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LIFO UPDATE 
If you had called me personally to ask "What's 

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

#1. YOU JUST NEVER KNOW WHAT'S COMING 
NEXT. One of the things I find most interesting 

about "putting together" this publication each quarter 
is that I rarely know very far in advance what the issue 
will contain. The last two quarters have basically 
been issues with one major theme or article ... com
bining LIFO pools in March and allocating LIFO 
reserve balances by franchise in June. 

This quarter's issue contains more of a combina
tion of "odds and ends" ... each one significant in its 
own right. Probably the biggest surprise and concern 
is the apparent change in IRS position relating to 
dealers who want to terminate their new or used 
vehicle LIFO elections. More about this is in Update 
#7 below. 

#2. HEADS-UP FOR DEALER LIFO RESERVES 
AT YEAR-END. We're already getting a lot of 

calls from dealers, controllers and some CPAs ex
pressing concerns over what seems to be the scary 
possibility of significantly lower inventory levels and 
significant price deflation. The "deflation" is expected 
to be due, in some part, to the manufacturers' em
ployee discounts and other sales incentive programs. 

Is their panic warranted? To judge for yourself, 
see page 3 for a few points that we think you should 
look into sooner, rather than later. 

#3. IRS ALLOWS LATE FILING OF FORMS 970. In 
Letter Ruling 200522008, the IRS permitted the late 
filing of Forms 970. Through a quirky combination of 
technical issues, changes in CPA firms, conflicting 
professional opinions ... and more ... , the taxpayers 
should have filed Forms 970, but didn't, until some
one woke up much, much later. 

This Letter Ruling involves a restructuring of S 
corporations and LLCs and seems to recall Private 
Letter Ruling 9644027. 
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If you're at all involved with these types of 
restructurings, the moral of all of this is clear ... 
Whenever there is any doubt over whether a Form 
970 should be filed-to either make a LIFO election or 
to inform the IRS ofthe continuation ofthe use of LIFO 
by a transferee entity-Form 970 should be filed. For 
more on this, see page 5. 

#4. PARTNERSHIP LOOKTHROUGH LIFO 
RECAPTURE REGULATIONS FINALIZED. In 

July, the IRS finalized the Regulations under Section 
1363(d). A year ago, we discussed these Regula
tions when they came out in their proposed form. 

These rules relate to the "Iookthrough" LIFO 
recapture when various restructurings involving part
nerships and LIFO inventories are mixed together. 
These so-called "anti-Coggin Regulations," are ad
dressed to plug up some LIFO recapture gaps, which 
the IRS could not successfully do on its own in the 
Coggin case. For a summary, see page 8. 

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

#5. IRS CONSENT LEITERS FOR CAMS FOR 
ADVERTISING FEES. Over the last few years, 

we have provided significant coverage of various 
changes in accounting methods for inventories. The 
change in method for deducting advertising fees is 
often made in connection with changing the account
ing method to eliminate trade discounts (floorplan 
assistance) from year-end inventory costs. 

In connection with the change to eliminate adver
tising costs, the National Office has significantly 
speeded up its ruling process. These requests for 
change, which have to be filed under Revenue Proce
dure 97-27 before the end of the year of change, used 
to take 18 to 24 months. The Service is now process
ing some of these requests in as little as 6 to 8 weeks. 

To give you an idea of what the IRS consent 
letters for these advertising fee changes look like, 
we've analyzed a few on pages 11-13. 

#6. CONFORMITY LEITER RULING. It's not often 
that the IRS issues rulings on the financial statement 
conformity requirement for LIFO users. But recently, 
it issued one that gives us another glimpse into just 
how far-reaching this requirement can spread. 

In L TR 200540004, the IRS was dealing with a 
foreign corporation that had to issue consolidated 
financial statements to its shareholders and creditors 
reporting the operations of subsidiaries acquired by 
its own wholly-owned U.S. subsidiary. The Service 
ruled that these financial statements could be issued 
(by the parent) on a non-LIFO basis without violating 
the LIFO conformity rules. 

Our analysis of this Ruling appears on page 14. 

#7. "CATCH-22" .. , DEALER LIFO ELECTION 
TERMINATION PROBLEMS. A few years ago, 

Rev. Proc. 2002-9 liberalized LIFO termination pro
cedures. We discussed these changes at length in 
the March 2002 issue of the LIFO Lookout. 

At that time, we noted that significant technical 
problems could emerge ... if the IRS ever becomes 
very picky ... over whether the method of accounting 
employed after terminating the LIFO election is really 
a "permitted method." 

Well, for several years, there seemed to be no 
problems. But recently, the National Office has been 
rejecting 3115s for automatic terminations of LIFO 
elections filed under Rev. Proc. 2002-9. It appears 
that the Service is taking the position that dealers 
can't use the automatic provisions to go off of LIFO if 
they are using different methods of accounting for 
their non-LIFO inventories (Le., if they are not using 
the same method for all of their non-LIFO invento-
ries). 

This position is creating significant headache, 
heartburn and helplessness for CPAs we've talked 
with recently. They tholight that they had terminated 
their dealers' LI FO elections at the end of 2004. Now, 
they're finding out the bad news ... they should have 
filed under Rev. Proc. 97-27 before the end of the 
year. Talk about a "Catch-22" ... 

What about the tax return filed for 2004? '" Are 
they still on LIFO? ... Amended returns? ... Worse 
yet, in 2005, the 2004 financial statements that were 
sent to the manufacturer/Factory were not on LIFO, so 
the dealer violated the conformity requirement for 2004. 

Is this a willful self-termination of the LIFO elec
tion? Is there a 4-year spread for the recapture of the 
LIFO reserve? ... Or, because of the conformity 
violation, would the IRS insist on the full LIFO reserve 
being picked up in income in 1 year? ... Or, is the 
dealer still on LIFO (if the IRS will waive the violation 
of the conformity requirement)? 

Has there been a change in policy? Or, what? 
For more about this "Catch-22," see page 16. 

#8. FORENSIC LIFO ... CREATING LIFO LAYER 
HISTORIES OUT OF THIN AIR. Every once in a 

while, you may be asked to pull a rabbit out of a hat. 
Here's a real-life situation. You are a CPA who 
acquires a new client on LIFO. For whatever reason, 
your new client cannot produce copies of any prior
year LIFO calculations. 

Yes, everyone is aware of the books and records 
requirement and what Rev. Proc. 79-23 says about 
that. But, in real life, something really fell through the 
cracks here. You are simply told (1) what the cost of 
last year's inventory was, (2) that the LIFO reserve at 
the end of last year for the pool was "X" dollars and (3) 
that the LIFO election was made several years ago. 

That's all you're given. You need to create the 
LIFO layer history for this situation ... almost out of 
thin air. Can this be done? What do you think? 

Hopefully, this won't happen to you. But, if it 
should, maybe seeing one approach to this problem 
will be helpful. To see how we handled this challenge, 
see page 20. 

#9. TELECONFERENCES COMING SOON. We're 
planning to do a few year-end teleconferences involv
ing various LIFO and auto dealer planning issues. 
Particulars (time and date) have not been finalized. 
Location will be your office or wherever you have a 
good phone that you and your staff can gather around. 
And, there will be a detailed outline and ample time for 
questions & answers. 

If you're interested, please let us know so that we can 
be sure to provide you with timely advance information.* 
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2 September 2005 De Filipps' LIFO LOOKOUT Vol. 15. No.3 



A HEADS-UP FOR DEALERS FACING YEAR-END 
PLANNING LOWER LIFO INVENTORIES AT YEAR-END 

Many controllers and dealers are calling in a 
panic because they expect their year-end inventories 
to be significantly lower than last year. Are they 
overreacting? ... or, is their panic warranted? 

WILL VALUE PRICING AFFECT LIFO RESERVES? 

A recent letter to the Editor in the Automotive 
News suggested that "dealers will pay for value 
pricing." It said that "the untold story on the heels of 
General Motors' value pricing program is that in the 
next 6 months, it will cost dealers plenty in income tax 
or in a smaller gross margin, or both." 

The writer added that "If GM cuts the cost, the 
thousands of dealers on LI FO will recapture a portion 
of the LIFO reserve, which will increase the dealer's 
taxable income for 2005. As a consequence of 
'deflationary costing,' dealers will pay significantly 
more income tax. It will largely be unavoidable." 

Our take on it. For dealers who are using the 
Alternative LIFO Method, what will really matter is 
whether or not the manufacturers show various "price 
or cost reductions" as part of the first line of the vehicle 
invoice where an amount is shown for "dealer cost." 

If, for example, because of various factors, GM 
reduces the "dealer cost" as shown on the vehicle 
invoice by several thousand dollars and the vehicle 
had an identical item category counterpart in inven
tory at the beginning of the year, then indeed, the 
dealer will likely end up with a reduced inflation index 
for the year. Possibly the index may even reflect 
deflation. 

Once again, this reinforces our reminders about 
the necessity of making projections of the anticipated 
change in the LIFO reserve at year-end well in ad
vance of the end of the year. 

Many dealers still think (incorrectly) that if their 
inventory drops by 20% or 50%, they will end up 
repaying 20% or 50% oftheir LIFO reserves. And, as 
we all know, nothing could be further from the truth. 

DON'T BELIEVE 
WHAT YOU READ IN THE PAPERS 

In some instances, the manufacturers are putting 
out very misleading information suggesting that the 
prices for 2006 models will be significantly lower than 
last year. We analyze price and model information on 
an almost daily basis for purposes of our SuperLiFO 
New Vehicle Database ... all manufacturers ... all 
models ... all vehicles. 

We are finding little evidence of significant defla
tion that would be taken into account in computing the 
price change indexes (inflationary or deflationary) at 
the end of the year. One exception, we should add, 
relates to Saturns which are showing significant de
flation this year. 

YOU CAN'T NECESSARILY GO BY 
WHAT THE FACTORY CALLS IT 

One typical example is that, in many instances, 
the various models of the 2006 Chevrolet Silverado 
trucks (1500s, 2500s and 3500s) introduced this year 
cannot be compared directly with the 2005 models 
which had the same name. In other words, what 
Chevrolet has done with these vehicles is to use the 
name of the 2005 model for a 2006 model which has 
a "new packaging structure," but which, in reality, 
reflects a lesser content in the 2006 model (with the 
same name). 

As a result, information released to the less 
analytically-inclined public purports to show thatthere 
have been significant price decreases when one 
compares the 2006 model with the 2005 model. 
These characterizations as "price decreases" are 
incorrect when comparable vehicles are analyzed 
side-by-side. There may even be true inflation in the 
price of the vehicle if there has been significant 
decontenting between the years' models. 

Continuing our example, the detail provided by 
the manufacturers lists '06 L T1 , L T2 and L T3 models, 
whereas Black Book and Kelley do not list these as 
separate models (i.e., they only list them as L T 
models), but then include the specific information for 
these vehicles as part of the overall information given 
for all options. 

Most importantly, there has been no change in 
vehicle wheelbase in any of the models, and the 
definition of what constitutes a "new item" under the 
Alternative LIFO Method for New Vehicles is not 
satisfied by any of the changes (with one minor 
exception discussed below) for any of the vehicles. 

When comparing '05 models with '06 models, in 
some of the vehicles, there has been a change in 
engine size, but in most other respects, the vehicles 
remain unchanged. On some occasions in the past, 
some I RS agents seem to have taken the position that 
a change in the engine is significant enough in itself 
to cause the newer model to be classified as a "new 
item." However, under the strict definition(s) of what 

see HEADS-UP, page 4 
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Heads-Up (Continued from page 3) 

constitutes a "new item," the Silverados, in general, 
are continuing items. 

The table below summarizes the Chevrolet 
Silverado "new packaging structure" comparing 2005 
and 2006 models for Alternative LIFO Method pur
poses. 

The three basic model year 2005 models in the 
Silverado line are the ... (1) '05 Base, (2) '05 LS and 
(3) the '05 LT. For 2006, there are four basic model 
year 2006 models in the Silverado line ... (1) '06 LS, 
(2) '06 L T1 , (3) '06 L T2 and (3) the '06 L T3. 

What is important to note, for Alternative LIFO 
purposes, is that the '05 LS is not the same "item" as 
the '06 LS. Although these vehicles have the same 
"packaging" names, close analysis comparing en
gine sizes and packaging contents shows that they 
are not "continuing items" in the technical sense. 

The most detailed breakdown for the '06 
Silverados includes ... L T 1, L T20r L T.3 designations 
as part of the model code. Therefore, whenallofthe 
vehicle engine sizes and packaging contents are 
compared - in the absence of any change in 
wheelbase - the unmistakable conclusion is that 
the '06 LS corresponds to the '05 Base. 

Similarly, when all of the vehicle content is com
pared - in the absence of any change in wheelbase
the unmistakable conclusion is that the '06 L T1 cor
responds to the '05 LS, and that the '06 L T3 corre
sponds to the '05 L T. 

The '06 Silverado L T 2 is the only true "new item" 
for Alternative LIFO purposes. This is because when 
one compares the L T2 vehicle with the various '05 
Base, LS and L T models, there is no comparable 

- -- - -

I 

I 

I 

---

vehicle because the L T2 has less content than does 
the L T.3 (which has a corresponding prior year model). 

