B X 4B TR N43 38%
SLVERADO 2500 5 6 1t 1780 18853 153 S 1% NEW LIGHT-DUTY TRUCKS - POOL 2
SLVERADO 2500HD B0 B TN A4TR 100N 2% 288% CARAVAN 5 3 8 10538 T8xS 19773 0 2%
SILVERADO 3500 14 16 N G007 4844 RSN 1305  15% DAKQTA 18 0 18 MR 3300 1090  320%
SILVERADOQ 3500 CHASSIS CABS 12 6 18 28602 14185 40981 197 280% DURANGO 0 [ 6 16430 164340 0 000%
SSR 0 1 1 B3 68 0 00% RAMPICKUP O 0 & W 19219 uo A%
SUBURBAN 40 4 1B 137463 1908 141% SPRINTER 0 1B B B 3130 0 000%
TAHOE 20 2 e 830 ™ 126% —_—— —
TRACKER 8 0 8 1M 151807 702 4B% TOTAL NEWL-D TRUCKS 6 2 85 13051 6M05 2M66M 007 251%
TRALBLAZER 6 2 8 104 M6 207 5107 234% —_—— —
VENTURE 7 1 8 1047 0B 19230 e p2% TOTAL DODGE BB N 1M B05 23844 S0 245%
— — — - s ]
TOTAL NEW L-DTRUCKS M8 § 25 360465 200048 581,36 12843 220% om0
TOTAL CHEVROLET 162 102 264 390304 227108 636568 1556 21M%
CROWNVICTORA 8 2 10 2008 4574 24773 104 041%
FOCUs 12 13 158191 M4 154118 145 om%
MUSTANG 22 4 223 638 35x W 02%
TAURUS o0 W 750 mem 200 0%
THUNDERBIRD 2t 3 G768 N6 108607 128 1.16%
TOTAL NEW AUTOS 4 7 54 s 18177 1180850 6743 0ST%
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PAGE:5 DECEMBER 19, 2003 PAGE:6 . DECEMBER 19, 2003
INFLATION ESTIMATE REPORT BY MAKEMODELIPOOL INFLATION ESTIMATE REPORT BY MAKEMODELIPOOL
DEALER COST FOR THE YEAR ENDED 123108 DEALER COST FOR THE YEAR ENOED 12310
NEW ITEMS AT CURRENT COST - LE, NOINFLATION NEW ITEMS AT CURRENT COST- LE,, NO INFLATION
CONT. NEW TOTAL 1202 NEW EbNG  DOLLAR PERCENT CONT. BEW TOTAL 12002 MW ENDING  DOLLAH PERCENT
BODY STVLE MEMS [TEMS MEMS PRICE [TEMS PRCE  CHANGE CHANGE BODY STYLE MEMS TEMS ITEMS PRICE ITEMS PRCE  CHANGE CHANGE
NEW LIGHT-DUTY TRUCKS - POOL £2 NEW LIGHT-DUTY TRUCKS - POOL 12
CUTAWAY VAN 9 0 9 175817 179,604 387 2% CRV 8 0 8 0@ 149899 8 05%
E-SERIES 16 2 1B 10 548 4218 6750  163% ELEMENT 0 10 10 176581 176,561 0 0%
ESCAPE 7 0 1 gt 2 %) (043% ODYSSEY 5 0 5 158 126363 a5 0%
EXCURSION 19 0 19 658849 068,707 788 1% PLOT 5 0 5 1% 13734 14 0%%
EXPEDITION 8 2 18 3070 56 5624 2% 053% _— -
EXPLORER k" 0 R 44,950 1544 167% TOTAL NEW L-D TRUCKS 10 B A0 17651 590197 259 04M%
EXPLORER SPORT 6 28 1984 NTE 10877 3% 1% _ =
