Willard J. De Filipps, CPA, PC

www.defilipps.com

A Quarterly Update of LIFO - News, Views and ldeas

IFO
®@®KOUT

Volume 15, Number 4

Publisher: Willard J. De Filipps, C.P.A.

December 2005

LIFO UPDATE

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

#1. THIS ISSUE COMPLETES OUR 15" YEAR ...

AND WE THANK YOU FOR YOUR INTEREST

& SUPPORT. A quick glance shows that this is
Vol. 15, No. 4 of the LIFO Lookout. | can’t believe how
quickly the time has gone by, nor can | express how
much | have enjoyed ... and continue to enjoy ...
preparing each issue. We thank you for your contin-
ued interest and supportand look forward to reporting
LIFO news and developments in the future.

#2. ARE YOUR DEALERS’ LIFO RESERVES

GOING TO GET WHACKED? In the last issue,
we discussed a number of factors suggesting that
dealers needed to be looking ahead to see how they
might be impacted by either lower inventory levels or
adverse price changes.

We have seen a number of situations where
dealers facing significant decreases in their year-end
inventory levels will experience virtually no repay-
ment of their LIFO reserves. Why? Because their
LIFO layer histories show that in 2004, they built up
their inventory levels significantly and the anticipated
(lower) inventory levels at the end of 2005 will simply
return them to the approximate levels they were at at
the end of 2003.

There have been a few instances, however,
where dealers who have been on LIFO for many
years will have significant repayments because the
inventory drop at the end of 2005 will go all the way
back to some very old layers which have very high
repayment potential ... some as much as 65 to 70
cents on the dollar.

Hopefully, your LIFO layer histories and recon-
ciliations make it easy for you to spot and diagnose
these situations very quickly and accurately.

Our database of dealer price information shows

very little inflation for most makes this year. Accord-
ingly, LIFO reserves should not be jumping up or
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down significantly on account of inflation or deflation.
(For more, see item #5 below.)

#3. FORM 970 IS ABOUT TO GET A REAL
FACE-LIFT. Form 970 is the form you include in
the tax return when the taxpayer is electing LIFO. For
longer than most of us can remember, it has been a
relatively innocuous-looking 1-page form. Ithas been
changed slightly over the years, but none of these
revisions have been major. That's about to change.

The Service has not officially released the new
Form 970. The draft dated October 24, 2005 is on
pages 2-3, and it is significantly different from its
predecessor. The Form expands to 2 pages. It
introduces several new developments. And, it ap-
pears to reflect a significant policy change by the IRS
towards the use of the dual-index method.

It’s likely that the new Form will have to be used
to make LIFO elections in calendar year 2005 tax
returns. When the revised Form becomes “official”
and related instructions forthe Form are released, we
will analyze them fully (most likely in the next/March
2006 issue of the LIFO Lookout).

see LIFO UPDATE, page 4
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rom 970 ‘ Application To Use LIFO Inventory Method SRt 1545:0082

(Hev November 2005)

Attachment

Department of the T .
Internal Revenue sgm“'y » Attach to your tax return. Sequence No. 122
mber (see instructions)

Name of filer (name of parent corporation if a consolidated group) (see instructions) Filer's identificati

Name of applicant(s) (if different from filer) and identification number(s)

m;Statement of Election under Section 472

1

3a

4a

LIFO Inventory Requirements

6a

b

7a

10a

b

1"

for the goods covered by this electior

forl any ot goods?

Is the applicant already using the LIFO in(/entory me
crlbi}?g ’Eh goods and the LlFO methods used

If “Yes” to line 3a, aftach a statement identifying
Has the applicant ever used the LIFO inventory for the goods covered by this election? .

If “Yes” to line 4a, attach a statement listing th t&x years for which the LIFO inventory method was used and
explaining why the LIFO inventory method was discontinued.

The applicant will not use the LIFO inventory method to account for the following goods (enter here): » ___.____..

Attach a statement if necessary.

Did the applicant value the closing inventories of goods covered by this election at cost for the tax year immediately
preceding the tax year specified on line 1? . . -
If “No” to line 6a, did the applicant value the beginning mventones of goods covered by thns electuon at cost for
the tax year specified on line 1 as required by section 472(c)? . . . . . . . . . . . . . . . . |-

If “No” to line 6b, attach an explanation. e
If “Yes” to line 6b, will the applicant account for the adjustment required by section 472(d) over a 3-year period? L.
If “No” to line 6c, attach an explanation. . )

When determining the beginning inventories of goods covered by this election, did the applicant treat those goods
as being acquired for a unit cost that is equal to the total cost of those goods divided by the total number of units i
on hand? . . .o .o

If “No” to line 7a, attach an explanatlon

Did the applicant (or any member of the same group of financially related corporations as defined in section 472(g))
issue credit statements or reports to shareholders, partners, other proprietors, or beneficiaries covering the tax

year specified on line 1?
If “Yes" to line 8a, attach a statement descnbmg the recnpxent(s) the date(s) of lssuance, and the mventory method(s) z

used to determine income, profit, or loss in those statements.

Will the applicant determine beginning and ending inventories at cost regardless of market value?
If “No” to line 9a, attach an explanation.

As a condition of adopting the LIFO inventory method, Regulations section 1.472-4 requires a taxpayer to agree
to make any adjustments incident to the change to, the change from, or the use of, the LIFO inventory method
that, upon the examination of the taxpayer's income tax return, the IRS determines are necessary to clearly reflect

income. Does the applicant agree to this condition? .

o

If “No” to line 10a, the applicant is not eligible to use the LIFO mventory method e

Specific Goods (Unit) Method
Under Regulations section 1.472-1, the types of goods in the opening inventory must be compared with similar types of
goods in the closing inventories. Attach a list of the types or categories of goods that will be compared, describe the
goods that will be included in each type or category, and identify the unit of measure (pounds, barrels, feet, etc.) used for

each type or category.

