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LIFO UPDATE

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

#1. AS FAR AS LIFO MATTERS GO, IT'SBEEN A

QUIET YEAR SO FAR. There's not much in the
way of new guidance on LIFO matters to date. But,
that's not to say there aren’t some very interesting

developments coming down the road with major

consequences for year-end planning.

Timelines. Most of what is included in the 2012

year-to-date Timeline (on page 5) relates to actions in
connection with positioning to either advance or de-
fend againstthe repeal of LIFO. The Timeline of 2011
developments (on page 4) provides one year's con-
tinuity.
#2. DE FILIPPS’ LIFO BULLETIN BOARD. Begin-
ning on page 6, the Bulletin Board items are ... (1)
Inflation indexes for year-end 2011 new vehicle in-
ventories reflected in our dealerships’ LIFO calcula-
tions, and (2) the discussion of a Letter Ruling issued
in late 2011 which surfaced in early 2012. In this
ruling, the IRS granted extensions of time to file
Forms 970 to the parent of a consolidated group that
went through an extensive restructuring in order to
acquire a new business ... but failed to timely file the
necessary Forms 970 in the process.

Also on the Bulletin Board is a follow-up to the
discussions in the Year-End Edition of the LIFO
Lookoutregarding possible relief for dealerships that
had inventory shortages at the end of 2011 because
of the natural disasters that occurred in Southeast
Asia earlier in the year. This includes the letter sent
by the National Automobile Dealers Association re-
questingthe IRS/Treasury to grantdealerships some
relief (under Section 473) from the LIFO reserve
recapture they experienced.

The IRS turned a deaf ear on NADA's request.

#3. WILL LIFO BE AROUND NEXT YEAR? The
answer is that no one can really be sure.

Earlierthis year, the Obama Administration again
included a proposal to eliminate the use of LIFO as
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part of its 2013 Revenue Proposals. The
Administration’s proposal - if it were to come to pass
- at least would provide a 2-year stay of execution if
broad repeal were to be the fate of LIFO.

Also, in the meantime, there has been one bill
introduced to immediately repeal the use of LIFO by
certain major integrated oil companies.

There has been a lot of speculation over the
possibility that the blending of International Financial
Reporting Standards (IFRS) and U.S. Generally Ac-

see LIFO UPDATE, page 2
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cepted Accounting Principles (GAAP) would auto-
matically result in the “effective repeal” of the use of
the LIFO method for U.S. businesses. Many who
lobbied Congress to repeal LIFO have argued that, as
a practical matter, the repeal of LIFO was inevitable
as soon as U.S. GAAP reporting standards (which
permit LIFO) were absorbed and eliminated via “con-
vergence” with global or European-style IFRS.

The “inevitability” of the demise of LIFO based on
this assumption is now in considerable doubt. This
doubt has arisen because of recent expressions of
interest by the SEC in evaluating a new approach for
the more gradual, and less all-inclusive, integration of
U.S. GAAP and IFRS. This new approach would not,
per se, either directly or indirectly prohibit the use of
LIFO by U.S. companies reporting to the SEC.

Accordingly, there are several factors bearing on
the retention - repeal status of LIFO, and these factors
change in ways that no one can really measure.

This Edition of the Lookout updates the recent
developments that might affect the status of LIFO. By
the time the Year-End Edition is out (in early Decem-
ber), it's reasonable to anticipate that we'll know who
the next President will be (but, do you remember,
Gore vs. Bush?). If so, knowing who is the President-
Elect may possibly narrow the range of speculation
about the future for LIFO.

#4. RELATED DANGEROUS PROPOSALS ...
REPEAL OF LCM METHODS. Many discus-
sions (pro or con) of the repeal of LIFO by Congress
to “cure” the “deficit problem” seem to consistently
minimize or entirely overlook one important fact. That
fact is that whenever legislative proposals have been
set forth to eliminate LIFO, these proposals also
include - almost as a “throw-away” - the elimination of
two other significant inventory methods of accounting
. namely the use of the lower-of-cost-or-market
(LCM) method and the subnormal goods method.

For more on these proposals, see page 13.

#5. OUR SURVEY OF DEALERS’ LIFO RESERVE

CHANGES OVER THE LAST 4 YEARS. Many
articles and speeches by academics favoring the
repeal of LIFO have presented statistics and other
alleged abuses regarding the use of LIFO. How-
ever, this information has been based upon studies
of filings by publicly-held companies reporting to
the SEC.

My experience has been limited to applying LIFO
to closely-held businesses. In my own practice, and
as a consultant, I've seen many LIFO applications
over almost 50 years.
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(Continued from page 1)

In the Mid-Year 2010 L/FO Lookout, | included
the results of a survey on the size of LIFO reserves for
some of the auto dealerships for whom we prepared
new vehicle LIFO calculations.