F150 HERTAGE 2 02 4% 45968 9868 226% TOTAL HONDA 9B 1M T8 M6 219737 1687 0%
F150PICKUP 0 & & 11238 11230 0 00% .
F250 SUPER DUTY PICKUP B 0 B TW5M 2105 15308 247%
F350 SUPER DUTY PICKUP 0 0 5 131050 146,132 2612 202% HUMMER
FREESTAR 0 6§ 6 AT IR TV ATY 0 000%
RANGER K| 18 S15% 21815 ST 1853 346% NEW LIGHT-DUTY TRUCKS - POOL #2
SUPER DUTY CABICHASSIS ¥ 0 B 02mM 919622 18408 204% HUMMER 1 0 1 “3% 45000 B 150%
TOTAL NEW LD TRUCKS M B W 6T 14848 BIT406H 128364 156% TOTAL NEWL-D TRUCKS 1 0 1 #3% 45000 64 150%
TOTAL FORD W8 B TIEN 160215 9554901 15097 143% TOTAL HUMMER 1 0 1 “3% 45000 6 150%
GMCTRUCKS HYUNDAI
NEW LIGHT-DUTY TRUCKS - POOL #2 NEW AUTOS - POOL #1
CANYON 0 % % 405404 495404 0 000% ACGENT 3 710 064 7426 106080 0 07%
ENVOY 4 0 4 114500 17270 2610 23% ELANTRA 6 3 9 m™™ aps 1201 405 as%
ENVOY XL &0 4 120 124328 21 189% SONATA 7 0 7 10828 11329 5011 45%%
BWOY XUV 0 44 1508 159 0 000% TIBURON 5 0 5 X% 83,191 496 63%
SAFAR! 6 0 8 128472 1323% 3464 263% XG350 20 2 um e 0 0%
SAVANA CARGO VAN 3 4 17 2639 424 M2 307 081% —_——
SAVANA CUTAWAY VAN 6 0 6 123797 12660 8B 229% TOTAL NEW AUTOS 4 10 B /M 15 4eesn s 1%
SAVANA PASSENGER VAN 8 0 6 148 147288 24065 165%
SIERAA 3500 CHASSIS-CABS 2 6 18 200818 141294 443716 o4 260% “NEW LIGHT-DUTY TRUCKS - POOL #2
SIERRA HEAVY-DUTY PCKUP 8 L olodd 298 1100621 0319 538% SANTAFE - 4 4.8 T8 e 16370 3 198%
SIERRA PICKUP 4 4 B 110198 6870 154004 B2 4%% —_—— =
SONOMA 9 0 9 149761 153,024 3% 210% TOTAL NEW L-D TRUCKS 4 § 8 e BT 1637 UM 198%
YUKON 8 0 8 2791 21402 M 1% —_—— -
' —_— = TOTAL HYUNDA! L U T T T g 2em%
TOTAL NEWL-DTRUCKS W 6 28 3T 145562 5266259 168573 331% = == =
TOTAL GMC TRUCKS 6 N8 MM 14562 5266259 168873 331% -
HONDA
NEW AUTOS - POOL #1
NEW AUTOS - POOL #1 G35 4 0 4108847 109992 15 105%
ACCORD 8 5 48 w078 101472 1016762 U512 145% 1% 1 0 1 2625 2830 135 051%
ove % 8 ¥ 2005 1480 50099 6. (014% M5 0 0 0 0 NA%
INSIGHT 3 0 3 %643 %692 7 04% Q45 0 0 0 0 NA%
2000 1 0 1 2% 2505 190 061% —_— —_— -
—_— — — TOTAL NEW AUTOS 5 0 5 1%5m 1280 0%5%
TOTAL NEW AUTOS ™1 & 1B 26112 1607181 128 080%
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PAGE: 7 DECEMBER 19, 2003 PAGE 8 DECEMBER 19, 2003