For Paperwork Reduction Act Notice, see the instructions. Cat. No. 17057T

Form 970 (Rev. 11-2005)
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Form 970 (Rev. 11-2005) - Page 2
Specific Goods (Unit) Method (Continued)

12 Check the box corresponding to the method that the applicant will use to determme the cos b‘f the goods in the closing
inventories over the cost of the goods in the opening inventories (see instructions): Lo
O Actual cost of goods most recently purchased or produced
O Average cost of goods purchased or produced during the tax year
O Actual cost of goods purchased or produced in the order of acquisition
O Other (attach explanation)

iclggl'} Dollar-Value Method
13 Attach a statement describing the applicant’s methqd !

OO ves O No

&count for the goods purchased at

Attach a statement describing the method of, -pooling th‘ apphcan- wnll use for the goods covered by this election. If the
applicant will use more than one dollar-value 5 !, list:an tescribe the contents of each dollar-value pool (see instructions).

16 Identify or describe the method the appllcant will dse to compute the LIFO value of each dollar-value pool containing goods
covered by this election (for example, double-extension method, link-chain method, or index method). ______ ____ .. _________

If the applicant’s method is neither the double—extensnon method nor the Inventory Price Index Computation method, attach
a statement describing the method in detail and justifying the applicant’s use of the selected method (see instructions).
17 Check the box corresponding to the method the applicant will use to determine the current-year cost of goods in the closing
inventories and to value the LIFO increments of the dollar-value pool(s) (see instructions).
O Actual cost of goods most recently purchased or produced
[J Average cost of goods purchased or produced during the tax year
[ Actual cost of goods purchased or produced in the order of acquisition
O other (attach explana{ion) -

m Inventory Price Index Computation (IPIC) Method

18 Check the box corresponding to the method the applicant will use to compute the LIFO value of each dollar-value pool
containing goods covered by this election (see instructions).
O Double-extension IPIC method
O Link-chain IPIC method

19 Check the box corresponding to the table from which the applicant will select Bureau of Labor Statistics (BLS) price indexes
(see instructions).
[ Table 3 of the Consumer Price Index (CPI) Detailed Report
[ Table 6 of the Producer Price Index (PPI) Detailed Report

[ Other table of the PPI Detailed Report
If the applicant will use “Other table of the PPI Detailed Report,” attach a statement explaining why the other table is more

appropriate than Table 6.
20 Will the applicant use the 10 percent method (see instructions)? . . . . . . . . . . . . . . O ves [ No

21 |f the applicant elects to use a representative month for selecting BLS price indexes from the applicable Detailed Report, enter
the representative month elected for each dollar-value pool.
See instructions and attach a statement if necessary.

3EIg "]} Other Information

22 Attach a statement describing the applicant's method of determining the cost of inventory items {for example, standard cost
method, actual invoice cost, joint product cost method, or retail inventory method).

23 Did the applicant receive IRS consent to change the method of valuing inventories for the tax year specified
on line 1 (see instructions)? . .. T T

O Yes O No

Form 970 (Rev. 11-2005)
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LIFO Update

(Continued from page 1)

#4. LIFO CONFORMITY: WATCH THOSE YEAR-

END FINANCIAL STATEMENTS. Properly elect-
ing LIFO by filling out Form 970 is just one of four LIFO
eligibility requirements. Valuing the inventory at cost,
maintaining adequate books and records to support
the LIFO calculations and reflecting the use of LIFO
in year-end financial statements round out the other
three requirements.

Each requirement has a multitude of ramifica-
tions. But, the financial statement conformity require-
mentseems to be the one thatis most troublesome for
taxpayers on LIFO and their advisors.

One of the reasons is because there are many
conformity requirements, rather than just one. And,
violation of any one of these conformity requirements
would allow the IRS to take the position that the LIFO
election must be terminated, although asserting that
harsh penalty is discretionary with the IRS Commis-
sioner.

One can't overdo reminders about year-end pro-
jections, estimates and the importance of placing
proper LIFO disclosures in the year-end financial
statements. To this end, we urge you to read our
updated coverage of these topics in the article begin-
ning on page 5.

#5. YEAR-END PROJECTIONS FOR AUTO
DEALERS BASED ON “ONE-OF-EACH” MIX
ASSUMPTION. As we do every year in our 4"

quarter issue, we've included detailed information to
help you estimate changes in your dealers’ LIFO
reserves before you do the final calculations after
year-end. To assist in making year-end projections,
each year we provide a listing for new vehicle LIFO
inventories showing weighted average inflation (de-
flation) information for each model.

The summaries are on pages 20-23 and the detail
lists appear on pages 24-31.

#6. ARE YOU REALLY RISKING YOUR LIFO
ELIGIBILITY IF YOU’'RE NOT ELIMINATING
TRADE DISCOUNTS FROM INVENTORY
COSTS? Well ..., maybe.

We have continually warned that failure to elimi-
nate trade discounts from inventory costs could be
interpreted by the IRS to constitute a violation of the
cost requirement. In March 2005 (Update #1), we
strongly stated the case that “Many CPAs we know
are risking their dealers’ LIFO elections ... and they
may not even be aware of it.”

Although we may be criticized for this (arch)
conservative position, we feel it is correct. However,
in two separate conversations with individuals in the
IRS, we have been told that it is unlikely that "the IRS"

Photocopying or Reprinting Without Permission Is Prohibited

(whoever or whomever that is) would take a taxpayer
off of LIFO if their inventory did not reflect a reduction
for trade discounts. Ms. Terri Harris, the IRS Motor
Vehicle Technical Advisor, told attendees atthe AICPA
Dealership Conference in Baltimore in October that
she had “spoken with an individualin the National Office”
and received that informal opinion/conclusion.

In a separate informal conversation with an IRS
inventory specialist, | was told essentially the same
thing. | have suggested informally to Ms. Harris that
it would be helpful if her office would issue a Motor
Vehicle Automotive Alert! to this effect.

Clearly, itis beneficial for LIFO taxpayers to treat
trade discounts properly and in accordance with the
Regulations and the Revenue Ruling. (We won't
rehearse all of the reasons why here again.)