A comparison of the dealer cost amounts based 
on the above shows that there is only a modest 
increase in price for the 2006 model versus the 
corresponding 2005 model. However, generaliza
tions in the press and in Factory literature proclaiming 
large price decreases are based on incorrectly com
paring vehicles having the '05 packaging with ve
hicles having the same name '06 packaging. 

When this incorrect comparison is made, one 
would see a dealer cost for the 1500 2-Wheel Drive 
Regular Cab, Short Wheelbase '05 LS at $22,256 
versus a dealer cost for the '06 LS at $19,558 (a 
significant decrease). The more accurate compari
son would be to compare the '05 LS at $22,256 with 
the '06 L T 1 at $22,554. (Not much real price change, 
is there?) 

Similarly, comparing the 1500 2-Wheel Drive, 
Extended Cab, Short Wheelbase '05 L T at $28,993 
with the '06 L T 1 at $24,922 shows a significant 
decrease. Again, the comparison really should be 
made between the '05 LT at $28,993 and the '06 LT3 
at $29,001 - a modest increase. -

In summary, the overall result is that for these 
Silverados, most are continuing items that show 
only modest inflation. 

In reality, a close inspection of the vehicle content 
reveals that the true inflation is somewhat greater 
because of the decontenting that the manufacturer 
has made on the vehicles when one compares some 
2005 models (with OnStar) with some '06 models 
(from which the OnStar package has been deleted, 
but is available as an option at extra cost). * 

- - -- -- -- -- --- ----- - - -- - - - -- - - ~ ---, 

I 
I 

i 
I ~ I I 
I 

2005 Model 2006 Model 

• Base . .. The base in 2005 corresponds to the 2006 LS • LS ... Continuing item 

• LS .. , The LS in 2005 corresponds to the 2006 LTI • LTI ... Continuing item 

• LT ... The LT in 2005 corresponds to the 2006 LT3 • LT3 ... Continuing item 

• There is no 2005 match for the 2006 LT2 • LT2 ... New item 

~Ph~o~tOC~OP~Y~ing~O~rR~e~pr~int~in~gW~i~th~ou~tP~e~rm~iss~io~n~ls~pr~Oh~ib~it8~d~~~~~*~~~~~~~A~Q~U~ar~t8~rlY~U~Pd~at~e~of~LI~FO~'~N~ew~s~.v~ie~ws~a~nd~'~de~as 
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IRS ALLOWS LATE FILING OF FORMS 970 
IN COMPLICATED AUTO DEALERSHIP 

REORGANIZATION SITUATION 

LTR 
200522008 

In Letter Ruling 200522008, dated February 23, 
2005, the IRS granted a taxpayer an extension of time 
to file Forms 970 that should have been included with 
the tax returns (filed several years earlier). The facts 
in this case are interesting ... the CPAs and practitio
ner problems exacerbated an already sorry situation. 
But, the lesson here is really an old and already
familiar one ... if you're ever in doubt about whether 
or not a Form 970 should be filed, file it! 

FACTS 

The fact pattern involved a rather complicated 
restructuring, which we'll somewhat simplify in this 
retelling. 

P and the electing entities, A, B, C, D, and E 
(collectively referred to as the "Companies"), are 
limited liability companies. Each company uses the 
LIFO method to value its inventory. 

Before the reorganization, there were five Sub
chapter S corporations, with F as their majority share
holder. Each of the original Subchapter S corpora
tions had elected the LIFO inventory method and had 
filed Forms 970 at that time. 

The individual shareholder's (F's) objective was 
to substantially reduce its investment in the opera
tions of the companies. Essentially, there were four 
steps. 

First, the five original S corporations were merged 
into a single Subchapter S corporation, G, in order to 
accommodate F's interest in selling a portion of its 
interest in the five entities. 

Second, after the combination, the new car in
ventories and respective LIFO pools were contrib
uted as capital to P. 

Third, certain unrelated assets were either sold 
or contributed as capital to P. 

Fourth, the contributed assets were then dropped 
down into five new LLCs. This was done in order to 
enable each company to operate independently and 
maintain a separate and distinct relationship with its 
manufacturer. 

When the assets were contributed to the Compa
nies, the opening inventory of each LLC consisted of 
the transferred LIFO inventory. Their LIFO invento
ries and the other assets were contributed in ex
change for ownership interests under Section 721 of 

the Internal Revenue Code, resulting in recognition of 
neither gain nor loss. 

After the asset transfers, management retained 
supervisory responsibility over the same employees 
and personnel. Business was conducted at all of the 
same locations that had existed before the exchange. 
Meanwhile, F had accomplished the goal of reducing 
substantially its investment in the operations of the 
companies. 

CPA FIRM #1 

During the period in question, H (a CPA firm) 
provided tax services for the Companies, including 
preparing and reviewing their income tax returns. 
The engagement partner assigned to the Companies' 
account was J, who was experienced in both LIFO 
and the automotive industry. Although Company 
personnel assisted in preparing the income tax re
turns and supporting documentation, it was J who 
dealt with all the technical issues, including matters 
related to the filing of Forms 970. 

Because the prior entities were already on the 
LIFO method and the entity changes were primarily 
for reorganization, the taxpayer (P) concluded ••. 
incorrectly ... that new Forms 970 would not be 
required for each of the newly formed LLCs solely on 
account of the reorganization. 

Consequently, the reorganized Companies did 
not file Forms 970 after the reorganization (with one 
minor exception, not relevant to the issues at hand). 
Subsequent to the reorganization, all tax returns filed 
by the Companies identified that they were using the 
LIFO inventory method, and that the LIFO method 
was conSistently applied. 

ENTER ... A NEW CONSULTANT 

At a still later date, another different professional 
(K)-who was not related to the original CPA firm-did 
some tax work for the shareholders of P. 

K had been retained to perform unrelated tax 
services for one of P's shareholders. The special 
work that K did at a later date was performed under a 
separate agreement, and it did not apply to the limited 
liability Companies (A, B, C, D and E). 

During this engagement, K's personnel raised 
with P (the taxpayer) and J (the engagement partner 
of the CPA firm) the issue of whether the reorganized 
Companies were required to file Forms 970 in con-

see FORMS 970, page 6 
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Forms 970 (Continued from page 5) 

nection with the restructuring (Le., after the restruc- taxes as if they had been on LIFO since the date of 
turing had been completed). At the time, the Compa- their reorganization. Therefore, the Companies would 
nies' tax preparer (J) was not convinced that new not, by virtue of the later LIFO election, have a lower 
elections-made by filing Forms 970-were required. tax liability than they would have had if the LIFO 

Other complications, which were not the fault election Forms 970 had been filed timely. 
of the taxpayer. Because of business disruptions The IRS said that the information and represen-
that K (the special consultant) incurred shortly there- tations furnished by the taxpayer established that it 
after, K was unable to pursue the matter further. had acted reasonably and in good faith in its request. 
Subsequently, K's personnel on the engagement Accordingly, the IRS allowed the taxpayer an 
departed the firm, and the pertinent files and extension of time to file the necessary Forms 970 for 
workpapers were locked away in a storage facility. the Companies. The extension of time was for a 
Accordingly, J's advice to P that Forms 970 were not period of 30 days from the date of the Letter Ruling. 
required, coupled with K's failure to pursue the issue So, in the end, things turned out all right for the 
with P, resulted in no additional or further study taxpayer in this Ruling. 
addressed to the question of whether or not Forms PLR 9644027 
970 really should have been filed. 

ENTER ... (NEW) CPA FIRM #2 
& SUBSEQUENT EVENTS 

The taxpayer eventually retained a new CPA 
firm, and this firm concluded that Forms 970 should 
have been filed. Then, still later, during the course of 
reviewing a proposed transaction that would merge 
two related LLCs into a surviving entity, P's manage
ment again raised the question of whether a new 
Form 970 might be required. After further research, 
P concluded that it might be necessary to file a new 
Form 970 for the transaction in question. It also 
concluded that Forms 970 potentially should have 
been filed previously, after the first reorganization 
had been completed, as well. 

P's quandary was such that it resulted in the 
request to the IRS for an extension of time to file 
the Forms 970 that should have been filed years 
earlier. Immediately after reaching the conclusions 
that Forms 970 should have been filed, P contacted 
L (its current provider of audit services) for advice. 
This advice included a discussion of whether it would 
be necessary to file a request for extension of time 
pursuant to Reg. Sec. 301.9100 ... so-called "Section 
9100 relief." Ultimately, the request for Section 9100 
relief was filed. 

L TR 200522008 thus involves the question of 
whether the taxpayer should be granted relief (see 
the accompanying box) in order to make a late filing 
of the Forms 970 that should have been filed much 
earlier. 

IRS GRANTS RELIEF ... 
FORMS 970 COULD BE FILED LATE 

The National Tax Office held that the 
. Government's interests were not prejudiced under 
'Reg. Sec. 301.91 00-3(c)(1 Hi). The Service reached 
this conclusion because the Companies had reported 

It is interesting to observe that in L TR 200522008, 
the Service concerned itself only with the question of 
whether the taxpayer should be allowed an extension 
of time to file Forms 970. The IRS accepted, without 
reservation, the correctness of the conclusions that 
(1) there was no LIFO recapture as a result of the 
reorganization, (2) the taxpayers remained on LIFO 
after the reorganization and (3) Forms 970 were 
required to be filed. 

The only guidance on the answers to these ques
tions seems to come from PLR 9644027 which, 
according to its terms, may not be used or cited as 
precedent. In PLR 9644027, the question was whether 
or not LIFO recapture occurred in an LLC - S Corp: 
reorganization setting where three limited liability 
companies had been formed, and afterward, there 
was a transfer of LIFO inventories to the newly
formed LLCs by the S Corp. 

This Letter Ruling is discussed in some detail in 
the December 1996 issue of the LIFO Lookout 
(pages 4-7). The four holdings in this Letter Ruling 
relating to the continuity of the LIFO elections and the 
need to file Forms 970 are below. 

1. No Immediate Tax. Under Section 721 (a) of the 
Code, neither a partnership nor any of its partners 
recognizes gain or loss when property is contributed 
to a partnership in exchange for a partnership inter
est. Because the taxpayer will contribute assets to 
each LLC in exchange for a membership interest in 
that LLC, the taxpayer will not recognize gain or loss 
on the contributions. 

2. No LIFO Reserve Recapture. The contribution 
of the LIFO inventory to the LLC formed to qualify for 
partnership tax treatment will not trigger recapture of 
the LIFO reserve under Section 721 (a) . 

~Ph;ct;OC~OP~Yi~ng~Or~R~ep~rin~tin~g~W~ith~ou~t~pe~rm~is~sio~n~ls~pr~oh~ib~ite~d~~~~~*~~~~~~~A~Q~Ua~rte~rIY~U~Pd~a~le~m~LI~Fo~'~N~ew~s.~v~iew~s7an~d~ld~eas 
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Forms 970 (Continued) 

3. The Transactions Are Also Tax Free to the 
Managers, However ... To the extent that any part
ner gives up any part of his right to be repaid his 
contributions in favor of another partner as compen
sation for services, Section 721 does not apply and 
there would be immediate tax consequences to the 
contributing member-partners. 

4. Forms 970 Are Required to Be Filed. Section 
703(b) requires that any election affecting the compu
tation of taxable income derived from a partnership is 
to be made by the partnership. Therefore, in order 
to adopt the dollar-value LIFO inventory method, 
each transferee LLC must file Form 970 with its 
tax return (Form 1065) for the year in which the 
inventory transfers occur. In addition, each LLC 
must also comply with the provisions of Section 472 
and the Regulations thereunder. 

In this case, however, each of the three general 
managers was making a cash contribution to an LLC 
in return for an ownership interest proportionate to 
that cash contribution. No manager was receiving an 
interest in a partnership in return for services ren
dered. Accordingly, the ownership interests in the 
LLCs granted to the general managers will be tax free 
under Section 721 (a) to the extent those interests are 
received in exchange for property contributed to the 
LLCs. 

CONCLUSION 

The moral of all of this should be clear and evident 
... Whenever there is any doubt over whether a 
Form 970 should be filed - to either effect a LIFO 
election or to inform the I RS of the continuation of the 
use of the LIFO method by a transferee entity - Form 
970 should be filed. * 

LaIc 
Filil/o 

" Rdi(/ 

IRSean 
Permit 

Late Filing 

"Standards " 
for Relief 

"Good Faith" 

Three 
Indicators of 
"Bad Faith" 

Interests of the 
Government 

Are Prejudiced 

Requesting Permission From the IRS to File Forms '970 
After the Regular Filing Due Date Has Been Missed 

Reasonable Extensions of Time (or Late Filings 

• Under Reg. Sec. 301.9100-1(c). the Commissioner has the discretion to grant a reasonable extension of time 
to make a regulatory election ... provided that ... 
• The taxpayer has acted reasonably and in good faith, and 
• Provided that granting relief will not prejudice the interests of the Government. 