INFLATION ESTIMATE REPORT BY MAKEMODELIPOOL INFLATION ESTIMATE REPORT BY MAKEMODELIPOCL
DEALER COST FOR THE YEAR ENDED 1273103 DEALER COST FOR THE YEAR ENDED 123148
NEW ITEMS AT CURRENT COST - LE., NOINFLATION NEY [TEMS AT CURRENT COST - LE, NO INFLATION
CONT. NEW TOTAL 1202  KREW ENDING  DOLLAR PERCENT CONT. HEW TOTAL 120102  NEW ENDING DOLLAR PERCENT
BODY STYLE MEMS EMS ITEMS PRICE ITEMS  PRICE  CHANGE CHANGE BODY STYLE ITENS MEMS MEMS PRCE ITEMS PAICE  CHANGE CHANGE
NEW LIGHT-DUTY TRUCKS - POOL £2
X% 0 4 4 12656 1265% 0 000% NEW AUTOS - POOL#1
FX45 0 2 2 8018 80018 0 000% AMANTI 0 1 1 25 266 0 000%
x4 0 0 0 0 NA% OPTMA £ 0 5 00X 0,285 0 000%
—_— — — RO 4 0 4 B 05 24 5%%
TOTAL NEW L-D TRUCKS 0 6 6 26574 0 00% SPECTRA 0 8 8 0105 101025 0 000%
TOTAL INFINT 5 6 M IB0R 065 W26 128 03™% TOTAL NEW AUTOS 9 9 18 1020 1260 46M0 2140 088%
T NEW LIGHT-DUTY TRUCKS - POOL 22
suzy SEDONA 2 0 2 B0 3065 106 200%
SORENTO 4 2 6 8150 JE0 12300 M A%
NEW LIGHT-DUTY TRUCKS - POOL 12 —_—— —
ASCENDER 2 0 2 5% 54,186 A5 040% TOTAL NEW L-D TRUCKS 6 2 8 11950 G0 16215 A9 A%
AXIOM 4 0 4 1m0 101,683 1860 (180% —_—— —
RODEO . 2 3 5 2B QM 1083 024 218% TOTALKIA B 1 % 2970 16130 40815 ATV,
TOTAL NEW LD TRUCKS 8 31 2061 67T 2882 (3946)  (150%
— — —— LAND ROVERRANGE ROVER
TOTAL ISUZU 8 31 21 6T 28R a8 (150%
= oz e ( NEW LIGHT-DUTY TRUCKS - POOL £2
LAND ROVER DISCOVERY 3 0 3 10 103284 7668  (211%
JAGUAR LAND ROVER FREELANDER 3 0 3 e 7352 B0 @6o%
RANGE ROVER 1 0 1 MM 65,142 B 0%
NEW AUTOS - POOL #1 —_———
STYPE 3 0 3 1R 141064 182 13% TOTAL NEW LD TRUCKS 7 0 7 MM 22018 (02508 (MaT%
X-TYPE 2 0 2 5 5702 (684 (450P% —_—— —
XJ SERIES 0 33 183813 188813 0 000% TOTAL LAND ROVERRANGE ROVER 10 7 a2 (32508 (1187%
XK SERIES 40 4 2 B 0 0% = == ==
TOTAL NEW AUTOS 9 312 4210 18813 66520 ) (2% LEXUS
TOTAL JAGUAR 9 312 @ 13 &sA ) 012% NEW AUTOS - POOL H ]
== s mmeex £S3%0 1 0 1 28,041 281%0 89 032%
G330 1 0 1 um U 0 000%
GS4% 1 0 1 48w 460 0 000%
JEEP 1830 30 3 s o117 120 (162%
. 540 1 0 1 am 4768 7 0%%
NEW LIGHT-DUTY TRUCKS - POOL 12 SC40 1 0 1 5% 54438 a8
GRAND CHEROKEE 5 1 6 M2 BB 18240 340 194% —_— —_— -
LIBERTY 6 0 & 12 123725 3004 249% TOTAL NEW AUTOS 8§ 0 8 20 637 (53 (e
WRANGLER 5 1 6 %7 18%5  1LM47 236 20%