Until the National Office officially expresses a
position on this matter (and the Automotive Alert! is
not necessarily the expression of a binding official
position), we believe the only proper advice LIFO
taxpayers can be given is that their LIFO elections
could be atrisk if the IRS decides to give this issue the
same kind and degree of attention it has given other
LIFO requirements.

We recently received an e-mail that referred to
Terri Harris' answer at the AICPA conference. The
reader said that the question asked of Ms. Harris was
... “If a dealer is not taking advantage of the advertis-
ing and interest credits method, are they technically
violating their LIFO election?” The reader, of course,
"heard" that the answer to that question was, “No.”

In fact, | was the person at the AICPA dealership
conference who asked the question (in writing). |
definitely did not inquire about “advertising and inter-
est credits;” | asked only and specifically about the
elimination of trade discounts.

In my response to the reader, | told him that | had
heard TerriHarris’ answer, and | believe that whoever
gave her that answer in the National Office is incorrect.

| added that the handling of advertising fees and
expenses is different from the handling of trade dis-
counts. The elimination of trade discounts from in-
ventory cost is mandatory. The elimination of ad-
vertising fees and credits from inventory cost is an
elective decision.

Over the last month, since that exchange of
correspondence, I've reconsidered my conclusion ...
and ! stilithink there's too much at risk. Giventhe kind
of nitpicking we've observed the IRS to be capable of
over the last15 years (not to mention the previous 25
years preceding that), | would never risk my client’s
LIFO election on hearsay... even though | might like
the "informal or unofficial" answer | heard.
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SPECIAL LIFO CHALLENGES:

YEAR

CONFORMITY REPORTING REQUIREMENTS END

AND PROJECTIONS FOR YEAR-END PLANNING

ALERT

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

There are many year-end LIFO conformity re-
quirements, and there are many kinds of businesses
using LIFO. All taxpayers using LIFO must comply

with all of the year-end financial statement conformity
reporting requirements in order to remain eligible to
use the method.

As emphasized throughout the discussions on
the following pages of the special rules and IRS
guidance for auto dealerships, taxpayers outside the
scope of that guidance should be careful notto rely
on that guidance as if the IRS had generalized or
intended it to be applicable in their own different
situations or industries. Similarly, auto dealerships -
although benefiting from some clarification by the IRS

see CONFORMITY REPORTING REQUIREMENTS, page 6
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Conformity Reporting Requirements

on certain reporting issues - should be careful notto
rely on that guidance as if the IRS had generalized or
intended it to be applicable beyond the carefully
worded “scope” sections in Revenue Ruling 97-42
and in Revenue Procedure 97-44.

BASIC LIFO ELIGIBILITY REQUIREMENTS:
“CONFORMITY” IS ONLY ONE

First: the bigger picture, of which conformity is
only a part. The IRS can disallow a taxpayer's LIFO
electionifitfinds a violation of any one of four eligibility
requirements. The four requirements involve cost,
conformity, consent, and the maintenance of ad-
equate books and records.

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

2. Violation of the financial statement report-
ing conformity requirements for the elec-
tion year and all subsequent years
(Conformity).

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

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

TERMINATION SITUATIONS

In 1999, in Mountain State Ford Truck Sales v.
Commissioner, the Tax Court held that the taxpayer’s
use of replacement cost for valuing parts inventories
could not be employed as a substitute for actual cost
in connection with LIFO inventories ... nor for any
other non-LIFO inventories. Although the IRS subse-
quently issued Revenue Procedure 2002-17, effec-
tively negating the Tax Court’s holding in Mountain
State, this case serves as a warning that whenever
the IRS chooses, it can take a very aggressive
position, threatening the very existence of a long-
standing LIFO election.

If a violation of any one of the four eligibility
requirements occurs, the Internal Revenue Service
has the discretionary powerto allow the LIFO election
- if it can be persuaded to exercise that power in the
taxpayer's favor. For example, Revenue Procedure
79-23 reflects the position of the Service that a LIFO
election can be disallowed if the taxpayer fails to
maintain adequate books and records with respect to
the LIFO inventory and computations related to it.

However, if a taxpayer is able to reconstruct the
information necessary to calculate the LIFO inven-
tory amount properly, it may be possible to avoid

Photocopying or Reprinting Without Permission Is Prohibited

(Continued from page 5)

termination of the LIFO election for a violation of the
“books and records” requirement.

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

However, where the LIFO violations involve cost,
conformity, Form 970 consent matters or “inadequate
books and records,” the Service usually looks to
invoke this more dramatic measure. In Mountain
State Ford Truck Sales, the Tax Court expressed the
position that the list of four “termination situations” in
Rev. Proc. 79-23 was not an exclusive listing ... In
other words, other circumstances or situations might
support the Service taking the position that a LIFO
election should be terminated.

Revenue Procedure 97-44, which allowed cer-
tain taxpayers (automobile dealerships) with confor-
mity violations to avoid termination of their LIFO
elections by paying a 4.7% penalty amount, should
also be regarded as a very limited exception to the
IRS general approach of terminating a LIFO election
whenever it uncovers an eligibility violation.

FORM 970 QUESTIONS
REGARDING CONFORMITY

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

On its face, Form 970 does not warn taxpayers
that these conformity requirements must be satisfied
for every year-end financial statement for as long as
the LIFO method is being used. This requirement is
spelled out in Reg. Sec. 1.472-2(e)(1).

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

—>
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Conformity Reporting Requirements

CONFORMITY REQUIREMENTS...
THERE ARE MANY

There are many conformity requirements. They
exist as restrictions on a taxpayer’s general desire to
pay lower taxes using a LIFO method for valuing
inventories, while reporting more income to share-
holders or banks and other creditors using a non-
LIFO method. To prevent this from happening, the
Treasury says that LIFO must be used in all reports
covering a full year to insure that the use of LIFO for
tax purposes conforms as nearly as possible with the
best accounting practice in the trade or business in
order to provide a clear reflection of income.