This survey showed the dealerships’ ending in-
ventory levels and corresponding LIFO reserves at
the end of 2008 and 2009. Atthattime, the focus was
on trying to observe the effect or impact of manufac-
turer bankruptcy filings and major contractions expe-
rienced in the industry on dealerships having their
2009 year-end inventory levels significantly de-
creased. (See pages 15-21 of the Mid-Year 2010
Edition for survey details and my observations on
the results.)

| recently updated this survey by expanding the
frame of reference to the 4-year period 2008 - 2011
(i.e., looking at dealership LIFO reserves as of Dec.
31, 2007, 2008, etc.).

This current information as of Dec. 31, 2011
shows how heavily these dealerships not only use
LIFO but rely on LIFO for increased cash flow (as
generated by the reduction of their income tax liabili-
ties) to replace their inventories so that they can stay
in business and finance other pressing obligations
and challenges.

The90dealershipsincluded inthis survey/sample
are a diverse bunch. However, in my opinion, those
differences are what make the overall, or collective,
results a useful composite that is somewhat repre-
sentative of many other dealers using LIFO. | also
believe that the results shown by our survey/sample
are typical of what other CPA firms would find if they
took the time to conduct similar surveys.

If our results are representative, then you could
extrapolate the results to many other dealerships in
the country who are still using LIFO to great advan-
tage. You're free to draw whatever conclusions you
wish from the experience of these dealerships.

You'll find more discussion and detail schedules
beginning on page 24.

#6. IRS UPDATES INSTRUCTIONS FOR FORM
3115 FOR AUTOMATIC ACCOUNTING
METHOD CHANGES. Form 3115 is the form

that taxpayers must file when they are changing most

LIFO accounting methods. The IRS recently updated

the Instructions for this Form by a revision dated

March 2012. This supersedes the previous revision

of the Instructions dated December 2009.

This revision essentially updates all references
relating to automatic changes to refer to Revenue
Procedure 2011-14 (which superseded Rev. Proc.
2008-52) as the controlling document. It also in-

—
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cludes many new changes which may be made in
connection with the Temporary Regulations under
Section 263(a) which concern the proper treatment of
expenditures for repairs and improvements to tan-
gible property.

The total of the Automatic Changes that do not
require advance permission fromthe IRS is now 180.
(But that includes several “automatics” that are now
obsolete.) The Automatic Change list will continue to
grow over time.

For a summary of this update, see page 30.

#7. REVALUING LIFO INVENTORIES WHEN
ACCOUNTING METHOD CHANGES REQUIRE
SECTION 481(a) ADJUSTMENTS. There are

principles and computational techniques that mustbe

followed when taxpayers using LIFO to value their
inventories make changes in accounting methods

(CAMs) and an adjustment is required to be made by

Section 481(a). These principles and techniques

must be followed regardless of whetherthe CAMs are

initiated voluntarily by the taxpayer or are required by
the IRS as audit adjustments.

These procedures involve making adjustments
to the underlying LIFO layers in order to revalue the
LIFO inventory (layers) as of the beginning of the year
of change.

The article beginning on page 31 examines and
discusses these principles and computational tech-
niques. It also includes a detailed analysis of the
example which is included in the Regulations for
revaluing dollar-value LIFO inventories.

To illustrate these procedures in a practical set-
ting, I've included a case study where a revaluation of
a dollar-value LIFO inventory was required when an
automobile dealership elected to make an automatic
change in accounting method to remove certain ad-
vertising costs from inventory.

Aword of caution: Ifyou are going to compare the
“flow” of numbers in the example in the Regulations
with the “flow” of the computations in the case study,
you need to be careful. Theimpact of the adjustments
in one is exactly the opposite of the impact of the
adjustments in the other. This is because the facts in
the Regulation example add costs to inventory via a
positive Section 481(a) adjustment. In contrast, the
facts in the case study remove costs from inventory
via a negative Section 481(a) adjustment.

#8. COMPARISON OF IRS & SuperLIFO™ -
“UNOFFICIAL” NEWITEMDETERMINATIONS.
We have always compared our SuperLIFO™ newitem
determinations with those published by the Office of
the IRS Motor Vehicle Technical Advisor (MVTA).
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The last comparison, involving manufacturer
model years 2010-2011, appeared in the Mid-Year
2011 Edition of the LIFO Lookout.

In this Edition, we have summarized our current
comparison for manufacturer modelyears 2011-2012
new items with respect to Dec. 31, 2011 year-end
inventories for auto dealers. This is based onthe new
items list that the IRS MVTA released in an e-mail
dated July 1, 2012.

Ourcomparison schedules are set up so that you
can see all of the vehicles which were treated as new
items by the IRS, even if you don't care about how the
IRS list compares with ours.