—_— — — NEW LIGHT-DUTY TRUCKS - POOL £2
TOTAL NEW LD TRUCKS 16 2 18 XS 56 aBm 8809 213% GX470 1 0 1 %90 0213 12 03%
—_— = — X470 1 0 1 54918 5550 92 166%
TOTAL JEEP 1 218 WSS 5o 4w 8809 21%% RX 30 0 2 2 Q01 61 0 000%
T TOTAL NEW LD TRUCKS 22 4 Mm e M W0 086%
TOTAL LEXUS 0 2 12 309 63201 M5 o _010%
== -} —
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PAGE'9 DECEMBER 19, 2000 PAGE: 10 . DECEMBER 19, 208
INFLATION ESTIMATE REPORT BY MAKEMODELIPOOL INFLATION ESTMATE REPORT BY MAKEMODELIPOOL
DEALER COST FOR THE YEAR ENDED 123110 DEALER COST FOR THE YEAR ENDED 123113
NEW ITEMS AT CURRENT COST - LE., NO INFLATION NEW ITEHS AT CURRENT COST - LE, NO IFLATION
CONT. NEW TOTAL 12042  NEW ENDING DOLLAR PERCENT CONT. New TOTAL 120l KeEw ENORNG DOLLAR PERCENT
BODY STYLE TEMS TEMS ITEMS PRCE MEMS PRICE  CHANGE CHAMGE BODY STYLE EMS TEMS ITENS PACE [EMS PRICE  CHANGE CHANGE
UNCOLN NEWLGHTOUTYTRUCKS-POOLE.
GouASS 20 2 1R0% 157081 4% 3om%
NEW AUTOS -POOL &1 MoLASS 10 1 dm 258 ™ 0s%
1S 415 4% 2B 1050 B2 (195% _ = )
TOMNCAR 9 09 %40 00 160 046% TOTAL NEWL-D TRUCKS 30 3 M 19957 5M 27%
TOTAL NEW AUTOS B 1 U SE0W BB 536660 (1569  (029% TOTAL MERCEDES 2 9 A om0 1M 09 150%
NEW LIGHT-DUTY TRUCKS - POOL 22
AVIATOR b0 4 156224 13 0% MERCURY
NAVIGATOR § 0 6 2059 73521 LR
A —_— = NEW AUTOS - POOL 1
TOTAL NEW L-DTRUCKS 00 0 4 75 52 125% GRAND MARQUS &0 4 wx 100421 W% 1%
—_ MARADER 10 1w 098 M 03%
TOTAL LINCOLN A1 % WSH DIB 64 B 0% SABLE 6 0 6 1205 124070 206 15%
- TOTAL NEW AUTOS o0 n mm 545 P 13
MAZDA .
NEW LIGHT-DUTY TRUCKS - POOL 12
NEW AUTOS - POOL #1 MONTEREY 0 3 3 Y TP 0 0o0%
MAZDA3 0 3 3 awm 2 0 0% MOUNTANEER 20 12 %W BB a5 2%
MAZDAG 20 2 %5 %% @ 1 —_
S MATA 5 1 6 108974 248 13158 08 TOTAL NEWL-D TRUCKS 23 5 %W B s 8 1%
PROTEGE 0 0 0 0 NA% —_—
PROTEGES 1 0 1 53 157 0 2% TOTAL MERCURY B3 % GRS oM TSy " 1%
R¥8 0 2 2 am 0w 0 000% _ ==
TOTAL NEW AUTOS § 6 1 16006 113314 IR 19 070% M
NEW LIGHT-BUTY TRUCKS -POOL 22 NEW AUTOS -POOL H
ey 2 13 &m 9W g 28 3% COOPER 20 2 2w 24 1z
TRBUTE § 0 6 12 125,105 294 2% —_ —
TRUCK 0 16 ;B .72 400 502% TOTAL NEW AUTOS 20 2 24 012%
TOTAL NEWL-OTRUCKS M1 B M0 1990 ABAN 1940 416% TOTAL MV 2 0 2 2 0%
— —— — E— —_— ===