It is often stated that LIFO must be used to
compute income in the year-end financial state-
ments. However, it is more technically correct to
state that the IRS only requires LIFO to be used in the
primary presentation of income (i.e., in the Income
Statement). For most taxpayers, the LIFO conformity
requirements pose at least two general sets of re-
quirements:

FIRST, they require that any year-end fi-
nancial statements issued in the tradi-
tional report formby the business to credi-
tors, shareholders, partners or other users
must reflect the year-end results on LIFO.

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

2]
-
L
n
®)
=
-

OF REQUIREMENTS

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

Accordingly, aLIFO reserve, no matterhow large,
can be completely and abruptly lost if careful attention
is not paid to the conformity requirements in year-end,
manufacturer-formatted financial statements sent to
the Factory/Manufacturer/Supplier...as well as in the
more conventional year-end statements issued in
report form by CPAs.

EVERY YEAR, ALL OF THE CONFORMITY
REQUIREMENTS MUST BE MET

To remain eligible to use LIFO, every year, the
last monthly statement for the year sent to the manu-

A Quarterly Update of LIFO - News, Views and ldeas
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(Continued)

facturerand/or any other credit source must reflectan
estimate of the year-end change in the LIFO reserve
if the actual change cannot be computed before the
statement has to be released.

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

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

TRADITIONAL FINANCIAL STATEMENTS
IN ANNUAL REPORTS ISSUED BY CPAs

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

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

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

see CONFORMITY REPORTING REQUIREMENTS, page 8
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Conformity Reporting Requirements

primary presentation of income on a LIFO basis.
Second, each non-LIFO financial statement must
contain on its face a warning or statement to the
reader that the non-LIFO results are supplementary
to the primary presentation of income which is on a
LIFO basis. Accordingly, in CPA-prepared year-end
financial statements, a LIFO taxpayer's results on a
non-LIFO basis can be fully disclosed as supplemen-
tary information if both of these requirements are met.

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

As a result of these “liberalizations” in.the Regu-
lations in 1981, these LIFO conformity requirements
should not present any major reporting problems for
reports issued by CPAs.

DEALERSHIP YEAR-END STATEMENTS SENT
TOMANUFACTURER/SUPPLIER/CREDITORS

Many CPAs serving automobile dealerships are
now aware that the Regulations contain several year-
end LIFO reporting restrictions which apply to the
specially formatted financial statements sent by auto
dealerships and other businesses immediately after
year-end to the Manufacturer/Supplier/Creditors.
Some of those CPAs who were not had a rude
awakening whentheir (former) dealer clients - through
their attorneys - asked them to reimburse the dealers
for their payments of the 4.7% penalty “settlement
amounts” due under Revenue Procedure 97-44.

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

The Regulations provide that any Income State-
ment that reflects a full year's operations must report
onalIFO basis. This requirement applies regardless
of whetherthe Income Statementis the lastin a series
of interim statements, ora December statement which
shows two columns, one for the current month results
and another for the year-to-date cumulative results.

The Regulations further provide that a series of
credit statements or financial reports is considered a
single statement or report covering a period of opera-
tions if the statements or reports in the series are
prepared using a single inventory method and can be
combinedto disclose the income, profit, orloss forthe
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period. See Reg. Sec. 1.472-2(e)(6). If one can
combine or“aggregate”aseries of interimor partial-year
statements to disclose the results of operations for a full
year, then the last Income Statement must reflect in-
come computed using LIFO to value the inventory.

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

The IRS National Office confirmed dealers’ worst
fears during 1995 in LTR 9535010. In this Letter
Ruling, a calendar year dealership raised the confor-
mity question in the context of what happens when
the monthly statements, including the December year-
end statement, are not on LIFO but the CPA prepares
annual audited financial statements for the dealer-
ship which do reflect LIFO.

Here, the taxpayer's argumentwas thatthe CPA’s
audited statements reflecting LIFO were the primary
financial statements, while the monthly statements
sent by the dealership to the manufacturer and to the
credit corporation were “supplementary statements.”
The IRS concluded that the dealerin LTR 9535010 had
violated the LIFO conformity requirement because:

1. The dealership used an inventory method
" otherthan LIFOinascertaining itsincomein

the monthly financial statements,

2. The financial statements ascertained in-
come for the “taxable year,”

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

4. The financial statements were not within
any of the exceptions to the LIFO confor-
mity requirements that are provided in the
Regulations.

IRS TESTS

With respect to the use of the financial state-
ments “for credit purposes,” the IRS found that a
debtor-creditor relationship did exist between the
dealership and the manufacturer and the credit cor-
poration. The IRS stated that if the taxpayer’s “opera-
tions began to deteriorate, it is doubtful that Corp. X
(the manufacturer) and Corp. Y (the Credit Corpora-
tion) would ignore these reports and continue to

—>
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extend credit to T (the taxpayer) as though nothing
has changed.” The IRS noted that the taxpayer was
unable to provide any explanation of what purpose
other than credit evaluation the credit subsidiary might
have for requesting the dealer’s financial statements.

In a companion letter ruling, LTR 9535009, the
IRS “officially” restated its position with respect to a
dealer who reported for tax purposes using a fiscal
year. The IRS employed the same four-step analysis
as above to determine whether the fiscal year dealer-
ship had violated the LIFO conformity requirements.
Inconnection with the second “test” related to whether
the dealership’s financial statement to the Factory
ascertained the taxpayer’s income for the taxable
year, the IRS noted that the year-to-date column
information readily provides this computation for the
reader. Even without year-to-date accumulations on
the face of the monthly Income Statement, any series
of months could simply be added together to reflect a
complete 12-month period of anyone’s choice.

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

* This would seemto be the position of the IRS
for all taxpayers whose fact patterns fall un-
der the Regulation.

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

WARNING

REV. RUL. 97-42: DISCLOSURE GUIDELINES
FOR CERTAIN DEALERS

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

Placement in the Income Statement. LIFO
adjustments mustappear in the twelfth month Income
Statement. However, they do not have to be re-
flected in the Cost of Goods Sold section through the
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inventory valuation accounts. As long as the LIFO
adjustments are reflected somewhere in the determi-
nation of net income on the Income Statement, that
conformity requirement will be satisfied.