In listing the results of our comparisons, we have
continued to use the two separate classifications for
new automobiles and new light-duty trucks. Some
dealerships do not care about this distinction be-
cause they have changed to the single, combined
(Vehicle-Pool) method for all new vehicles.

However, asignificant number of dealers (at least
many of those we are doing LIFO calculations for)
have not changed to the Vehicle-Pool Method, forone
reason or another. Therefore, this classification
distinction is still relevant for them.

Many CPAs and/or dealers are using service
bureaus for their LIFO calculations. To this extent,
they are relying on the new item determinations made
by their service bureaus. Other CPA firms and
dealerships still do their own new vehicle LIFO calcu-
lations on spreadsheets of their own creation, so they
must be making these new item determinations each
year for themselves.

A glance atthe IRS lists (and ours) makes it clear
that item category determinations are required to be
detailed down to the most precise levels of vehicle
description and differentiation. Calculations cannot
be based on rough averages of models or on other
more generalized groupings.

Our overview, with related statistics, begins on
page 53. The full Lists are available upon request.

#9. UPDATED INDEX OF LOOKOUTARTICLES...

21 YEARS. We have updated our Index of all
articles appearing in the LIFO Lookout from our first
issue, March 1991, through December 2011.

This electronically searchable and user-friendly
Indexis available on our web site (www.defilipps.com)
for your reference purposes. You can search the
Index by keyword(s), and you can also save the 51-
page Index on your computer for handy reference and
printing.

The nineteen sections of our Index of Articles are
shown on the last page (page 60 of this Edition). X
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Jan. 2011

CALENDAR YEAR 2011 ... THE YEAR IN REVIEW

Revenue Procedure 2011-14 revised and updated the procedures for taxpayers making

designated automatic changes in (LIFO and other) accounting methods and filing Forms 3115.

¢ This Revenue Procedure included the Section 263A safe harbor elections for motor vehicle
dealerships that can be made as automatic changes #150 and #151.

¢ This Revenue Procedure supersedes Rev. Procs. 2008-52 and 2009-39.

* Effective for the filing of Forms 3115 on or after January 10, 2011.

March 2011

In TAM 201111004, the IRS held that a taxpayer may defer the gain on an involuntary
conversion of inventory if the business is located in a Federally-declared disaster area.

This guidance emphasizes to practitioners that the provisions of Code Section 1033(h)(2)
should not be overlooked by dealerships located in disaster areas.

The broader application of this TAM is that Section 1033(h)(2) could allow a dealership (in a
Federally-designated disaster area) to defer reporting gain if (or when) it reinvests insurance
or salvage proceeds in other assets used in the business.

May 2011

IRS released its Audit Technique Guide (ATG) for Wineries.

This ATG sets forth the criteria that wineries should use to define their wine items and to
value their LIFO inventories.

Essentially, the ATG requires that the winery must define items of wine in a way that
subdivides bulk wine and bottled wines into inventory items based on factors such as type of
wine, source of grapes, process recipe or formula used, length of aging time, type of
container, length of time wine has been stored after bottling, etc.

This Audit Technique Guide basically follows the IRS holdings in ILM 201043029 (July 2010).

May 2011

In FAA 20114702F, the IRS concluded that the absence of proper disclosures related to the
use of the LIFO method in financial statements prepared using IFRS (International Financial
Reporting Standards) resulted in violations of several LIFO conformity requirements.

IFRS standards do not permit the use of LIFO for valuing inventories, and the financial
statements did not comply with various exceptions that are available in the Regulations.

What this FAA does suggest is that the LIFO financial statement conformity requirements
would not be violated if proper supplementary disclosures accompany financial statements
issued under IFRS.

This appears to be the first published IRS guidance involving IFRS-prepared statements.

April - June
2011

In LTRs 201130001 and 201136006, the IRS granted taxpayers extensions of time to file

Form 970.

* In one instance, the taxpayer failed to file Form 970 after a Section 351(a) exchange.

* In the other case, a parent corporation overlooked filing 14 LIFO elections forms for
various subsidiaries over a long period of time.

In both cases, the oversight by the taxpayer was called to its attention when a pair of “fresh

eyes” reviewed their LIFO situations and caught the omissions.

June 2011

President Obama’s Administration included the repeal of LIFO as a tax break to be
eliminated as part of the negotiations to reach a deal on the debt limit increase impasse.
Apparently, this is a follow-up to the President’s proposal at the beginning of this year - as part
of his “Greenbook” proposals - when he had included the repeal of LIFO after the year 2012 ...
with a 10-year spread period for the recapture of the LIFO reserve into taxable income.

August 2011

In Rev. Proc. 2011-42, the IRS provided general guidance regarding its requirements
concerning the use and evaluation of statistical samples and sampling estimates.

There is no specific discussion in the Revenue Procedure that relates to LIFO inventory
application situations.

Accordingly, the general principles and guidance in the Rev. Proc. will have to be adapted to
LIFO situations on a case-by-case basis, depending on the facts and circumstances.