• A regulatory election is defined to include a request to adopt, change or retain an accounting method. 
• The rules governing automatic extensions for regulatory elections are in Section 301.9100-2. 
• lfthe rovisions ofRe . Sec. 301.9100-2 do not a I. then Re . Sec. 301.9100-3 ma 1 instead. 
• These standards are set forth in Reg. Sec. 301.9100-3. 
• These standards apply to determine whether the Commissioner will grant an extension of time to make a 

regulatory election. 
• These standards also detail the information and representations that must be furnished by the taxpayer in 

order to enable the IRS to determine whether the taxpayer has satisfied these standards. 
• The standards also are applied to determine whether 

• The taxpayer acted reasonably and in good faith and 
• Whether tin relief would re'udice the interests of the Government. 

• A taxpayer applying for relief for failure to make an election before the failure is discovered by the Service 
ordinarii wiu be deemed to have acted reasonabl and in ood faith. Re. Sec. 301.9100-3 1 i 

• A taxpayer will not be considered to have acted reasonably and in good faith ... if the taxpayer ... 
• Seeks to alter a return position for which an accuracy-related penalty has been or could be imposed under 

Section 6662 at the time the taxpayer requests relief and the new position requires or permits a regulatory 
election for which relief is requested. 

• Was informed in all material respects of the required election and related tax consequences but chose not 
to file the election. 

• Uses hindsi ht in r uestin relief. ... Re . Sec. 301.9100-3 b 3 
• The interests of the Government are prejudiced ... if granting relief to the taxpayer ... 

• Would result in a taxpayer having a lower tax liability in the aggregate for all tax years affected by the 
regulatory election than the taxpayer would have had if the election had been timely made (taking into 
account the time value of money). 

• Would result in a tax liability that is lower, in the aggregate, for a group of taxpayers (as a result of 
extending the time for making the election) than the (collective) tax liability of the group would have 
been ifthe election had been timely made. [Reg. Sec. 301.9100-3(c)(1)(i)] 

• The interests of the Government are ordinarily prejudiced if the tax year in which the regulatory election should 
have been made ... or any tax years that would have been affected by the election had it been timely made ... are 
closed by the period of limitations on assessment under Section 6501(a) before the taxpayer's receipt of a Ruling 

tin relief under Re ,Sec, 301.9100-3. e. Sec. 301.9100-3 c 1 ii 

~A~o~ua~rt~er~tY~U~Pd~a~te~o~fL~IF~O~'~N~e~ws~.~V~iew~s~a~nd~~lde~a~S~~~~~~~~*~~~~~~~Ph~o~tO~CO~pY~in~g~O~rR~e~pr~in~tin~g~W~it~ho~u~tP~e~rm~is~s~io~n~ls~p~ro~hib~ij~ed 
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REGULATIONS FINALIZED FOR 
LOOKTHROUGH LIFO RECAPTURE 

IIANTI
COGGIN II 

REGULATIONS FOR PARTNERSHIPS - QSSSs - LLCs 
Effective July 12,2005, the LIFO recapture Regu

lations under Section 1363(d) were finalized. When 
these Regulations were issued in proposed form in 
August 2004, they were discussed in the September 
2004 LIFO Lookout. That article also discussed 
Coggin Automotive Corporation ... the LIFO recap
ture case which the IRS ultimately lost ... and related 
issues. 

The usual notice of proposed rulemaking related 
to the proposed Regulations was published in the 
Federal Register on August 13, 2004. Only one 
person submitted comments in response to that no
tice. A public hearing was held on December 8,2004. 
After consideration of the comments, the proposed 
Regulations were adopted as final Regulations with 
only the one modification indicated below (No 7). 

THE FINAL REGULATIONS 

The final Regulations provide the following ... 

1. A C corporation that holds an interest in a 
partnership owning LIFO inventory must include the 
lookthrough LIFO recapture amount in its gross in
come where the corporation either (1) elects to be an 
S corporation or (2) transfers its interest in the part
nership to an S corporation in a nonrecognition trans
action. 

2. The lookthrough LIFO recapture amount 
is the amount of income that would be allocated to the 
corporation, taking into account Section 704(c) and 
Reg. Sec. 1.704-3, if the partnership sold all of its 
LIFO inventory for the FIFO value. 

3. A corporate partner's lookthrough LIFO re
capture amount must be determined, in general, as of 
the day before the effective date of the S corporation 
election or, if the recapture event is a transfer of a 
partnership interest to an S corporation, as of the date 
of the transfer (the recapture date). 

4. If a partnership is not otherwise required to 
determine inventory values on the recapture date, the 
lookthrough LIFO recapture amount may be deter
mined based on inventory values of the partnership's 
opening inventory for the year that includes the re
capture date. 

5. A corporation owning LI FO inventory through 
a partnership must increase its adjusted tax basis for 
its partnership interest by the lookthrough LIFO re
capture amount. 

6. The partnership through which the LIFO in
ventory is owned will be allowed to adjust the basis of 
partnership inventory (or lookthrough partnership in
terests held by that partnership) to account for LIFO 
recapture. 

7. If the lookthrough LIFO recapture amount is 
determined based on inventory values of the 
partnership's opening inventory for the year that 
includes the recapture date, then the lookthrough 
LIFO recapture amount must be adjusted to take into 
account any adjustments to the partnership's basis in 
its LIFO inventory that resultfrom transactions occur
ring during the period from the start of the partnership's 
tax year to the end of the recapture date. 

Thus, the lookthrough LIFO recapture amount 
would have to reflect any adjustments to the basis of 
LIFO inventory that occurred during that period that 
were made under Sections 734(b), 737(c), or751 (b). 

NO.7 above was included in the final Regulations 
based on a commentator's suggestion. 

Examples included in the final Regulations ap
pear on the facing page. 

SUGGESTIONS NOT ACCEPTED BY THE IRS 

There were some other changes that had been 
suggested to the proposed Regulations. However, 
the IRS did not make these changes because it felt 
that these changes were beyond the scope of the 
rules. These proposed changes were to ... 

1. Allow C corporations that subsequently make 
S elections to take a basis adjustment similar to that 
available under Section 743(b), 

2. Provide for retroactive revaluation of LIFO 
inventories in cases where non-C corporation part
ners have been admitted, 

3. Reduce an S corporation's earnings and 
profits upon payment of the LIFO recapture tax during 
an S year, and 

4. Provide that the stock basis of S corporation 
shareholders not be reduced upon such a payment. 

The Service also rejected the suggestion that the 
government did not have authority to issue these rules. 

COMMENTS ON PROPOSED REGS. 
ARE EXCELLENT REFERENCE MATERIALS 

Here's what's interesting about the comments 
submitted on the proposed Regulations ... They are 
"worth their weight in gold. " 

see LOOKTHROUGH RECAPTURE, page 10 

~Ph~ot~oc~OP~Yin~g~Or~R~ep~rin~tin~g~W~ith~ou~t~pe~rm~iS~Sio~n~ls~pr~oh~ib~ite~d~~~~~*~~~~~~~A~QU~a~rte~rIY~U~Pd~at~e~of~LI~Fo~-~N~ew~s.~v~iew~s~an~d~lde~as 
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Reg. _,'('C. 
1./363-2({) 

Example 1 
Part (i) 

LIFO Inventories 
Are Initially 
Owned by the 

CCorp. 

Example 1 
Part (ii) 

Example 2 
Part (i) 

LIFO Inventories 
Are Initially 
Owned by the 
Partnership 

Example 2 
Part (ii) 

Source 

Lookthrough LIFO Recapture 

in Situations Involving C Corps.! Partnerships & Later S Corp. Elections 

C Corporation is a partner in a partnership ... 
C Corporation has inventories valued using LIFO ... 
C Corporation contributes the LIFO inventory to the partnership ... 
C Corporation later elects to be treated I taxed as an S Corporation. 

• G is a C corporation with a taxable year ending on June 30. GH is a partnership with a calendar 
year taxable year. G has a 20 percent interest in GH. The remaining 80 percent interest is owned 
by an individual. 

• On April 25, 2005, G contributed inventory that is LIFO inventory to GH, increasing G's interest 
in the partnership to 50 percent. GH holds no other LIFO inventory, and there are no other 
adjustments to the partnership's basis in its LIFO inventory between January 1,2005 and the end 
of the recapture date. 

• G elects to be an S corporation effective July I, 2005. The recapture date is June 30, 2005. 
• GH elects to use the LIFO method for the inventory and determines that the FIFO and LIFO 

values of the opening inventory for GH's 2005 taxable year, including the inventory contributed 
by G, are $200 and $120, respectively. [Note: The LIFO reserve is $80 ($200-$120)] 

• GH is not required to determine the FIFO and LIFO values of the inventory on the recapture date. 
• GH may determine the lookthrough LIFO recapture amount as though the FIFO and LIFO values 

of the inventory on the recapture date equaled the FIFO and LIFO values of the opening inventory 
for the partnership's taxable year (2005) that includes the recapture date. 

• For this purpose, the opening inventory includes the inventory contributed by G. The amount by 
which the FIFO value ($200) exceeds the LIFO value ($120) in GH's opening inventory is $80. 

• Thus, if GH sold all of its LIFO inventory for $200, it would recognize $80 of income. 
• G's lookthrough LIFO recapture amount is $80. This is the amount of income that would be 

allocated to G if GH had sold all of its LIFO inventory for the FIFO value (taking into account 
Section 704(c) and Reg. Sec. 1.704-3). 

• G must include $80 in income in its taxable year ending on June 30, 2005 (under ~ (b)(I) of this Sec.). 
• G must increase its basis in its interest in GH by $80 (under ~ (e)(2) of this Sec.). 
• GH may elect to increase the basis (with respect to G only) of its LIFO inventory by $80 (under ~s 

(e)(2) and (3) of this Sec., and in accordance with the principles of Sec. 743{b». 

C Corporation is a partner in a partnership ... 
The partnership has inventories valued using LIFO ... 
C Corporation later elects to be treated I taxed as an S Corporation. 

• J is a C corporation with a calendar year taxable year. JK is a partnership with a calendar year 
taxable year. J has a 30 percent interest in the partnership. JK owns LIFO inventory that is not 
Section 704(c) property. 

• J elects to be an Scorporation effective January 1,2005. 
• The recapture date is December 31, 2004 (under ~ (c)(l) of this Sec.). 
• JK determines that the FIFO and LIFO values of the inventory on Dec. 31, 2004 are $240 and 

$140, respectively. [The LIFO reserve is $100 ($240-$140)] 

• The amount by which the FIFO value ($240) exceeds the LIFO value ($140) on the recapture date 
is $100. Thus, if JK sold all of its LIFO inventory for $240, it would recognize $100 of income. 

• J's lookthrough LIFO recapture amount is $30. This is the amount of income that would be 
allocated to J if JK sold all of its LIFO inventory for the FIFO value (30% of $ 100). 

• J must include $30 in income in its taxable year ending on Dec. 31,2004 (under ~ (b)(l) of this 
Sec.). 

• J must increase its basis in its interest in JK by $30. (under~ (e)(2) of this Sec.). 
• JK may elect to increase the baSis (with respect to J only) of its inventory by $30 (under ~s (e)(2) 

and (3) of this Sec. and in accordance with the principles of Sec. 743(b». 

• Reg. Sec. 1.1363-2(t) Examples I and 2. 
• Text of examples indicates further cross-referencing to other Sections within the Regulation. 

~A~Q~"a~rte~r~IY~UP~d~at~e~Oj~L~IFO~"N~e~w~s.~V~iew~s~a~nd~l~de~a~s~~~~~~~*~~~~~~P~ho~tO~CO~p~Yin~g~O~rR~e~pr~in~tin~g~W~ith~o~ut~p~er~m~iss~io~n~ls~p~ro~hi~bit~ed 
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Lookthrough Recapture 

The one individual who submitted comments on 
the proposed Regulations was David W. LaRue, 
Ph.D. He is the Director of the Graduate Accounting 
Program in the Mcintire School of Commerce, at the 
University of Virginia, Charlottesville, VA. Dr. LaRue 
also was the Government's LIFO expert in Coggin 
Automotive Corporation v. Comm. 

, Dr. LaRue's comment letter, dated Nov. 17,2004, 
to the IRS is most informative (31 pages) and replete 
with footnotes (122). Anyone contemplating Coggin
like transactions or attempting to otherwise skirt the 
impact of these new LIFO recapture Regulations 
should read Dr. LaRue's comment letter to the IRS 
with a magnifying glass. 

PIECEMEAL CLOSING 
OF RECAPTURE LOOPHOLES 
BY AMENDING SEC. 1374 REGS. 

One example of a footnote in Dr. LaRue's letter 
that is full of meaningful information is Footnote 7, 
included below in its entirety. 