Revenue Ruling 97-42 makes it clear that if a
LIFO reserve adjustment is posted directly to the
retained earnings account and reflected on the
dealership’s Balance Sheet, that treatment of the
LIFO reserve change will not satisfy the conformity
requirement. For years ending after October 14,
1997, itis thus imperative that the LIFO adjustment be
properly reflected in the Income Statement prepared
for the last month of the year.

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

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

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

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

In other words, the IRS does not require the
change inthe LIFO reserve to be updated twice in the
fiscal year-end... calendar year-end sequence. The
IRS will permit a timing mismatch under these limited
circumstances. For example, in a situation where a
dealer has a September fiscal year-end and Decem-
ber (calendar) reporting year to the manufacturer: If
the dealer reflects the (reasonable estimate) change
in the LIFO reserve in the September monthly and
year-end statement, that dealer does not need to
recompute and update a LIFO change for the three
month period from October 1 through December 31 and
reflect a 3-month change in the December statement.

The dealer may simply carry through the annual
LIFO reserve change effect reflected in the Septem-
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ber fiscal year-end Income Statement without modi-
fication in the December Income Statement. Note
thatthe December Income Statement must reflect the
charge against income for the prior fiscal year-end
LIFO reserve change and that prior September fiscal
year-end LIFO reserve change should not be re-
versed so that the December Statement of Income
does not reflect any LIFO reserve charge for the
twelve month period ending December 31.

REV. PROC. 97-44: LIMITED RELIEF
FOR CERTAIN DEALERS

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

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

One of the major traps that practitioners and auto
dealers now face is in the lack of synchronization
between the language in Revenue Ruling 97-42 and
the language in Revenue Procedure 97-44. Revenue
Ruling 97-42 applies to the issuance of statements to
a “creditsubsidiary.” In contrast, Revenue Procedure
97-44 contains broader language in its scope (Sec-
tion 3) referring to the providing “for credit purposes”
... of an Income Statement in the format required by
the franchisor.

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

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

Different year-ends for book and tax pur-
poses (fiscal years). LIFO conformity problems are
multiplied where a taxpayer has a different year-end
for reporting to a manufacturer, supplier, or creditor
(calendar year-Dec. 31) than the fiscal year it uses to
report for income tax return purposes and for other
financial statement reporting purposes.
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Forthese fiscal year taxpayers... other than auto
dealers and light, medium & heavy-duty truck deal-
ers... in order to satisfy another strict conformity
requirement, the full-year Income Statements must
reflect LIFO at the end of both twelve month annual
reporting periods or years (Reg. Sec. 1.472-2(e)(2)).

This Regulation states that the conformity rules
alsoapply to (1) the determination of income, profit, or
loss for a one-year period other than a taxable year,
and to (2) credit statements or financial reports that
coveraone-year period otherthan ataxable year, but
only if the one-year period both begins and ends in a
taxable year or years for which the taxpayer uses the
LIFO method for Federal income tax purposes. For
example,...in the case of a calendar year taxpayer,
the requirements...apply to the taxpayer's determi-
nation of income for purposes of a credit statement
that covers the period October 1, 1981, through
September 30, 1982, if the taxpayer uses the LIFO
method for Federal income tax purposes in taxable
years 1981 and 1982.

Placement of LIFO change in the year-end
Statement of Income. In fighting with auto dealers
over conformity, in 1994 the IRS informally indicated
that on the last monthly (i.e., twelfth) statement, the
LIFO adjustment had to be run through the Cost of
Goods Sold section (via the beginning-of-the-year
and the end-of-the-year inventory valuations), rather
thanthrough an otherincome/deductions account...or
else dealers would not be in compliance with the LIFO
year-end conformity requirement. The IRS subse-
quently retreated on this “placement” issue in Rev-
enue Ruling 97-42.

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

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

All taxpayers ... other than automobile and
truck dealerships ... using LIFO who issue
monthly statements to manufacturers, suppli-
ers or creditors are not protected by the special
rules in Revenue Ruling 97-42 which modify the
Regulations only for special reporting situa-
tions faced by auto dealers.

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

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

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

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

The William Powell Company decision (81-1
USTC 9 9449) illustrates one taxpayer’s success (or
possibly good fortune) in avoiding termination of its
LIFO election when it came down to “all-or-nothing”
on this issue. This case, decided in 1981, involved
what would have been the termination of a LIFO
election made in 1973 because at the end of the first
LIFO year, the taxpayer had issued non-LIFO state-
ments and then later made a LIFO election when it
filed its tax return.

In that case, the taxpayer recalled its previous
non-LIFO statements and replaced/reissued LIFO
statements to all the banks, creditors and sharehold-
ers before the income tax return for the first year was
filed. The taxpayer probably would have lost its LIFO
electionifithad litigated the issue inthe Tax Court, but
the taxpayer chose to litigate this issue in the District
Court in Ohio.
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The taxpayer took the position that it had not
“useqd” FIFO within the meaning of Section 472(c). Its
position with respect to Section 472(c)(2) was that
non-LIFO “worksheets” were not used for “credit
purposes,” since the credit had been extended prior
to the delivery of the worksheets. The District Court
accepted the taxpayer’s arguments. With respect to
Section 472(c)(1), Powell contended that use is de-
termined at the time of the LIFO election and that this
election need not be made until the taxpayer files its
return. At the time Powell elected LIFO, it was no
longer using the FIFO statements, inasmuch as they
had been recalled prior to the election and LIFO
statements had been reissued.

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

HOW SOME BUSINESSES GET AROUND
THE LIFO CONFORMITY LIMITATIONS

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

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

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

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

INTERIM REPORTS

Interim reports covering a period of operations
that is less than the whole of a taxable year may be
issued on a non-LIFO basis without violating the LIFO
conformity requirement for tax purposes. The Regu-
lations are completely clear and unambiguous on this
point. Although generally accepted accounting prin-
ciples may present some difficulties in this regard, the
Income Tax Regulations clearly do not.