TOTAL MAZDA 27T % WM ™M THISS 36 2%
NEW AUTOS- POOL 1
VERCEDES DUAMANTE 0 0 o 0 NA%
ECUPSE o0 U aew 310789 M2 4%
NEW AUTOS -POOL#1 GALANT 14 5 19 TIEe g7y ™ 0%
COASS 3 16 437 Q% 595U 257 260% LANGER § 5 0 MM MW 1eee T o
CLOLASS 0 0 0 0 NA% —_—— —
CLKOLASS 33 6 13 W8 %2 M5 0% TOTAL NEW AUTOS D9 N W R suem 7 0s%
ECLASS 0 1 080 7060 0 00%
SCLASS e 0 0 0 NA% NEW LIGHT-DUTY TRUCKS - POOL 12
SLOLASS 0 0 0 0 N% ENDEAVOR 0§ 1696 163164 0 0%
SIKCLASS 32 5 1 o 29s 0 00m MONTERQ 0 0 0 0 NA%
TOTAL NEW AUTOS 99 2 KM 4260 1% BH 140%
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PAGE: 11 DECEMBER 19,2003 PAGE: 12 DECEMBER 19, 2003
INFLATION ESTIMATE REPORT BY MAKEMODELIPOOL INFLATION ESTIMATE REPORT BY MAKEMODELIPOOL
DEALER COST FOR THE YEAR ENDED 12/31403 DEALER COST FOR THE YEAR ENDED 12131108
NEW ITEMS AT CURRENT COST - LE,, NOINFLATION NEW TENS AT CURRENT COST -LE, NO INFLATION
CONT. NEW TOTAL 1202 NEW ENDNG  DOLLAR PERCENT CONT, REW TOTAL 1fiie  HEW ENDWG  DOLLAR PERCENT
BODY STYLE [TEMS MEMS ITEMS PRCE  [MEMS  PRICE  CHANGE CHANGE BODY STLE MEMS TEMS MEMS PRICE  MEMS PRCE  CHANGE CHANGE
MONTEROSPORT 40 4w w157 0 000% PONTIAC
QUTLANDER 40 4 NS U5 2007 362%
—_ — - : NEW AUTOS - POOL #
TOTAL NEW LD TRUCKS 86 M2 1816 38 2007 O7% BONNEVLLE 3 0 3 8188 80 1009 13%
—_— — — : GRAND M 70 7 1| 134748 200 2%
TOTAL MITSUBISHI B 15 4 5SS 3B 90680 696 07% GRAND PRIX 6 3 3 621 621 0 00
sm= == === SUNARE 1 1 2 1372 10,187 297 18 0.06%
VEE 3 0 3 S5iu 52,084 w0
NSSAN - - —
TOTAL NEW AUTOS o4 18 7910 TSA8 XBTR 4194 118%
NEW AUTOS - POOL #1
B0 74 1 1623 1319 286N 3 12% NEW LIGHT-DUTY TRUCKS - POOL 12
ATMA 705 2 1254 03 23R e 182% AZTEX 20 2 4 H074 moo1e%
MAXMA 0 3 3 COTE B 0 00M% MONTANA 6 0 6 15830 153,1% BI8)  RO4%
SENTRA 22 1 B A% 1965% VT 9% - - =
—_ — — TOTAL NEW LD TRUCKS 80 8 19667 194213 eny (2%
TOTAL NEWAUTOS - % W 4 48408 00 BAUIS w1 _ —
: _ TOTAL PONTIAC 2 4 B BT M8 552965 10 0%
NEW LIGHT-DUTY TRUCKS - POOL #2 = == ==
FRONTIER PICKUP % 0 % MR 515278 7816 358%
MURANO 8 0 8 225% 205842 426 200% PORSCHE
PATHFINDER 40 4 109549 112089 250 2%
PATHFINDER ARMADA 0 6 6 1% 2818 0 00m% NEW AUTOS -POOL #1
QUEST 0o 3 3 A 768 0 000% 9 0 0 0 0 NA%
AN 0 2 R Wx  WB 0 0% BOXSTER 6 0 0 0 NA%