"Although there are at least three scenarios un
der which a C corporation might use an S corporation 
to avoid LIFO recapture, the language of Section 
1363( d)(l) antiCipates only one - the making of an S 
election by a C corporation that maintained one or 
more LIFO inventories for the taxable year immedi
ately preceding its first taxable year as an S corpora
tion. Section 1363(d)(I); Reg. Sec. 1.1363-2(a)(1). 
Section 1363(d) does not expressly require LIFO 
recapture: 

[First] "Where an C corporation disposes of 
its LIFO inventory to an S corporation in a nontaxable 
carryover basis transaction, 

[Second] "Where, in anticipation of making an 
Selection (or as of the date of the transfer of the 
partnership interest to an S corporation in a nontax
able transaction), a C corporation (or one or more of 
its subsidiaries) disposes of its LIFO inventory by 
transferring that inventory to a partnership in a non
taxable exchange for a partnership interest under 
Section 721, or 

[Third] "Where a C corporation already owns 
an interest in an existing partnership that holds LIFO 
inventory as of the effective date of its Selection (or 
as of the date ofthe transfer of the partnership interest 
to an S corporation in a nontaxable transaction). 

"These three loopholes are readily apparent to 
the naked eye and it is surprising that the drafters of 
Section 1363(d) did not address them (or expressly 
authorize the Treasury to address them by regula
tion). In the context of Section 1374, Congress and 
the I.R.S. had been quick to spot and plug the first of 

(Continued from page 8) 

these loopholes (see Announcement 86-128, 1986-
51 I.R.B. 22, Ur. Ru!. 8743046 (July 28, 1987); 
Section 1374(d)(8) (added in 1988)). Under regula
tions .proposed in 1992 and finalized in 1994, the 
second of these loopholes was plugged retroactively 
back to the effective date of Section 1374 (Reg. Sec. 
1.1374-1 O(d)(I)), and the third was plugged prospec
tively for taxable years ending on or after December 
27,1994 (Reg. Sec.1.1374-4(i)). Reg. Sec. 1.1374-
1 O(a) and (b)." 

HOW THE IRS BLEW ITS CHANCES 
FOR VICTORY IN COGGIN 

Footnote 22 included in Dr. LaRue's comment 
letter explains that "the significance ofthe 11 th Circuit's 
decision to LIFO-method corporations contemplating 
an S election is unclear." It gives four examples in 
support of that statement, including a fine discussion 
of the "anti-abuse Regulations" under Section 701. 

Buried in this footnote discussion is the following 
observation ... "CAC (Le., Coggin Automotive Corpo
ration) was vulnerable under several alternative ar
guments that were not pursued at trial or on appeal by 
the Government ... : the tax benefit doctrine, the clear 
reflection of income doctrine, the aSSignment of in
come doctrine and the step-transaction doctrine. . .. 
These alternative arguments were not raised be
cause the Service believed that its application of the 
aggregate method approach to the Coggin limited 
partnerships was sufficient. If a fact pattern similar to 
that before the Courts in Coggin Automotive arises, 
the I.R.S. can be expected to raise all of (the) argu
ments at its disposaL" 

Dr. LaRue's comment letter also contains a wealth 
of references to other cases and technical articles. 

IT GETS EVEN BETTER ... THERE'S MORE 

After the Regulations were finalized leaving out 
several of Dr. LaRue's suggestions, he again took up 
the pen. However, this time he wrote to the Honorable 
William Thomas, Chairman of the House Committee 
on Ways and Means. In this letter, dated August 27, 
2005, Dr. LaRue suggests technical corrections to 
Section 1371 (c) and 1367(a)(2)(D) to provide for the 
proper and equitable treatment of the incremental 
taxes incurred by aLi FO-method S corporation under 
Section 1363(d). 

This letter in part duplicates some of his sugges
tions on the proposed Regulations. But it is equally 
insightful and informative. Taken together, both of Dr. 
LaRue's letters provide a wealth of information to help 
one understand the technical depth and the restruc
turing opportunities in this complex area. * 

~Ph~m~OC~OP~Yin~g~Or~R~ep~rin~tin~g~W~ith~ou~tP~e~rm~isS~io~n~ls~pr~Oh~ib~ite~d~~~~~*~~~~~~~A~Q~Ua~rte~rIY~U~Pd~a~te~ot~LI~FO~'~N~ew~s.~V~iew~s~an~d~ld~eas 
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Co II \(' III 

Letll'/" 

IRS Letter Approving Change in Method of Accounting 

For Advertising Fees & Expenses 

Internal Revenue Service 

XYZ Dealership 
Address 
City, State, Zip 

EIN: ______ _ 

Attention: Mr.lMs .. =-=--:---:-,...-::_-,
XYZ Dealership President 

Dear Mr.lMs. ____ _ 

Department ofthe Treasury 

Washington, DC 20224 

Person to Contact: 

Page 1 of3 

Identifying Number-:------------
Telephone Number: ___________ _ 
Refer Reply To: ___________ _ 

Date: XXXXXX , 2005 

This letter refers to a Fonn 3115, Application for Change in Accounting Method, filed on behalf of the above-named taxpayer requesting 
pennission to change its method of accounting for advertising fees, for the taxable year beginning Jan. I, 2004 (year of change). 

FACTS 

• Business of the taxpayer ... See A * 
• Description of types of advertising plans and/or programs ... See B and C 
• Description of present and proposed methods of accounting and representations by the taxpayer ... See D and E 

SECTION "8Ua) ADJUSTMENT 

The Section 481 (a) adjustment.for the year of change is (SXxx,XXX), which represents a decrease in computing taxable income. 

CONSENTnERMS AND CONDITIONS OF CONSENT 

• Net negative Section 481 (a) adjustment deductible in full in year of change ... See Fand G 
• Books and records ... See G 
• Limitation if change in method creates a net operating loss that is carried back to certain years ... See G 

EFFECT OF THIS ACCOUNTING METHOD CHANGE 

• Authority, disclaimers and limitation of reliance on this Ruling ... See H 

AUDIT PROTECTION 

• Audit protection (prior years will be left alone) and limited conditions that could nUllify permission to change ... See I 

CONSENT AGREEMENT 

• Within 45 days from the date of this letter, if taxpayer agrees, it must sign, date and return a copy of the lRS' consent letter. 
e A copy of the executed Consent Agreement must also be attached to the taxpayer's income tax return for the year of change. 
• The signed copy constitutes an Agreement regarding the terms and conditions under which the change is to be effected. 
• The Agreement shall be binding on both parties, except that it will not be binding upon a showing of fraud, malfeasance or 

misrepresentation of a material fact. 

• • • 
The accounting method change granted in this letter ruling is directed only to the taxpayer who requested it and may not be used or 

cited as precedent. ... 

Enclosure: 
Section S.II ofR.v. Proe. 97-27 

Sincerely yours, 

IRS Representative 
Office of Associate Chief Counsel 
(Income Tax & Accounting) 

• See subsequent pages for text corresponding to letter references A-I 

~A~Q~Ua~r~le~rIY~U~p~da~le~O~f~L~IF~O~'~N~ew~s~.V~i~ew~s~a~nd~lde~a~S~~~~~~~~*~~~~~~~P~hO~IO~C~OP~Y~in~g~or~R~e~pr~jn~lin~g~W~il~h~OU~I~pe~r~m~iSS~io~n~ls~p~r~Oh~jb~ite~d 
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Co 11\ L'II t 
LL'ltL'l' 

"A" - Facts 

Current Tax 
Status 

"B" - Facts 

Description oj 
Two Types oJ 

Programs 

"e" - Facts 

Ford Program 

"D" - Facts 

Present & 
Proposed 

Methods, & 
Representations 

"E" - Facts 

Additional 
Wording 

Re: Sec. 263A 
Simplified 

Resale Method 

IRS Letter Approving Change in Method of Accounting 

For Advertising Fees & Expenses 
Page 2 of3 

• The taxpayer is a franchised new car dealer, selling and servicing new and used vehicles. The taxpayer 
uses an overall accrual method of accounting. The taxpayer accounts for new vehicle inventories 
under the Last-In, First-Out (LIFO) method valued at cost. The taxpayer is subject to the uniform 
capitalization rules under Section 263A of the Internal Revenue Code and the Income Tax Regulations 
thereunder. The taxpayer uses the simplified resale method to allocate additional Section 263A costs 
to ending inventory. 

• In a few consent letters, the facts include the statement that ... the taxpayer represents that it is in 
compliance with (rather than taxpayer is subject to) Section 263A, except as to the advertising fees to 
which the tax a er now seeks to chan e. 

• The taxpayer participates in an advertising program(s) in which the taxpayer pays the manufacturer(s) 
a pre-determined amount that is based on the vehicle model. The manufacturer establishes the amount 
of advertising expense to be paid by the taxpayer. 

• There are two types of programs: Group Contribution and Dealer Contribution. 
• Group Contribution expenses are identified on the invoice and included in the base cost of the vehicle. 

These advertising funds are pooled and distributed by the manufacturer, generally monthly, to a local 
advertising association for the purchase of local advertising that benefits either the taxpayer's 
individual dealership or specific dealerships in the taxpayer's region. 

• Dealer Contribution advertising expenses are also pre-determined amounts charged by the 
manufacturer and based on the vehicle model. The advertising funds are deposited into an open 
account, generally on a bi-monthly basis. The taxpayer purchases local advertising from varying 
media outlets, submits a form for approval by the manufacturer's advertising representative and 
receives 100 ercent reimbursement of the ex ense the ta a er aid u on the urchase of the vehicle. 

• The taxpayer pays a mandatory advertising charge, which is levied by the Ford Motor Company (the 
manufacturer) on each vehicle purchased by the taxpayer. The amount the taxpayer pays to the 
manufacturer is either a set fee per vehicle, or a set percentage of the invoice price. The manufacturer 
then pays part of this amount to a local advertising association for the promotion of either the 
taxpayer's individual dealership, or limited to the specific dealerships in the taxpayer's region (area 
dealers). 

• Under the present method, the taxpayer included in inventory the amount listed on the invoice for the 
mandatory advertising program as part of the acquisition cost of the vehicle. The taxpayer included 
advertisin costs as Section 471 costs under the sim lified resale method. 

• Under the present method, the taxpayer includes the advertising costs as part of the acquisition cost of 
the vehicle. 

• Under the proposed method, the taxpayer will exclude advertising costs that are used for local ~d 
regional advertising programs from the cost of new vehicles. The taxpayer may deduct any advertising 
costs spent on local and regional advertising under Section 162 as the advertising services are provided 
to the taxpayer. See Reg. Sections 1.461 -4(d)(2)(i) and 1 .263A-l m(2). 

• Taxpayer's representations. The taxpayer has represented that, on the date the Form 3115 was filed, it 
was not under examination, and it was not before an appeals office or a Federal court with respect to 
an income tax issue. 

• Under the present method, the taxpayer includes the advertising costs as part of the acquisition cost of 
. the vehicle. The taxpayer includes advertising costs as Section 471 costs under the simplified resale 
method. 

• Under the proposed method, the taxpayer will exclude advertising cOsts that are used for local and 
regional advertising programs from the cost of new vehicles. The advertising costs will be excluded in 
determining Section 471 costs under the simplified resale method. However, the taxpayer will 
continue to include any advertising costs that are not specifically for local or regional advertising in 
determining Section 471 costs under the simplified resale method. The taxpayer may deduct any 
advertising costs spent on local and regional advertising under Section 162 as the advertising services 
are rovided to the t a er. See Re . Secs. 1.461-4 d (2 i) and 1.263A-l . 2). 

~Ph~m~OO~O~pY~ing~O~r~Re~p~'in~lin~g~W~ith~o~ut~p~e'~mi~SS~io~n~ls~pr~Oh~ib~ite~d~~~~~*~~~~~~~~A~Q~Ua~'t~er~1Y~UP~d~at~eo~f~LI~FO~-~N~ew~s~.v~ie~w~sa~n~d~I~~as 
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COII\'ellt 
Letter 

"F" 
Consent 

"G" 
Terms & 

Conditions 
of Consent 

(Requirements) 

"H" 
Effect of This 
Accounting 

Method 
Change 

Limitation of 
Reliance on 
This Ruling 

& Disclaimers 

"I" 
Audit 

Protection 

IRS Letter Approving Change in Method of Accounting 

For Advertising Fees & Expenses 
Page 3 0/3 

• Based on the facts presented and the representations made, permission is hereby granted the taxpayer 
to change its method of accounting from the present method to the proposed method, beginning with 
the ear of chan e... rovided that: 

• The taxpayer takes into account the entire amount of the net negative Sec. 481(a) adjustment in 
computing taxable income in the year of change. See Section 5.02(3)(a) of Rev. Proc. 97-27 as 
modified by Rev. Proc. 2002-19; 

• The taxpayer keeps its books and records for the year of change and for subsequent taxable years 
(provided they are not closed on the date it receives this letter) on the method of accounting granted in 
this letter. 

• This condition is considered satisfied if the taxpayer reconciles, the results obtained under the method 
used in keeping its books and records and the method used for Federal income tax purposes and 
maintains sufficient records to support such reconciliation; and 

• No portion of any net operating loss that is attributable to a negative Sec. 481(a) adjustment may be 
carried back to a taxable year prior to the year of change that is the subject of any pending or future 
criminal investigation or proceeding concerning (a) directly or indirectly, any issue relating to the 
taxpayer's federal tax liability, or (b) the possibility of false or fraudulent statements made by the 
taxpayer with respect to any issue relating to its federal tax liability. See Section 5.02(4) of Rev. Proc. 
97-27. 