OTHER CONCERNS: INSILCO & SEC. 472(g)

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

In upholding the taxpayerin Insilco, the Tax Court
told the IRS that if it didn’t like the result, it should get
Congress to change the law. And that’s exactly what
the IRS/ Treasury did! After its loss, the Treasury
persuaded Congress to change the law (which it did
by adding subsection (g) to Section 472) so that
taxpayers in the future couldn’t get around the confor-
mity requirement the way Insilco had.

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

“CONFORMITY” ... WHERE FOREIGN
CORPORATIONS ARE INVOLVED

As we have seen, 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 inven-
tories. These requirements affect all financial state-
ments covering a full year’s operations that are is-
sued to shareholders, partners, or other proprietors,
or to beneficiaries, or for credit purposes.

The taxpayer may be required 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.

In Letter Ruling 200540005, dated June 20, 2005,
the IRS addressed a situation involving the LIFO
conformity requirement application to consolidated
financial statements and foreign operations and sub-
sidiaries.

A summary of Rev. Rul. 78-246 (1978-1 C.B.
146) and more details on LTR 200540005 appear on
the facing page.

In this Ruling, the Service held that ...

1. For the parent’s fiscal year in issue, the
parent had substantial foreign operations within the
meaning of Revenue Ruling 78-246, and

see CONFORMITY REPORTING REQUIREMENTS, page 14
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Background

Foreign Corporations & Foreign Operations
Financial Statement Conformity Requirements & the 30% Test or 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" Cong., 3d Sess. 34 (1938)). A
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.

Congress was concerned solely with domestic accounting practice. Therefore, the conformity requirements of
Section 472 should not be extended to determine what is the “best accounting practice” in foreign countries.

Are Operating
Assets of
“Substantial
Value”
Used in the
Foreign
Operations?

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.

¢ This applies to ownership by the parent either directly or indirectly through members of its 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) are foreign
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.

For purposes of this test, operating assets are all the assets necessary for the conduct of an active

operating companye

30% or More
Threshold

The foreign parent corporation will 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 group for the year.

Facts &
Circumstances

LTR
Summary

If the consolidated group does not satisfy the 30% test, the IRS may waive the 30% test and make a
determination on the basis of all of the facts and circumstances presented.

LTR 200540005 ... Dated June 20, 2005

In LTR 200540004, the IRS was dealing with a foreign parent corporation that had to issue
consolidated financial statements to its shareholders and creditors in which it was reporting its own
operations and the operations of subsidiaries acquired by its own wholly-owned U.S. subsidiary.

The taxpayer persuaded the IRS that, although it failed to have operating assets in excess of the 30%
threshold, it should be considered to have satisfied the alternative “facts and circumstances” test.

As a result, the parent was permitted to issue consolidated financial statements on a non-LIFO basis without
violating the LIFO financial statement conformity requirements ... but only for the one year in question.

LTR
Facts

The parent (a foreign corporation, not reporting under U.S. GAAP) made an agreement whereby the taxpayer

(its wholly-owned U.S. subsidiary) would acquire all of the outstanding stock of a group of new subsidiaries.

+ Prior to the acquisition, the taxpayer also had other wholly-owned U.S. subsidiaries (“old subs™).

+ Following the acquisition, the activities of the parent, the taxpayer, and the taxpayer’s subsidiaries
(old subs and new subs) would be reported in the consolidated financial statements of the Parent.

Prior to the acquisition, the new subs used LIFO for valuing their inventories. The parent and the taxpayer

used a non-LIFO method for valuing inventory for U.S. and for the parent’s forei gn country tax purposes.

LTR
Discussion

The taxpayer conceded that it did not meet the more than 30% test 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 qualify under the alternative “facts and circumstances” test.

The taxpayer argued 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 acquisition was recorded as a purchase pursuant to U.S. GAAP.

Accordingly, the taxpayer argued that it should be allowed to compare the higher market values (i.e.,

instead of the lower asset book values) of the foreign operations to its 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.

As a result of this alternative analysis, the computed percentage of assets used in foreign operations (to total

operations) would only be slightly less than the 30% minimum threshold set forth-in Rev. Rul. 78-246.
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2. Consequently, for the fiscal year in question,
the issuance of consolidated financial statements by
the parent reporting the new subsidiaries’ operations
on a non-LIFO basis would not violate the LIFO
conformity requirements.

This Ruling did not come without several limita-
tions and restrictions. It 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 substantial foreign operations for subsequent
years, or whether the parent may issue consolidated
financial statements for subsequent years reporting
new subsidiaries’ operations on a non-LIFO basis
without violating the LIFO conformity requirements.
Finally, this PLR was not to be construed as approv-
ingthe use of the taxpayer’s market value analysis for
subsequent years (in connection with determining its
compliance with the 30% threshold of Rev. Rul. 78-
246).

CONCLUDING CONFORMITY WARNINGS

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

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

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

The IRS position is that there is no limit on its
ability to go back to any prior year...no matter how far
distant...to terminate a LIFO election because of a
violation of any one of the many conformity require-
ments discussed above. The IRS supports its argu-
ment by reminding taxpayers that they have explicitly
agreed to this result right on the Form 970 that they
included in their tax returns when they elected LIFO!
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Theonly exceptionto this is the IRS’ uncharacter-
istic and somewhat voluntary self-imposed limitation
in 1997 for certain retail auto and truck dealers.
Consequently, LIFO users cannot be too cautious or
careful in dealing with conformity matters.

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

Projections for statement conformity pur-
poses. Revenue Ruling 97-42 states explicitly that,
when the pressure is great to issue the financial
statements before detailed LIFO computations can
be made, the conformity requirement should be sat-
isfied by using a reasonable estimate of the change in
the LIFO reserve in lieu of the actual amount.

As mentioned previously, another alternative
mightbe to use a different LIFO computation method-
ology for the financial statements than the one used
for tax purposes.

Projections forincome tax planning purposes.
It is unrealistic to attempt any serious planning for a
business that uses LIFO without first projecting the
change in the LIFO reserves for year-end.