XTERRA 9 0 9 15 194665 (464  f024% CARRERA 0 0 0 0 NA%
TOTAL NEWL:D TRUCKS N 68 101476 582906 162,70 AN 151% TOTAL NEW AUTOS b0 0 0 NA%
TOTAL NSSAN BB 108 149804 912046 246105 BB 146% NEW LIGHT-DUTY TRUCKS - POOL 2
== === == CAYENNE 2 0 2 15642 128422 0 000%
TOTAL NEW L-DTRUCKS 20 2 1842 12642 0 000%
OLDSMOBILE —_——— -
TOTAL PORSCHE 20 2 1% 126422 0 000%
NEW AUTOS - POOL #1 = = ==
ALERO 8 0 8 14908 152,114 3046 204%
AURORA 1 0 1 3% nm W 1A%
— am— — SAAB
TOTAL NEW AUTOS 9 09 180454 183887 R 1%
NEW AUTOS - POOL #1
NEW LIGHT-DUTY TRUCKS - POOL #2 93SERIES 23 5 59 108559 161649 B 0%
BRAVADA 2 0 2 81214 62,662 M8 23% 95 SERIES 4 2 6 14 6502 A9 “n X%
SLHOUETTE 5 0 § 8 146904 116 080% —_———
—_— e — TOTAL NEW AUTOS 6 5 1 19083 17381 3377 () (00
TOTALNEW L-DTRUCKS 700 71 e 21,566 %% 1% —_— — -
—_ — — TOTAL SAAB 6 5 1 19023 173631 %378 (148 (004)%
TOTAL OLDSMOBILE % 0 16 3836 25453 6057 150% P —
SATURN
NEW AUTOS - POOL #1 ‘
IN1 20 2 2% 2419 (1914 ~B5T%
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DECEMBER 19, 2003
INFLATION ESTIMATE REPORT BY MAKEMODELPOOL
DEALER COST FOR THE YEAR ENDED 1231413
NEW ITEMS AT CURRENT COST -LE, NOINFLATION
BODY STYLE MEMS ITEMS MEMS PRCE MEMS PRCE  CHANGE CHANGE
ION2 2 2 4 6058 7515 54008 40 0.82%
IN3 2 2 4 BBB N5 R % 08%
300 0 6 6 16178 116,178 0 000%
TOTAL NEW AUTOS 6 10 16 T2 MW X029 (©88)  (039%
NEW LIGHT-DUTY TRUCKS - POOL £2
VUE 5 0 5 R %121 350 387%
TOTAL NEW L-DTRUCKS 5 0 5 R 94,121 359 aam%
TOTAL SATURN 010 2 167 17398 M 81 0%
SCION )
NEW AUTOS - POOL #1
XA 0 2 2 U0 U470 0 000%
X8 0 2 2 X7 %70 0 000%
TOTAL NEW AUTOS 0 4 4 520 5120 0 000%
TOTAL SCION 0 4 4 520 5120 0 0m
SUBARU
NEW AUTOS - POOL #1
IMPREZA 12 2 14 2958 S0 2518 5M2 155%
LEGACY 2 1 2 4883 455 50128 8080  184%
TOTAL NEW AUTOS K< 3% WA S5 81T 1382 175%
NEW LIGHT-DUTY TRUCKS - POOL 12
BAA 0 5 5 03 10030 0 000%
FORESTER 703 10 WIse M3 20949 206 0%%
TOTAL NEWL-DTRUCKS 708 15 756 178638 333N 26 062%
TOTAL SUBARU o 1 51 5T 260413 1,120% 1588  142%
SUZUKI
NEW AUTOS - POOL #1
AERIO 14 0 14 20340 206,964 354 1.74%
FORENZA 0 5 5 6325 635 0. 0%
VERONA 0 4 4 0863 63635 0 000%
TOTAL NEW AUTOS (] 9 2 W40 133960  AU0SH4 354 1.05%