• The accounting method change granted in this letter is a Letter Ruling pursuant to Reg. Sec. 
60 1.204( c) of the Statement of Procedural Rules .... The taxpayer ordinarily may rely on his Letter 
Ruling subject to the conditions and limitations described in Rev. Proc. 97-27. 

• The consent granted in this letter extends only to advertising expenses incurred or local or regional 
advertising that directly promotes either the taxpayer's individual leadership, or for advertising that is 
limited to the specific dealerships in the taxpayer's region (area dealers). 

• Disclaimers. The Letter Ruling expresses no opinion regarding: 
• The propriety of the computations relative to the taxpayer's LIFO inventory method 
• The use, accuracy, or reliability of any LIFO sub-methods 
• The propriety of the methods used to capitalize costs under Sec. 263A and the Regs. thereunder. 

• The (Operating Division) Director must apply the ruling in detennining the taxpayer's liability unless 
the director recommends that the ruling should be modified or revoked. 

• The (Operating Division) Director will ascertain whether 
• The representations on which this Ruling was based reflect an accurate statement of the material facts, 
• The amount of the Sec. 481(a) adjustment was properly determined, 
• The change in method of accounting was implemented as proposed in accordance with the terms 

and conditions of the Consent Agreement and Rev. Proc. 97-27, 
• There has been any change in the material facts on which the ruling was based during the period the 

method of accounting was used, and 
• There as been any change in the applicable law during the period the method of accounting as used. 

• If the (Operating Division) Director recommends that the ruling (other than the amount of the Section 
481(a) adjustment) should be modified or revoked, the Director will forward the matter to the National 
Office for consideration before any further action is taken. 
• Such a referral to the National Office will be treated as a request for technical advice, and the 

provisions of Rev. Proc. 2005-2, 2005-1 I.R.B. 86, (or any successor) will be followed. See Section 
1.01 of Rev. Proc. 97-27. 

• An examining agent may not propose that the taxpayer change the same method of accounting as the 
method changed by the taxpayer under this ruling for a year prior to the year of change provided 
• The taxpayer implements the change as proposed, in accordance with the tenns and conditions of 

this Ruling and Rev. Proc. 97-27, and 
• The Ruling is not modified or revoked retroactively because there has been a misstatement or an 

omission of material facts. 
• The Service may change the taxpayer's method of accounting for the same item for taxable years prior 

to the requested year of change if there is any pending or future criminal investigation or proceeding 
relatin to certain issues or the ossibili of false or fraudulent statements. 

~A~Q~Ua~rl~er~IY~U~Pd~al~e~Of~L~IF~O~-~Ne~w~s.~V~ie~ws~a~n~dlde~a~s~~~~~~~*~~~~~~P~hO~IO~C~OP~Yi~ng~O~rR~e~p~rin~lin~g~W~it~ho~ut~p~er~m~is~sio~n~ls~p~ro~h~ibi~led 
De Filipps' LIFO LOOKOUT Vol. 15. NO.3 September 2005 13 



CONFORMITY REQUIREMENT IS NOT VIOLATED 
BY FOREIGN PARENT ISSUING 

LIFO 
CONFORMITY 

& FOREIGN 
ENTITIES 

NON-LIFO FINANCIAL STATEMENTS 
INVOLVING U.S. SUBSIDIARIES 

Collectively, Sections 472(c) and (e)(2) require 
that in the first year on LIFO ... and in all subsequent 
years .. , financial statements must reflect the use of 
the LIFO method for valuing inventories. These 
requirements affect all financial statements covering 
a full year's operations that are issued to sharehold
ers, partners, or other proprietors, orto beneficiaries, 
or for credit purposes. The taxpayer may be re
quired to discontinue the use of the LIFO inventory 
method if this requirement is violated. 

Compliance with these requirements becomes 
more complicated when affiliated and/or consoli
dated groups exist. Section 472(g) provides that all 
members of the same group of financially related 
corporations are treated as a single taxpayer for 
purposes of the LIFO conformity requirements. The 
term "group of financially related corporations" means 
any affiliated group as defined in Section 1504(a), 
determined by substituting 50% for 80% each place 
where it appears, and any group of corporations that 
consolidate or combine for purposes of financial 
statements. 

When foreign corporations are mixed in with 
U.S. corporations in various parent-subsidiary ar
rangements, compliance with these conformity rules 
and with Revenue Ruling 78-246 becomes even 
more complicated. A summary of Revenue Ruling 
78-246 (1978-1 C,S, 146) is on the facing page. 

LETTER RULING 200540005 

Recently, a parent foreign corporation was re
quired to issue consolidated financial statements to 
its shareholders and creditors. These statements 
would involve reporting the operations of its 100% 
owned U.S. subsidiary which, in turn, owned other 
U.S, subsidiaries, some of which used LIFO forvalu
ing their inventories and others which used non-LIFO 
methods, The parent foreign corporation asked the 
IRS if it could issue these financial statements on a 
non-LIFO basis without violating the LIFO conformity 
requirements. This was the subject of Letter Ruling 
200540005 dated June 20, 2005. 

FACTS 

Parent is a corporation organized under the laws 
of a foreign country. For financial statement presen
tation purposes, Parent is subject to reporting under 
the generally accepted accounting principles estab-

lished for its country (which are different from U.S, 
Generally Accepted Accounting Principles). Tax
payer is a wholly-owned U.S, subsidiary of Parent. 
The Parent had entered into an agreement whereby 
its wholly-owned U,S. subsidiary would acquire all of 
the outstanding stock of new subs ("the Acquisition"). 
Prior to the Acquisition, Taxpayer also had other 
wholly-owned U.S. subsidiaries ("old subs"). Follow
ing the Acquisition, the activities of Parent, Taxpayer, 
and Taxpayer's subsidiaries (old subs and new subs, 
collectively "subs") are reported on the consolidated 
financial statements of the Parent. 

Taxpayer and its subsidiaries file consolidated 
U.S. Federal income tax returns. Prior to the Acqui
sition, the new subs used the LIFO method of valuing 
inventory. Parent and Taxpayer currently use a non
LIFO method of valuing inventory for U.S. and forthe 
Parent's foreign country tax purposes. 

Parent values its inventory on a First-In, First-Out 
(FIFO) basis in its worldwide consolidated financial 
statements, which previously included the balance 
sheets and operations of the Taxpayer and the old 
subs, It will now include the balance sheet and 
operations of the new subsidiaries, as well. 

REV. RUL. 78-246 & FOREIGN OPERATIONS 

Taxpayer represented to the IRS that the per
centage of operating assets used by the worldwide 
group ("Group") in foreign operations, as reflected on 
the consolidated financial statements of Group con
stituted approximately X percent of the totaloperat
ing assets of the consolidated group prior to the 
Acquisition, and Y percent following the Acquisition. 

Priorto the acquisition, the percentage of operat
ing assets used by the worldwide Group in foreign 
operations (as reflected on the consolidated financial 
statements of the Group) constituted more than the 
30% threshold of the Rev, Rul. 78-246. However, 
following the acquisition, the percentage decreased 
to less than the 30% threshold. 

The taxpayer conceded that it did not meet the 
30% standard for establishing substantial foreign 
operations under Rev. Rul. 78-246. However, it said 
that it should be allowed to make certain distinctions 
in order to satisfy the "facts and circumstances" test. 

~Ph~Ot~OC~OP~Yi~ng~O~rR~ep~ri~nti~ng~W~ith~o~ut~pe~rm~iS~Sio~n~ls~p~rOh~ib~ite~d~~~~~*~~~~~~~A~Q~Ua~rte~rIY~U~Pd~a~te~of~LI~FO~'~N~ew~s.~V~iew~s~an~d~ld~eas 
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Conformity Requirement (Continued) 

The taxpayer argued, however, that as a result of 
the stepped up basis in the assets involved in the 
acquisition, financial statement comparisons did not 
fairly represent its situation. The assets of the new 
subsidiaries reflected current value because the ac
quisition was recorded as a purchase pursuant to 
Generally Accepted Accounting Principles. 

THE IRS RULES FAVORABLY 

Based on all of the facts submitted, the Service 
ruled that ... 

(1) For the parent's fiscal year in issue, the 
parent had substantial foreign operations within the 
meaning of Rev. Ru!. 78-246, and 

Accordingly, the taxpayer argued that it should be 
allowed to compare the market values (i.e., instead 
of asset book values) of the foreign operations to that 
of total operations. In determining the market value of 
new subsidiaries, the taxpayer proposed to use the 
purchase price of the new subsidiaries. For the 
market value of the remainder of the Group, the 
taxpayer proposed to use EBITDA (earnings before 
interest, taxes, depreciation, and amortization) as a 
basis for allocating the Group's market value, prior to 
the acquisition, between its foreign and domestic 
operations. 

(2) Consequently, for that fiscal year, the issu
ance of consolidated financial statements by the 
parent reporting the new subsidiaries' operations on 
a non-LIFO basis would not violate the LIFO confor
mity requirements. 

LIMITATIONS & RESTRICTIONS 

This Ruling applied only to the one taxable year 
in issue. It did not apply to any subsequent 
taxable year. In addition, the IRS expressed no 
opinion as to whether the parent might have substan
tial foreign operations for subsequent years, or whether 
the parent may issue consolidated financial state
ments for subsequent years reporting new subsidiar
ies' operations on a non-LIFO basis without violating 
the LIFO conformity requirements. Still further, this 
PL R was not to be construed to approve the use of the 
taxpayer's market value analysis for subsequent years 
(in connection with determining its compliance with 
the 30% threshold of Rev. Ru!. 78-246). * 

As a result of that rather complex analysis, the 
taxpayer represented that the computed percentage 
of foreign operations would only be slightly below the 
30% threshold set forth in Rev. Rul. 78-246. 

Rev. Rill. 
78-246 

Background 

Are Operating 
Assets of 

"Substantial 
Value" Used in 

the Foreign 
Operations? 

30% or More 
Threshold 

Facts & 
Circumstances 

LTR 
200540005 

Financial Statement Conformity Requirements 

Where Foreign Corporations Are Involved ... & the 30% Threshold 

• The LIFO financial statement reporting requirements were enacted to ensure that the LIFO method "conforms as 
nearly as may be to the best accounting practice in the trade or business .... " (H. Rep. No. 2330, 75 th Cong., 3d Sess. 
34 (1938)). . 

• The legislative history of Section 472 indicates that the conformance "to the best accounting practice" is to be made 
on the basis of United States standards of accounting practice. 

• Because Congress was concerned solely with domestic accounting practice, the conformity requirements of Section 
472 should not be extended to determine what is the "best accountin ractice" in forei countries. 

• If a foreign parent owns operating assets of substantial value which are used in foreign operations, the LIFO 
financial statement conformity requirements do not apply to the consolidated financial statements issued by the 
foreign parent corporation. 
• This applies to ownership by the parent either directly or indirectly through members of its consolidated group. 

• Operating assets are considered to be used in foreign operations if they are owned by, and used in the business of, 
corporations that (1) are members of the consolidated group, (2) areforeign corporations, (3) do not use the LIFO 
method of accounting for Federal income tax purposes, and (4) Engage in a business outside the United States. 

• 0 eratin assets for u oses of this test are all the assets necess for the conduct of an active 0 eratin com an . 
• The foreign parent corporation wiil be considered as owning substantial foreign assets if the total value of such 

assets constitutes 30% or more of the total operating assets of the consolidated group. 
• This determination will be made annually. 
• This determination will normally be made on the basis of the asset valuation reflected in the consolidated financial 

statements of the rou for the ear. 
• If the consolidated group does not satisfy the 30% test, the IRS may waive that test and make a determination of 

whether a foreign parent is engaged in substantial foreign operations on the basis of all of the fads and 
circumstances resented. 

• In LTR 200540005, the taxpayer was successful in persuading the IRS that, although it failed to have operating 
assets in excess of the 30% threshold, it should be held to satisfy the alternative "facts and circumstances" test. 

• As a result, the parent was permitted to issue consolidated financial statements on a non-LIFO basis without 
violatin the LIFO financial statement conformi re uirements ... but ani or the one ear in uestion. 
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• Revenue Procedure 97-27 provides guidance for obtaining advance permission from the IRS to change 
a method of accounting. This Rev. Proc. includes terminations of LIFO elections in situations where 
consent of the IRS to change is required in advance of the taxpayer making the change. 

• Revenue Procedure 2002-9 eliminated some of the IRS' burden for processing Forms 3115 involving 
advance consent. 

• Rev. Proc. 2002-9 provides that a significant number of accounting method changes could be made 
after year-end by the taxpayer .. , and IRS permission would be granted automatically so long as the 
taxpayer met certain conditions and complied with all of its rules. 
• The Appendix to Rev. Proc. 2002-9 contains the list of "automatic changes" 
• LIFO taxpayers are permitted to make automatic terminations of their LIFO elections under Rev. 