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

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

Evenifitis concluded that nothing can be done to
avoid the LIFO reserve payback consequences, it is
far better to know the extent of the impending “hit” so
that other buffering actions can be taken, than it is to
be caught entirely off-guard or without any idea of
how large the LIFO reserve recapture is going to be.
PROJECTION MECHANICS, STEP-BY-STEP

Projecting year-end changes in LIFO reserves
need not be too difficult nor time-consuming.

Making these LIFO reserve change projections
involves only two estimates:

1. The ending inventory level, and
2. The overall inflation percentage for the year.

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

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

2. Beginning-of-the-year LIFO valuation of the in-

ventory,

3. Method used for valuing currentyearincrements,
and

4. Cumulative inflation index as of the beginning-of-
the-year.

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

UNDERSTANDING WHY (PROJECTED) LIFO
RESERVES GO UP OR DOWN

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

(Continued)

very large. The Practice Guide on the following page
explains why LIFO reserves change the way they do.

WORKING OUT OF ANTICIPATED YEAR-END
LIQUIDATION OR DECREMENT SITUATIONS

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

This recapture potential will be different for every
pool, since each pool has its own history and charac-
teristics. For auto dealers, this recapture impact will
be different for the new auto pool compared to what
it will be for the new light-duty truck pool. The LIFO
reserve repayment potential impact should be com-
puted for each LIFO pool and expressed as a readily
understandable dollar amount. For an example of
this type of successive calculation, see “GM Dealers

for the year,
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inventory stated at its LIFO valuation,
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reserve for the year.

Determinethe cumulative index as of the end-of-the-year—this is the estimated current year inflation
index times (i.e., multiplied by) the beginning-of-the-year cumulative index,

Divide the end-of-the-year estimated (or, if known, actual) inventory dollars by the year-end
cumulative index—to determine the end-of-the-year inventory stated or expressed in base dollars,

Compare the end-of-the-year inventory expressed in base dollars with the beginning-of-the-year
inventory stated in base dollars to determine whether there is an increment or a decrement projected

Value the projected increment under the method already selected for valuing increments on Form

Alternatively, if a decrement is projected for the year, carry back the decrement (expressed in base
dollars) against prior years’ increments (also expressed in base dollars) on a LIFO or reverse-
chronological-order basis. This means that the most recent/last layer built up is the first one
eliminated, and then prior years’ layers are eliminated in reverse-chronological order. Inother words,
adecrementin 1999 is carried back first against any 1998 increment, then against 1997, then against
1996, then against 1995, etc. until the entire amount of the 1999 decrement (expressed in base
dollars) has been fully accounted for. In some instances, a decrement may end up being carried all
the way back to the original first LIFO year base layer.

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

Subtractthe ending inventory at its LIFO valuation from the ending inventory at its actual or estimated
current non-LIFO cost to determine the projected LIFO reserve as of the end-of-the-year,

Subtractthe actualLIFO reserve as of the beginning-of-the-year from the projected LIFO reserve as
of the end-of-the-year. The resultdeterminedin this final step is the estimate of the change inthe LIFO

Reconcile and prove out the projected changes to understand why the reserve is going up or down.
See accompanying Practice Guide: Why LIFO Reserves Change the Way They Do.
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WHY LIFO RESERVES CHANGE THE WAY THEY DO

o Taxpayers using LIFO are often surprised when they find out that even though their year-end
inventory levels are (projected to be) lower than they were at the beginning-of-the-year, their LIFO

Upward
... Increases

Downwar

Downward
... Decreases

Background reserves (are expected to) increase.
¢ Often these (projected) increases in LIFO reserves are very large.
* The net amount of change in the LIFO reserve for any year is the result of two complementing
and/or offsetting factors. -
Change . . .o .
o This variation analysis simply involves ...
Factors

Upward influences ... causing increases (i.c., factors causing the LIFO reserve to go up) ...

¢ Price changes, i.e., inflation or deflation ... prices either increased or decreased, and
¢ Quantity changes, i.e., changes in the dollar amount of the inventory investment levels.

o Price increases ...inflation.

s Quantity increases, if a dual index LIFO methodology/approach is used for valuing increments.

o Certain decreases in inventory investment levels - To the extent that a current-year quantity
decrease (referred to as a “decrement”) is carried back against an increment built up in a prior year
or years, any pay-back of the previously built-up LIFO increment and its related contribution to the
LIFO reserve will increase the current year’s LIFO reserve if ...
¢ There was deflatich in the prior year(s)’s layers that are now being invaded, and
¢ The layers being invaded are/were contributing “negatively” or negative amounts to the LIFO

reserve at the end of the preceding year.

¢ Stated another way ... The layers of inventory being invaded by the carryback of a decrement

(expressed in base dollars) are contributing negative amounts toward the overall LIFO reserve
balance; Accordingly, to the extent that any carryback of the current-year’s decrement eliminates
these negative effects, that leaves only inventory layers contributing positive amounts toward the
overall LIFO reserve balance ... or fewer inventory layers still contributing negatively toward the
overall LIFO reserve balance.

d influences ... causing decreases (i.c., factors causing the LIFO reserve to go down) ...

Price decreases ...deflation.

Decreases in inventory investment levels - i.e., pay-backs of previously built-up LIFO reserves to the

extent resulting from the carryback of a current-year inventory quantity decrease (referred to as

“decrements”) against increases (“increments™) built up in prior years.

Decreases in inventory investment levels ... But not always ... Sometimes no payback.

+ An inventory decrease/decrement may not necessarily cause, or result in, any pay-back of some
or any of the LIFO reserve at the beginning of the year. Whether or not there is a “pay-back”
depends the order in which the prior year layers were built up over time and how they were

valued for LIFO purposes.

No Effect

If the decrement in the current year is less than the amount of the increment in the immediately
preceding year, there will be no dollar change in the LIFO reserve due to the carryback of that
decrement against that prior year’s increment.

This result will occur under any LIFO method that values a current-year increment by using the
cumulative inflation index (factor) at the end of the year.