155052

PAGE: 14 DECEMBER 19, 206
INFLATION ESTHATE REPORT BY MAKEMODELPOOL
DEALER COST FOR THE YEAR ENDED 123113
NEW ITEMS AT CURRENT COST-LE, NO INFLATION
CONT. NEW TOTAL 102 NEW ENONG  DOLLAR PERCENT
BODY STYLE TEMS MEMS EMS PRCE [TEMS PACE  CHANGE CHANGE
NEW LIGHT-DUTY TRUCKS - POOL £2
GRANDVITARA 4 2§ TMER WO 1026 5 Q4%
VITARA 4 4 8 &8 FX0 12 ® 0%
e 00 10 2649 216096 986 46%
TOTAL NEWL-DTRUCKS 18 6 M M2 10700 AR 0 21m%
TOTAL SUZUKI ¥ 15 4 SR M0 7%9% 0¥ I
TOYOTA
NEW AUTOS -POOLH
AVALON &0 4 0 10065 2 05w
CAVRY 8§ 0 8 15499 153953 )
CAVRY SOLARA 0 8 8 157062 157062 0 000
CALICA & 4§ M2 TR0 1B m 0%
COROLLA 6 0 8 o #0468 B 04%
ECHO 40 4 am 4116 B 08%
MATRX 70 7T W 107372 0 000
MR2SPYDER 2 0 2 &m £59 % 0%
PRUS 0 1 1 18411 18411 0 0.00%
TOTAL NEW AUTOS I O T % 00%
NEW LIGHT-DUTY TRUCKS - POCL 12
4RUNNER 12 0 12 3Bl 3602 4% 013%
HIGHLANDER [ 5 1 13874 124297 268865 634 026%
LAND CRUISER 1 0 1 48729 47446 m 153%
RAVA 0 4 4 N2 s 0 00
SEQUOIA & 0 4 13 134967 128 0%%
SIENNA 0 9 9 5 246 0 000%
TACOMA PICKUP "0 7 % 1 I 13%
TR 5 0 15 208 473 140 04%
TOTAL NEWL-D TRUCKS 5 18 T 1508 M 168 8m 04
TOTALTOYOTA 0N eI I 25095 T 0%
VOLKSWAGEN
NEW AUTOS -POOL #
GOLF 0 0 10 16108 165672 45 28i%
an 3 0 3 585 5629 B 105%
JETTA 23 4 T 415 69192 502683 11,982 24%
NEWBEETLE 17 0 17 2™ 333546 10,793 3U%
PASSAT B 0 1B 4750 i ugR  308%
TOTALNEW AUTOS 4T oBm e 060 28
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PAGE: 15 DECEMBER 19, 2003
INFLATION ESTIMATE REPORT BY MAKEMODELPOOL
DEALERCOST FOR THE YEAR ENDED 123108
NEW ITEMS AT CURRENT COST -LE, NO INFLATION

CONT. NEW TOTAL 1202 NEW ENDING DOLLAR PERCENT

BODYSTYLE MEMS [TEMS [TEMS PRICE IEMS PRICE  CHANGE CHANGE

NEW LIGHT-DUTY TRUCKS - POOL #2

EUROVAN 0 0 0 : 0 Na%

TOUAREG 0 3 3 109746 109746 0 000%

TOTAL NEWL-D TRUCKS 0 3 3 109745 109746 0 00m%
TOTAL VOLKSWAGEN n T T8 14870 178938 1660258 080 268%
voLvo

NEW AUTOS - POOL

HSERES 2 2 4 Mg S5/ 102674 158 155%

B0SERES 3 2 5 586 6200 149157 B 02%

TOSERES 6 2 8 A5} 6B HIN %9 (169%

B0SERES 2 3 5 55 14000 190775 1180 06%

TOTAL NEW AUTOS B9 2 4M26%0 2857 709778 (1469 21%

NEW LIGHT-DUTY TRUCKS - POOL 2

SERES 2 1 3 85 MM 1w 2% 2%

TOTAL NEWL-D TRUCKS 2 1 3 RES M 10260 2% 2%%
TOTALVOLVO B 10 5 81615 19906 812408 8 0%
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