Proc. 2002-9 if two conditions are met. 
• First, the taxpayer wants to change from the LIFO inventory method for all its LIFO inventory 

or for a pool or pools within its LIFO inventory, [Sec. 10.01 (l)(a)], and 
• Second, the taxpayer will be changing to the permitted method as determined in Section 

10.01(1)(b) of the Appendix. 
• Under Rev. Proc. 2002-9, taxpayers could decide to terminate their LIFO elections after the end of 

the ear, rather than bein re uired to file for ermission to do so before the ear was over. 
• There is a significant restriction on the applicability of Rev. Proc. 2002-9 in Section 4.02(6). 
• This restriction provides that a taxpayer would be ineligible for the automatic change procedures ... "If 

the taxpayer, within the lastfive taxable years (including the year of change), 
• Has made a change in the same method of accounting (with or without obtaining the 

Commissioner's consent), or 
• Has applied to change the same method of accounting without effecting the change. 

• For this purpose ... "a change in method ... does not include the adoption of a method of accounting 
... in the first year in which the taxpayer has the item to which the method of accounting relates." 
(This is found in the second sentence of Sec. 4.02(6).) 

• Although the term item has different meanings in different inventory contexts, 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 under Rev. Proc. 2002-9 without advance 
approval (I.e., without filing Form 3115 before the year-end and waiting for IRS approval). 

• In Update #6 of the December 2003 issue of the LIFO Lookout, we commented that the language in 
Sec. 4.02(6) could present a problem for an automobile dealer who wanted to terminate his LIFO 
election for used vehicles (while staying on LIFO for new vehicles) if that dealer had recently (within 5 
years) elected to use the Alternative LIFO Method for Used Vehicles. 
• It was our thought that termination of the used vehicle LIFO election could not be made after the 

end of the year Under Rev. Proc. 2002-9. Instead, permission to make that 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. 

• This would apply if the dealer has been on LIFO for used vehicle for more than 5 years but the 
dealer had changed to the Alternative LIFO Method for Used Vehicles in a more recent year (say, in 
2001 when this safe-harbor method first became available under Rev. Proc. 2001-23). 

• In Update #4 of the June 2004 issue of the LIFO Lookout, we reported that the IRS seemed to adopt a 
more lenient interpretation, and it allowed dealers to terminate their used vehicle LIFO elections under 
the R. P. 2002-9 automatic procedure ... and the IRS refunded user fees that had been submitted with 
Forms 3115 . 
• See sample Letter of Transmittal/or Form 3115, on page 14 of the June 2004, LIFO Lookout . 
• See IRS Letter Consenting to Termination 0/ LIFO Election, on page 14 of the June 2004, LIFO 

Lookout. 
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• According to discussions with several CPAs during the past few months, apparently the IRS National 
Office is now rejecting Forms 3115 filed under Rev. Proc. 2002-9 involving e'ither 
• The voluntary termination of a new vehicle LIFO election, or 
• The voluntary termination of a used vehicle LIFO election (while keeping a new vehicle LIFO 

election in force). 
• The issue raised by the Service relates to the inability of the taxpayer/dealer to comply with the 

requirement that the "permitted method" must be used for the inventory going off of LIFO. 
• Apparently, it is the interpretation of the IRS that the dealer is ineligible to terminate its LIFO 

elections under the "automatic" provisions of Rev. Proc. 2002-9 because the dealer does not have 
one single, uniform accounting method/or all o/lts inventories. In fact, all dealers have at least 3 
accounting methods for their inventories ... 
• Specific identification, cost for new vehicles 
• Specific identification, lower-of-cost-or-market for used vehicles 
• Replacement cost for parts inventories 
• All other inventories ... gas, oil, grease, work-in-process ... cost or something similar to cost 

• The Service's position seems to be that, in order to qualify to use the automatic (LIFO termination) 
change provisions of Rev. Proc. 2002-9, all non-LIFO inventories have to be on the same method. 
This basically disqualifies all automobile dealers from being able to use Rev. Proc. 2002-9 treatment. 

• Apparently, the Service would not accept the dealer's use of specific identification cost for new vehicle 
inventories going off of LIFO because of the dealer's use of other methods of accounting for its other 
inventories. 

• The dilemma faced by dealers (whose accountants have filed Forms 3115 after the year-end expecting 
or believing that they had secured the "automatic termination" of their LIFO elections) is that in the 
following year, they have issued financial statements on a non-LIFO basis to creditors, manufacturers, 
shareholders and others. 
• Therefore, if the dealers stilI are technically not off of LIFO (because the IRS did not grant advance 

approval as required by Rev. Proc. 97-27), then the dealers have violated the conformity 
requirement and, as a result, the Service could terminate their LIFO elections. 

• The "Catch-22" here involves the period over which the LIFO reserve is recaptured or repaid. 
• Should the "spread period" be 4 years ... under Rev. Proc. 2002-9? or, 
• Is the "spread period" only 1 year because the taxpayer took itself off of LIFO by violating the 

conformity requirement? 
• Other significant problems to be considered in this situation include ... 

• Proper disclosures in tax returns filed or to be filed ... amended returns. 
• Compliance with disclosure requirements where a position contrary to the Regulations has been 

taken in the tax return filed. 
• Financial statements have been issued using the "wrong" inventory valuation method. 
• Financial statements have been issued to the manufacturer using the "wrong" inventory valuation 

method. 
• In some situations, dealers who thought they terminated their LIFO elections at the end of 2004 (Le., 

they thought they went off of LIFO for 2005) are now scrambling to file Forms 3115 under Revenue 
Procedure 97-27 ... It appears that these voluntary terminations would be effective for the year 2005, 
assuming the Forms 3115 are filed before Dec. 31, 2005 and a user fee ($1,500) is paid. 
• However, this leaves the ear 2004 "in a limbo state." 

• For dealers in the "Catch-22" situation, is it possible to have the IRS waive the conformity violation in 
the subsequent year based on a representation that ... the taxpayer has taken all actions (in the 
subsequent year after it thought it terminated its LIFO election) consistent with its belief that it had 
properly filed Form 3115 to terminate or discontinue its LIFO election for the previous year? 

• Is it possible to request an extension of time under Reg. Sec. 301.9100 in some way to deal with the 
ramifications of this issue? 
• Note: A request for relief under Section 9100 is cumbersome and requires the payment of a user 

fee. For more on these rocedures, see the box on a e 7 discussin Re . Sec. 301.9100. 
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• Previously, it would appear that the IRS did not have a problem with the auto dealers' use of different 
accounting methods for different classes of inventory after a LIFO election had been voluntarily terminated., 

• The experience of many practitioners has been that the National Office has never raised this issue in 
any previous auto dealers' LIFO election termination situations. 
• The typical wording used in the 3115s previously filed, in response to the "permitted method" 

issues, was that the taxpayer would use the same method of accounting for the inventories whose 
LIFO elections were being terminated as the method of accounting that was used for those 
inventories prior to the LIFO election. . 

• Alternatively, if the LIFO election had been made in the taxpayer's first year, then the method that the 
taxpayer proposed to use after the termination of the LIFO election would be the method that it would have 
adopted in its first year for this inventory if it had not instead made the LIFO election in the first year. 

• In the IRS consent letter (involving Form 3115 filed under Rev. Proc. 97-27), shown on page 15 of the June 
2004 LIFO Loo/cout, the IRS included the following in the letter regarding the inventory valuation methods: 
• "Under its present method, the taxpayer uses the LIFO inventory method to accountfor new and used 

vehicles. The taxpayer values them at cost. The taxpayer accounts for parts and accessories at 
replacement cost. 

• "Under the proposed method, the taxpayer will use the specific identification inventory method to 
account for used vehicles. The taxpayer will value them at cost or market, whichever is lower. See 
Reg. Sec. I. 472-6(b). The taxpayer will determine cost in accordance with Reg. Sec. 1.471-3 and 
Section 263A and the Regulations thereunder. The taxpayer will determine market in accordance with 
Reg. Sec. 1.471-4 and Section 263A and the Regulations thereunder. The market value of each article 
on hand at the inventory date shall then be compared with the cost of the article, and the lower of such 
values shall be taken as the inventory value of the article. See Reg. Sec. 1.471-4(c). The taxpayer will 
continue to use the LIFO method to account for new vehicles, and will continue to value them at cost. 
The tax er will continue to account or arts and accessories at re lacement cost. 

• Apparently, the letters rejecting the LIFO election terminations under Rev. Proc. 2002-9 are all coming 
from one individual in the National Tax Office. 

• Note that this adverse development affects even the "simple" situation where the only inventory on 
LIFO is new vehicles. 

• It is unclear whether the position of the IRS is that a dealer can only terminate its LIFO election if it 
will use a single (i.e., the same) method ofaccounting for all inventories. 
• Hopefully, this will not be the case because if it is, there is no way that dealers will be able to. 

comply because all dealers use the replacement cost method for valuing their parts inventories. 

Permil/cd .l/ct/lOd\ ... SIIJlP/eIllCl/tfll), /);\('II\\;om 

• General rules for accounting methods to be used after terminating LIFO elections ... Reg. Sec. 1.472-6. 
• "Permitted method" requirements ... as per Rev. Proc. 2002-9, Appendix Section 10. 

• Note that if Rev. Proc. 2002-9 does not apply. then Rev. Proc. 97-27 must be followed. 
• Other reference articles that may be useful. 
• If the taxpayer is granted permission by the Commissioner to discontinue the use of LIFO method of 

taking inventories, and thereafter to use some other method, or if the taxpayer is required by the 
Commissioner to discontinue the use of the LIFO method, ... the inventory oj the specified goods for 
the flrst taxable year affected by the change and for each taxable year thereafter shall be taken ... 
• In conformity with the method used by the taxpayer under Section 471 in inventorying goods not 

included in his LIFO inventory computations; or 
• If the LIFO inventory method was used by the taxpayer with respect to all of his goods subject to 

inventory, then in conformity with the inventory method used by the taxpayer prior to his adoption 
of the LIFO inventory method; or 

• If the taxpayer had not used inventories prior to his adoption of the LIFO inventory method and had 
no goods currently subject to inventory by a method other than the LIFO inventory method, then in 
conformity with such inventory method as may be selected by the taxpayer and approved by the 
Commissioner as resulting in a clear reflection of income; or 

• In any event, in conformity with any inventory method to which the taxpayer may change pursuant 
to application approved by the Commissioner. 
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• If the taxpayer has inventoriable goods not included in its LIFO inventory computations (non-LIFO 
inventory) and, for all the taxpayer's non-LIFO inventory, the taxpayer uses an inventory method 
that is a permitted method, then the taxpayer must use that same inventory method for its eptire 
inventory. 

• If the LIFO inventory method is used by the taxpayer with respect to all its inventoriable goods, 
then the taxpayer must use the same inventory method it used prior to the adoption of the LIFO 
inventory method, if that prior method is a permitted method. 

• If the taxpayer has only LIFO inventory and the method used by the taxpayer prior to the adoption 
of the LIFO inventory method is not a permitted method, then the taxpayer must use a permitted 
method. 

• If the taxpayer did not use an inventory method prior to the adoption of the LIFO inventory method 
and has no inventoriable goods other than its LIFO inventory, then the taxpayer must use a 
permitted method. 

• Note: None of this language seems to fit for a dealer who is using a method like replacement cost for 
valuin arts inventories. 

• For purposes of Section 10.01 of the Appendix to Rev. Proc. 2002-9, a permitted method is a method 
under which: 
• The identification method is either the First-In, First-Out (FIFO) inventory method or the specific 

identification inventory method, and 
• The valuation method is 

• Cost, 
• Cost or market, whichever is lower, or 
• Several other specific methods described elsewhere in the Regulations, none of which is 

replacement cost. 
• The average cost method (sometimes also referred to as "the rolling average method") is not a 

ermitted method. See Rev. Rul. 71-234, 1971-1 C.B. 148 for more on this method. 
• Whether an inventory method is a ''permitted method" is determined by the taxpayer's method of 

inventory identification and valuation. 
• Whether a method is a "permitted" method is not determined by which types and amounts of costs are 

capitalized under the taxpayer's method of computing inventory cost. 
• Section 263A and the Regulations thereunder govern the types and amounts of costs required to be 

included in in vento cost for tax a ers sub' ect to those rovisions. 
• Seago, W. Eugene and Pamela C. Smith. "Change in Accounting Method Theories: Lifetime Income, 

Change in Character, and Peace 0/ Mind" Journal o/Taxation, December 2002, pp. 339-346. 
• Walsh, Joe. "IRS Guidance Encourages Voluntary Accounting Method Change." Practical Tax 

Strategies, August 2002, pp. 85-96. 
• Gaffney, Dennis J., Richard O. Davis and Maureen H. Smith. "Changing an Impermissible LIFO 

Method" The Tax Adviser, April 2000, pp. 242-249. 
• "IRS Yet Again Modifies the Terms and Conditions for Accounting Method Changes." Journal 0/ 

TlZXation, April 2002, pp. 253-254. 
• Conjura, Carol and Timothy A. Zuber. "New Rev. Proc. For Automatic Accounting Method Changes 

Goes a Long Way Toward Simplification. " Journal o/Taxation, March 2002, pp. 139-152. 
• ConjUra, Carol. "Changing an Accounting Method Now Easier But Barriers Remain for Taxpayers 

Under Examination." Journal o/Taxation, July 1997, pp. 5-16. 
• Morgan, Daniel T. and Christine M. Bayles. "Rev. Proc. Simplifies Voluntary Accounting Method 

Changes." Taxation/or Accountants, July 1997, pp. 4-14. 
• De Filipps, Willard J. See various articles in the LIFO Lookout on "Terminating LIFO Elections," 

June 1993 - June 2004 at www.defilis.comILLindex.htm . 
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Creating LIFO Laver Histories ... From Limited Information 

• The LIFO election was made by the auto dealership several years ago. 
• The Alternative LIFO Method for New Vehicles (Rev. Proc. 97-36) was elected by filing Form 970. 
• For Pool #1, at Dec. 31, 2002, the current cost was $1,807,247 and the LIFO reserve was $15,326. 
• For Pool #2, at Dec. 31,2002, the current cost was $2,056,996 and the LIFO reserve was $122,033. 
• Based on this available information (see above), create the LIFO layer histories for each pool that will 

support the LIFO calculations for the year 2003. 
• In addition, be sure that the LIFO layer histories created for Dec. 31, 2002 for each pool will reconcile 

and ''prove out" at the end of 2003 (i.e., the next year) when the actual inventory amounts at year-end 
and the inflation rates for that year have been determined. 
• Additional information for 2003, based on actual calculations 

• Ending inventory at current cost: Pool #1 ... $1,209,451 and Pool #2 ... $3,656,869 
• Inflation rate com uted for the ear: Pool #1 ... 2.554% and Pool #2 ... 3.562% 

• This basic information (i.e., (1) actual cost of the LIFO inventories at December 31, 2002 and (2) the 
amount of the LIFO reserves as of that date) was sufficient to do the job. 