¢ Alternative LIFO Methods for New and/or Used Vehicles

Articles
Analyzing
Changes in

LIFO Reserves

“Why Do Some LIFO Reserves Go Up Even Though Inventory Levels Go Down?” in the March

1992 LIFO Lookout

“Another Rebasing Example - With Proofs: Why LIFO Reserves Go Up Even Though Inventory

Levels Go Down and Despite Rebasing Indexes to 1.000 in Between” in the June 1993 LIFO

Lookout. '

“Strange ... But Explainable ... Results from the Wacky World of Negative LIFO Reserves,” in the

December 1998 LIFO Lookout. This article, with supporting schedules, analyzes pay-back

‘mechanics where negative LIFO reserves are involved.

“Dealers Who 've Remained on LIFO Through a Few Years of Deflation Are Finally Rewarded by

Inflation & Big LIFO Reserve Increases” in the June 2004 LIFO Lookout.

¢ This article, with supporting schedules, analyzes LIFO reserve changes where some of the more
recent years’ LIFO layers reflect general price deflation, but not to the point where overall
negative LIFO reserve balances have been created.
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Low on LIFO Inventory May Face Stiff Recapture ...
Planning May Lessen the Blow,” in the June 1998
Dealer Tax Watch.

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

1. Manage inventory levels. Attempt to in-
crease or “manage” the inventory level
through transactions that might not other-
wise have been considered, but which still
have some degree of business justification
(otherthan solely attempting to minimize the
impact of LIFO layer liquidations).

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

3. Switch to the IPIC/BLS method. Consider
changing to the IPIC/BLS method under the
recent changes...and expeditious consent
procedure ... available in Section 10.04 of
the Appendix to Revenue Procedure 2002-9.

The IPIC Method LIFO Regulations (Reg.
Sec. 1.472-8(e)(3)) were finalized in Janu-
ary, 2002, and contain several taxpayer-
friendly changes that make use of the IPIC
method more attractive in several situa-
tions. (See Highlights of the Final IPIC LIFO
Regulations, pages 8-10 in the December,
2002 issue of the LIFO Lookout.)

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

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

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

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

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

In other words, if the dealer can have only
$2,000,000 worth of inventory, if the LIFO repayment
payback potential is 30% on the dollar in the new
automobile pool and 60% on the dollar in the new
light-duty truck pool, the dealer should try to have
more inventory dollars at year-end in the new light-
duty truck pool than in the new automobile pool.

2. Attempt to purchase new vehicles of other
makes (for resale to retail customers) to put into
inventory.

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

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

see CONFORMITY REPORTING REQUIREMENTS, page 18
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How far can the “retail resale” aspect be pushed?
Wilithis pass muster with the IRS? One cannot be sure.

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

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

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

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

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

SOMETIMES THE IRS REVERSES YEAR-END
LIQUIDATION AVOIDANCE MEASURES

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

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

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

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

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

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

2. lthelps if the inventory acquired at year-end
can be sold to regular customers in due
course orto athird party, ratherthan back to
original supplier. This helps to avoid the
“cast” as a resale.

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

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

TAM 9847003 provides evidence of how closely
the IRS scrutinizes year-end inventory levels and
transactions. In this case, the IRS concluded that an
affiliated group had engaged in inventory-level ma-
nipulation stating: “The Group simply used Y (one

-
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affiliated member) as a purchasing and holding com-
pany so that it could manipulate the quantity of goods
in X's (another affiliated member) ending inventory,
thereby artificially inflating X’s cost of good sold ...
This purchasing arrangement was designed to artifi-
cially reduce the Group’s taxable income and avoid
taxes; it had no independent purpose ... Although
papers were drawn up to place formal ownership with
Y, the objective economic realities indicate that X
had effective command over the Y purchases.”

Accordingly, the IRS National Office concluded
that X was the owner of the Y purchases and should
have included them in its inventory.

In this TAM, the IRS pursued the adjustment to
correct the year-end inventory levels through the
Group’s corporate restructuring, holding that

1. X's method of accounting for the Y purchases
carried over to the taxpayer created in the merger
process,

2. the treatment of the purchases in inventory con-
stituted an unauthorized change in method of ac-
counting, and

3. corrections could be made by changing the new
taxpayer's method of accounting and making adjust-
ments pursuant to Section 481(a).

A WARNING ABOUT AGGRESSIVE
YEAR-END INVENTORY PLANNING

Any LIFO taxpayer aggressively planning to avoid
year-end LIFO layer liquidations should realize that
even satisfying the apparent “boundaries” set forth in
Revenue Ruling 79-188 and these other cases may
not be enough. Taxpayers’ year-end transactions
may not prevail if year-end purchases are structured

(Continued)

to involve subsequent re-sales back to the same
source shortly after year-end or just to otherwise look
good on paper.

Other practical considerations should be weighed
in the balance if aggressive year-end planning tech-
niques are going to be discussed with LIFO clients.
The Internal Revenue Service may seek to impose
penalties, or higher statutory interest rates, if it con-
siders the actions taken to avoid LIFO layer invasions
and recapture to be without any support or merit.

Circular 230...? Furthermore, consideration
needs to be given to Treasury Department Circular
230 which regulates written communications about
Federal tax matters between tax advisors and their
clients. Practitioners need to be extremely careful in
how they go about discussing various layer-invasion
minimization techniques with their clients and how
they document or formalize their recommendations in
this regard.

Correspondence with clients may or may not be
intended to constitute written tax advice communica-
tions, and it may or may not constitute what Circular
230 defines as a full “covered opinion.” Other issues
under Circular 230 may be raised if the client is asking
the advisor to reach a conclusion involving confi-
dence levels regarding the success of the actions
under consideration.

Accordingly, where appropriate, LIFO taxpayers
may need to be told - in writing - that planning advice
(regarding avoidance of LIFO layer invasions) is not
intended and cannot be used for the purpose of
avoiding penalties that may be imposed by the Inter-
nal Revenue Service. b o
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YEAR-END PROJECTIONS FOR
AUTO DEALERS BASED ON

A “ONE-OF-EACH” MIX ASSUMPTION

Most auto dealers are under great pressure to
release their year-end financial statements before
their actual LIFO calculations can be completed. To
assist in making year-end projections, each year we
provide a listing for new vehicle LIFO inventories
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