• The rough analogy (for each pool) necessary in this case is to set up a "model" of / for what the LIFO 
results would be for the year 2002 as if it were the first year of a LIFO election, with January I, 2002 
(the beginning of the year) representing the base date for which the LIFO indexlvaluation factor for 
the base dollar layer would be 1.000. 
• For the year 2002, each pool would reflect a net increment (expressed in base dollars) that would 

support/reconcile to the current-year cost amounts (at Dec. 31, 2002) that were given. 
• The increment in each pool would not have resulted in any increase in the LIFO reserve at the end 

of 2002 ... because under the Alternative LIFO Method for New Automobiles, the cumulative index 
at the end of the year must be used to increase the increment computed for that year in order to 
express the increment at "current cost"as of the end of the year. 

• As a result, the LIFO reserve at the end of 2002 (Le., at Dec. 31, 2002) would be an amount that 
is/was equal to the amount of base dollars in inventory at Jan. 1,2002 multiplied by the cumulative 
rate of inflation at the end of the year (Le., at Dec. 31, 2002). 

• The key ... is to derive the cumulative inflation rate at the end of2002 .... See calcs onpgs. 25 & 27. 
• Once this inflation rate is determined, then work backward through the very simple and familiar 

format on • 21 to com ute all of the other elements needed for the LIFO la er histo 
• Pg. 21 ... "Visualizing" the layer histories ... the model 
• Pg. 22 ... Step-by-step explanation of procedures 
• Pg.23 ... Layer histories (as computed) at Dec. 31, 2002 for Pools #1 & #2 

• Note ..• "Proof of the LIFO reserve" at Dec. 31, 2002 for each pool is included. 
• LIFO calculations for each pool as of Dec. 31, 2003 ... the succeeding year 

• Pgs. 24-25 ... Pool #1 '" Computation of ending inventory at LIFO valuation, LIFO reserve, proof 
of composition of LIFO reserve at Dec. 31, 2003 and change in LIFO reserve for the year 

• Pgs. 26-27 ... Pool #2 '" Computation of ending inventory at LIFO valuation, LIFO reserve, proof 
of composition of LIFO reserve at Dec. 31, 2003 and change in LIFO reserve for the year 

• Note ... For 2003, Pool #1 ex erienced a decrease/decrement ... and Pool #2 had an increment. 
• We had some concern about the LIFO reserve calculations for 2003 standing alone, without any further 

explanation or interpretation of the underlying computations of the LIFO histories on which they were based. 
• Two disclosures were made to emphasize the "uncertain" layer history. 
• First, in the LIFO layer history schedules, the base inventory (Jan. I, 2002) and the additional, single 

net layer (the 2002 increment) added to it were each described or labeled as ... "Net Layer as Given. n 

• Second, the following note was included at the bottom of each page of our report ... 
• "According to representations from [NAME], the LIFO reserves as of Dec. 31, 2002/ Jan. 1.2003 

were $15,326 for Pool #1 (New Autos) and $122,033 for Pool #2 (New Light-Duty Trucks). 
"Because information regarding the specific LIFO layer history as of Dec. 31, 2002 cannot be 

determined from information previously submitted, and no further information is forthcoming 
from the prior CPA firm, the LIFO calculations for 2003 reflect a net base layer and a year 2002 
net layer increment for each pool in the amounts necessary to result in the LIFO reserve balances 
as of Dec. 31,2002 as given above. 

"If information can be provided showing the correct prior year LIFO history, this information 
can be substituted for the net la ers which were used for 2003 com utational oses." 
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Analysis of Year-End LIFO Inventory Layers 

Jan. 1, 2002 (Base Layer) 
Year 2002 Increment 
Cumulative Index at Dec. 31, 2002 

Total Inventory Expressed in Base Dollars 

Ending Inventory at LIFO Valuation 

Less: Ending Inventory at Current Cost 

LIFO Reserve at End of Year 

Proof of Composition of LIFO Reserve 

Jan. 1,2002 (Base Layer) 
Year 2002 Increment 

Totals 

Notes 

Base Valuation 
Dollars Factor 

C 1.00000 
F B ••• Derived 

B ••• Derived 

G 

Base Proof 
Dollars Factor 

C (B -1.0000) 
F (B-B) = 0 

G 

1. The first step is to compute the Dec. 31, 2002 ending inventory at its LIFO valuation (A). 

LIFO 
Valuation 

C=D 
E=(A -D) 

A = (2-1) 

GIVEN ••• 2 

GIVEN •.. 1** 

CO!!y!'osition 
o(LIFO Reserve 

by Laver 

LIFO Res. ** 
0 

LIFORes.** 

2. After that, the next step is to derive the cumulative inflation index / factor as Dec. 31, 2002 (B). 
This index (B) represents all of the cumulative inflation from the start of the LIFO election, and from this 

cumulative inflation factor (or index) a total of all base dollar equivalent amounts (G) can be computed. 

3. Using the amounts derived for B and for C, all other components can be calculated in the order indicated 
by the alphabetic sequence. 
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Cas/' 
Stlf{~l' 

Step 1 

Comment 

Step 2 

Step 3 

Step 4 

StepS 

Step 6 

Step 7 

Step-By-Step Explanation 

• Compute the LIFO valuation of the ending inventory at current cost ••• "A" 
• If the actual cost of the ending inventory is known and the LIFO reserve is also known, then the LIFO 

valuation of the inventory in the pool is readily determined by subtraction. . 
• Pool #1 .•• If the ending inventory is $1,807,247 and the LIFO reserve is $15,326, then the LIFO 

valuation for that inventory is the difference or $1,791,921. 
• Pool #2 ••• If the ending inventory is $2,056,996, and the LIFO reserve is $122,033, then the LIFO 

valuation for that invento is the difference or $1,934963. 
• Under the Alternative LIFO Method, there can be no increase in the LIFO reserve for the year 

attributable to an increment experienced during that year. 
• In the first year on LIFO, if an increment is experienced in the pool, all of the inflation making up the 

LIFO reserve must be attributable to the beginning-of-the-year (or opening) inventory, expressed in 
base dollars, mUltiplied by the inflation rate. This is the "Model" we will use. 

• Therefore, the LIFO reserve amounts (Given) at Dec. 31, 2002 reflect the exact amounts of inflation 
produced by mUltiplying (1) the base dollar inventory at the beginning of the year (i.e., the base layer 
at Jan. 1,2002 b 2 the cumulative inflation rate com uted in Ste 2). See roofin Ste 7 below. 

• Compute the cumulative inflation rate as of Dec. 31, 2002 ••• "B" 
• Start by computing the ratio of the LIFO reserve to the end-of-the-year cost. This is the best starting 

point. Then, determine changes in the "trial" LIFO reserve as calculated to see what the rate of change 
in the LIFO reserve is as additional changes in the "trial" inflation rate are calculated. 
• Continue to compute the dollar effect of small changes in inflation. From this process (Le., by 

successive approximations), you will finally arrive at the exact inflation rate and its corresponding 
base dollar amount that will produce the LIFO reserves of$15,326 and $122,033, respectively. 

• These trial calculations are on a e 25 for Pool #1 and on a e 27 for Pool #2. 
• Compute the Jan. I, 2002 (base layer), expressed in base dollars ... "C" 
• To compute the Jan. 1,2002 base layer, divide the ending inventory at LIFO valuation ($1,791,921) by 

the inflation rate (1.08625) derived in Step 2. This equals $1,776,598 (pool #1) ... "e" in the Model. 
• Compute the Jan. 1,2002 LIFO valuation of the base layer ••• "D" 
• This base layer has a LIFO valuation factor of 1.00000. 

• Therefore, the amount of base dollars and its LIFO valuation are identical '" "e" = "D" in the Model. 
• Compute the LIFO valuation of the year 2002 increment ••• "E" 
• This increment valuation (UE" in the Model) is determined by subtracting the LIFO valuation of the 

base layer ("D" in the Model) from the LIFO valuation of the ending inventory (computed in Step 1 ... 
"A" in the Model ... $1,791,921-1,776,598 =$15,323 for Pool #1 . 

• Compute the base dollar equivalent of the LIFO valuation of the year 2002 increment ... <IF" 
• The base dollar equivalent for the LIFO valuation of the increment computed for 2002 (Step 4 above ... "E" 

in the Model) is computed by dividing that amount (i.e., "E" in the Model) by the derived inflation index. 
This equals $15,323 divided by 1.08625 = $15,192 (pool #1), and $122,034 divided by 1.067313 = 
$114,338 Pool #2. 

• Compute the total amount of base dollars in the ending inventory ••• "G" 
• Complete the layer history to show the "total inventory expressed in base dolIars." This is done by 

adding the amounts computed in Steps 3 and 5 ... amounts "e" and "F" in the Model. 
• Another·way to compute the total base dollars in the ending inventory ("G" in the Model) is to simply 

divide the amount of ending inventory at current cost (one of the amounts known or "Given" in this 
example) by the derived cumulative inflation rate ... "B" in the Model. $1,807,247 divided by 
1.0668625 = $1,791,793 (Pool #1). This is very close to the amount computed by simple addition, and 
the amount com uted b sim Ie addition is reflected in the schedules. 

• Prove the composition of the LIFO reserve as of Dec. 31, 2002 based on the layer history. 
• Pool #1 ... Base inventory (Jan. 1,2002) of$I,776,598 x 0.008625 = $15,323 (rounds to $15,326). 
• Pool #2 ... Base invento Jan. 1,2002 of$I,812,929 x 0.067313 = $122,034 (rounds to $122,033 . 
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Ca.\(' 

Stl/(~l' 

Pool #1 

New 
Automobiles 

Layer 
History 

& 
Proojoj 
LIFO 

Reserve at 
Dec. 31, 2002 

Pool #2 

New 
VD Trucks 

Layer 
History 

& 
Proojoj 
LIFO 

Reserve at 
Dec. 31, 2002 

Laver Histories (or Pools 1 & 2 as of Dec. 31. 2002 

Base Valuation LIFO 
Dollars Factor Valuation 

Anaiy'sis ot. Year-End LIFO lnvento!1. Lay'ers 

Jan. 1,2002 (Base Layer) 1,776,598 1.000000 1,776,598 
Year 2002 Increment 15,192 1.008625 15,323 
Cumulative Index at Dec. 31, 2002 1.008625 

Total Inventory Expressed in Base Dollars 1,791,790 

Ending Inventory at LIFO Valuation 1,791,921 

Less: Ending Inventory at Current Cost (Given) 1,807,247 

LIFO Reserve at Dec. 31, 2002 (Given) 15,326 

Proof..ot.Come.osition ot.LIFO Reserve 

Come.osition o[ Base Proo[ 
LIFO Reserve 

Dollars Factor 
by' Lay'er 

Jan. 1,2002 (Base Layer) 1,776,598 0.008625 15,323 
Year 2002 Increment 15,192 

Totals 1,791,790 15,323 

Base Valuation LIFO 
Dollars Factor Valuation 

Analy'sis of.. Year-End LIFO Invento!1. La't.ers 

Jan. 1,2002 (Base Layer) 1,812,929 1.000000 1,812,929 
Year 2002 Increment 114,338 1.067313 122,034 
Cumulative Index at Dec. 31, 2002 1.067313 

Total Inventory Expressed in Base Dollars 1,9271267 

Ending Inventory at LIFO Valuation 1,934,963 

Less: Ending Inventory at Current Cost (Given) 2,056,996 

LIFO Reserve at Dec. 31, 2002 (Given) 122,033 

Proof..ofCome.osition of..LIFO Reserve 

Base Proo[ 
Come.osition ot. 
LIFO Reserve 

Dollars Factor 
b't.La't.er 

Jan. 1,2002 (Base Layer) 1,812,929 0.067313 122,034 
Year 2002 Increment 114,338 

Totals 1!9271267 122,034 
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XYZ MOTORS, INC. 
LIFO INVENTORY RESERVE REPORT 

ALTERNATIVE UFO METHOD PER REVENUE PROCEDURE 92·79 & 97-36 
FOR THE YEAR ENDED DECEMBER 31, 2003 

REPORT #1 • CALCULAl10N OF ANNUAL UFO INVENTORY AND RESERVE CHANGES· NEW AUTOS POOL #1 

A BEGINNING OF YEAR INVENTORY AT BASE DATE COST 
·ASREBASED 

B. END OF YEAR INVENTORY AT END OF YEAR 
(CURRENT) PRICES 

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

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

RAl100F:----------
END OF YEAR INVENTORY PRICED 
AT BEGINNING OF YEAR PRICES 

E. CUMULATIVE UNK-CHAiN INDEX 
CURRENT YEAR PRICE INDEX (LINE D) 
MUL l1PUED BY (Xl PRIOR YEAR'S CUMULATIVE INDEX 
(LINE E OF PRIOR YEAR) 

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

G. CURRENT YEAR INVENTORY INCREASE 
(DECREASE)· EXPRESSED IN BASE DOLLARS 
1. END OF YEAR INVENTORY AT BASE DATE COST (LINE F) 
2. BEGINNING OF YEAR INVENTORY AT BASE DATE COST (UNE A) 
3. CURRENT YEAR INCREMENT (G(1) EXCEEDS G(2)) 
'" OR DECREASE (IF G(2) EXCEEDS G(1)) 

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

H. ANALYSIS OF YEAR·END INVENTORY LIFO "LAYERS"· AS REBASED 
BASE VALUATION 

DOLLARS FACTOR 
12131101 NET LAYER AS GIVEN 1,169,247 X 1.00000 
12131102 NET LAYER AS GIVEN Q X 1.00863 

~ 

ENDING INVENTORY AT LIFO VALUATION, TOTAL PER ABOVE 

LESS: ENDING INVENTORY AT END OF YEAR PRICES (LINE B) 

UFO RESERVE AT END OF CURRENT YEAR 

LESS: UFO RESERVE AT END OF PREVIOUS YEAR 

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

, NEW AUTds" NEW AUtOS 
POOL #1 2002 ' pOOL #1 2003 

1,776,598 1,791,784 

1,007,247 1,209,451 

NOT FULLY NOT FULLY 
REPRICED REPRICED 

1.00863 1.02554 

1.00863 1.03439 

1,791,784 1,169,241 

1,791,784 1,169,241 
(1.776,598) (1 ,791,784) 

15,186 (622,543) 
X 1.00863 

15,317 W.A 

1,776,598 1,169,247 
15,323 Q 

1,791,921 1,169,247 

1,007,247 1.209.451 

15,326 40,204 

Q 15,326 
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XYZ MOTORS, INC. 
LIFO INVENTORY RESERVE REPORT 

ALTERNATIVE UFO METHOD PER REVENUE PROCEDURE 92·79 & 97·36 
FOR THE YEAR ENDED DECEMBER 31,2003 

REPORT #3· ANALYSIS OF UFO RESERVES· NEW AUTOS POOL #1 

DECEMBER 31, 2003 UFO RESERVE CONSISTS OF: 

12/31101 NET LAYER AS GIVEN 
12/31102 NET LAYER AS GIVEN 
ROUNDING 

TOTALS 

eASE 
DOLLARS 

INDEX 
FACTOR 

1,169,247 X 0.03439 
OX 0.02576 

, , " 

PROOF I RECONClUA110N OF INCREASE IN UFOFlESERVE AS OF DECEMBER 31, 2003 

(1.03439 ·1.00000)= 
(1.03439· 1.00863)= 

AMOUNT OF BASE DOLLARS THAT REMAINED INTACTTHROUGHOUT DECEMBER 31, 2003 

(Xl MUL TlPUED BY CURRENT YEAR INFLATION (1.03439 -1.00863) 

INCREASE (DECREASE) IN LIFO RESERVE DUE TO INFLATION (DEFLATION) FACTOR 

LESS PAYBACK DUE TO DECREMENT CARRIED BACK AGAINST PRIOR YEAR LAYER(S) 

DECEMBER 31 , 2001 
DECEMBER 31, 2002 

TOTAL PAYBACK DUE TO DECREMENT 

ROUNDING 

607,351 X 0.00863 
15,192 X 0.00000 
~ 

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

(1.00863 -1.00000)= 
(1.00863 - 1.00863)= 

COMPOSITION OF 
UFO RESERVE 

40,210 
o 

@. 

40.204 

NEW Atrros 
POOL #1 

1,169,241 

X 0.02576 

(5,241) 
Q 

(5.241) 

ill 

24.878 

Pool #1 Computatioll (~l ClIlIIlIlatil'e li~/latioll Rate {IS (~f Dec. 31, 2002 

First Aeeroximation to Obtain Rough Factor 

LIFO Reserve at Dec. 31, 2002 (Given) 15,326 

Ending Inventory at Current Cost (Given) 1,807,247 

Ratio of LIFO Reserve to Ending Inventory Cost 0.008480 

Successive Trial Calculations to Pineoint Cumulative Infl.ation Index 

A B C* D E F 
Preiiminaa. LIFO 

G 

EOYat Factor LIFO Reserve Reserve Di[ference 
LIFO Factor (AlB) (B - 1.0000) (CxD) Given 

1,791,921 1.008480 1,776,853 0.008480 15,068 15,326 
1,791,921 1.008500 1,776,818 0.008500 15,103 15,326 
1,791,921 1.008600 1,776,642 0.008600 15,279 15,326 
1,791,921 1.008610 1,776,624 0.008610 15,297 15,326 
1,791,921 1.008620 1,776,607 0.008620 15,314 15,326 

1,791,921 1.008625 1,776,598 0.008625 15,323 15,326 
1,791,921 1.008630 1,776,589 0.008630 15,332 15,326 

* (A I B) = the amount of inventory expressed in base dollars that produces the LIFO reserve shown in Column E 
(i.e., base dollars x cumulative inflation rate = LIFO reserve). 

(F-E) 

258 
223 

47 
29 
12 
3 
(6) 
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XYZ MOTORS, INC. 
LIFO INVENTORY RESERVE REPORT 

ALTERNATIVE UFO METHOD PER REVENUE PROCEDURE 92·79 & 97-36 
FOR THE YEAR ENDED DECEMBER 31,2003 

REPORT #2. CALCULATION OF ANNUAL UFO INVENTORY AND RESERVE CHANGES· NEW UGHT-DUTY TRUCKS POOL #2 

. NEW TRUckS HEWtRUCKS 

A BEGINNING OF YEAR INVENTORY AT BASE DATE COST 
·ASREBASED 

B. END OF YEAR INVENTORY AT END OF YEAR 
(CURRENl) PRICES 

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

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

RATlOOF:----------
END OF YEAR INVENTORY PRICED 
AT BEGINNING OF YEAR PRICES 

E. CUMULATIVE LlNK-CHAJN INDEX 
CURRENT YEAR PRICE INDEX (LINE D) 
MULTIPLIED BY (X) PRIOR YEAR~S CUMULATIVE INDEX 
(LINE E OF PRIOR YEAR) 

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

G. CURRENT YEAR INVENTORY INCREASE 
(DECREASE)· EXPRESSED IN BASE OOLl.ARS 
1. END OF YEAR INVENTORY AT BASE DATE COST (LINE F) 
2. BEGINNING OF YEAR INVENTORY AT BASE DATE COST (LINE ~ 
3. CURRENT YEAR INCREMENT (G(1) EXCEEDS G(2)) 

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

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

H. ANALYSIS OF YEAR·END INVENTORY LIFO "LAYERS"· AS REBASED 

.12131/01 NET LAYER AS GIVEN 
12131102 NET LAYER AS GIVEN 
CALENDAR YEAR 2003 INCREMENT 

BASE VALUATION 
DOLLARS FACTOR 
1,812,929 X 1.00000 

114,338 X 1.06731 
1.381.125 X 1.10533 
3,308.392 

ENDING INVENTORY AT LIFO VALUATION, TOTAL PER ABOVE 

LESS: ENDING INVENTORY AT END OF YEAR PRICES (LINE B) 

LIFO RESERVE AT END OF CURRENT YEAR 

LESS: LIFO RESERVE AT END OF PREVIOUS YEAR 

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

POOL #2 2002 POOL#22OOa 

1,812,929 1,927,271 

2,056,996 3,656,869 

NOT FULLY NOT FULLY 
REPRICED REPRICED 

1.06731 1.03562 

1.06731 1.1 0533 

1,927,271 3,308,396 

1,927,271 
(1 ,812,929) 

114,342 
X 1.06731 

~ 

1,812,929 
122,034 

Q 

1,934,963 

2.056.996 

122,033 

Q 

3,308,396 
(1 ,927,271) 

1,381,125 
X 1.10533 

1,526,599 

1,812,929 
122,034 

1.526.599 

3,461,562 

3,656,869 

195,307 

122.033 
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XYZMOTORS 
LIFO INVENTORY RESERVE REPORT 

ALTERNATIVE UFO METHOD PER REVENUE PROCEDURE 92·79 & 97-36 
FOR THE YEAR ENDED DECEMBER 31,2003 

REPORT #4 • ANALYSIS OF UFO RESERVES· NEW UGHT·DUTY TRUCKS POOL #2 

12131/01 NETLAYER~GIVEN 1,812,929 X 0.10533 (1.10533 ·1.00000)= 
12131102 NET LAYER ~ GIVEN 114,338 X 0.03002 (1.1 0533 ·1.06731)= 
CALENDAR YEAR 2003 INCREMENT 1,381,125 X 0.00000 (1.1 0533 - 1.1 0533)= 
ROUNDING 

TOTALS ~ 

AMOUNT OF s.asE DOLlARS THAT REMAINED INTACT THROUGHOUT DECEMBER 31, 2003 

(X) MUL llPLIED BY CURRENT YEAR INFLAllON (1.10533 -1.06731) 

INCR~E (DECR~E) IN LIFO RESERVE DUE TO INFLAllON (DEFLAllON) FACTOR 

ROUNDING 

INCR~E (DECR~ IN UFO RESERVE AT END OF CURRENT YEAR 

190,956 
4,347 

0 
~ 

~ 

1,927,271 

X 0.03002 

Pool #2 COll1putatio/l (~l CUll1l1laliJ'1' Ill/latio/l RaIl' a\ (~/ Dec. 31. 2fJfJ2 

First Approximation to Obtain Rough Factor 

LIFO Reserve at Dec. 31,2002 (Given) 122,033 

Ending Inventory at Current Cost (Given) 2,056,996 . 

Ratio of LIFO Reserve to Ending Inventory Cost 0.059326 

Successive Trial Calculations to Pinpoint Cumulative Int1ation Index 

A B C* D E F 
Prelimina!J!. LIFO 

EOYat Factor LIFO Reserve Reserve 
LIFO Factor (AlB) fB-l.0000l (CxDl Given 

1,934,963 1.059326 1,826,598 0.059326 108,365 122,033 
1,934,963 1.061000 1,823,716 0.061000 111,247 122,033 
1,934,963 1.062000 1,821,999 0.062000 112,964 122,033 
1,934,963 1.065000 1,816,867 0.065000 118,096 122,033 
1,934,963 1.066000 1,815,162 0.066000 119,801 122,033 
1,934,963 1.067000 1,813,461 0.067000 121,502 122,033 
1,934,963 1.067300 1,812,951 0.067300 122,012 122,033 
1,934,963 1.067310 1,812,934 0.067310 122,029 122,033 

1,934,963 1.067313 1,812,929 0.067313 122,034 122,033 

• (A I B) = the amount of inventory expressed in base dollars that produces the LIFO reserve shown in ColumnE 
(i.e .• base dollars x cumulative inflation rate = LIFO reserve). 

G 

Difbrence 
(F-El 

13,668 
10,786 
9,069 
3,937 
2,232 

531 
21 
4 

(1) 

~A~Q~Ua~rte~rIY~U~p~da~te~m~L~IF~O'N~e~ws~.V~ie~w~sa~n~dl~de~aS~~~~~~~*~~~~~~P~hO~tO~CO~pY~in~gO~r~Re~p~rin~tin~g~W~ith~ou~t~pe~rm~is~siOO~ls~p~rO~hib~~OO= 
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LESS EXPENSIVE 
MORECOAlPLETESOFTWARE 

FOR YOUR LIFO CALCULATIONS 

~II 

SUPERLIFO, L.L.C. 
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