October 2011

The Treasury published Final Regulations under Section 381 relating to the carryover /
combination of inventory methods, including LIFO inventory methods, in reorganizations or
tax-free liquidations.

Under the Final Regulations, the determination of which inventory accounting method will carry
over is to be made on the basis of considering only the inventories of the trades or businesses
that are going to be integrated after the (tax-free) transaction/acquisition takes place.
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CALENDAR YEAR 2012 ... YEAR TO DATE

In LTR 201150025 (released Dec. 16, 2011), the IRS granted extensions of time to file Forms
970 to the parent of a consolidated group that went through an extensive restructuring in order
to acquire a new business.

This LTR involved interpretations requiring the filing of Forms 970 for transactions involving
disregarded and entities and LLCs (i.e., Reg. Sec. 301.7701-3(g)(1)(iv)) and transfers to a
controlled corporation (i.e., Section 351(a)).

January

Request for relief from LIFO recapture due to natural disasters in 2011. On January 13,

2012, NADA sent a letter to the Treasury/IRS requesting expedited Section 473 relief for

certain franchised auto and truck dealers (Honda, Subaru and Toyota/Scion).

These dealers experienced significant decreases in their new vehicle year-end Dec. 31, 2011

LIFO inventories as a result of the earthquake and tsunami that occurred in Japan in march

2011 and/or the flooding that occurred in Thailand in July 2011.

In March, the Treasury’s Office of Tax Policy responded by stating its position that ...

¢ Section 473 cannot be used to provide relief in situations that do not involve a “politically
motivated” inventory disruption.

¢ The inventory disruptions caused by (these) natural disasters do not rise to the level of
urgency that would justify granting relief under Section 473.

February

Repeal of LIFO and other inventory accounting methods. President Obama’s

Administration again included the repeal of the use of the LIFO method as a tax break to be

eliminated as part of the fiscal year 2013 revenue proposals.

The repeal of LIFO would start in the first taxable year beginning after the December 31, 2013.

¢ This, in effect, is a 2-year postponement of the repeal advocated by the Administration in
prior years’ revenue proposals.

¢ The recapture of the LIFO reserve into taxable income would occur ratably over a 10-year
spread period.

The Administration’s revenue proposals for 2013 would also prohibit the use of (1) the lower-

of-cost-or-market method and (2) the subnormal goods method for valuing inventories.

¢ The repeal of these methods would start in the first taxable year beginning after the
December 31, 2013.

¢ The Section 481(a) adjustments would be taken into income ratably over a 4-year spread
period.

April

OMB defends Administration’s proposal to repeal LIFO. On April 2, 2012, the acting
Director of the Office of Management and Budget (OMB) defended the proposal to eliminate
the LIFO method.

This defense was in response to a letter (dated January 27, 2012) signed by 22 members of

Congress that had requested removal of the LIFO repeal provision from the revenue proposals
for 2013.

June

LIFO Codalition response activity. On June 6, 2012, the LIFO Coalition
(www.saveLIFO.org) submitted an extensive rebuttal/ response to the letter written by the
Office of Management and Budget in which the OMB defended the proposal to eliminate the
LIFO method.

June

Bill introduced to repeal LIFO for integrated oil companies. On June 7, 2012, a bill was

introduced in the House of Representatives (H.R. 5906) that would repeal the use of the LIFO

inventory method by integrated oil companies (as defined in Section 167(h)(5)(B)).

The repeal of LIFO for these companies would be effective for taxable years beginning after

December 31, 2011.

* The Section 481(a) adjustment to recapture the LIFO reserve into the income must be
taken into account ratably over a period not greater than 8 taxable years, beginning with
the first such year.
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DEALERSHIP NEW VEHICLE INFLATION INDEXES FOR 2011

UNDER THE ALTERNATIVE LIFO METHOD

In general, modest rates of inflation for 2011 helped to increase LIFO reserves at year-end.

The results for year-end 2011 inventories are summarized below.

Year-End 2011

e BMW ... Lexus ... Lincoln ... Nissan ... TOYOta .....c..cceevevivrveerineieteniereieneesieneeseesennens 2.5% to 3.0%
e Chevrolet ... GMC Trucks ... Ki@...ococcootrieriririeeeteteeeeeeerceecee et 2.0% to 2.5%
e Buick ... Dodge ... Ford ... Hyundai.......ccccceoeeeereoreererercecrceetecte e esneenens 1.5% to 2.0%
e Cadillac ... Jeep ... Mazda ... Mercedes ... Mitsubishi ... Suzuki ... Volvo................. 1.0% to 1.5%
©  AlL OLRErS .euiiieiiiecteeseeertnsteeterieertrete st s assaaee e s rae e s e e s e et e esssesseesssesnsessneesssesnnesnseenns 0.0% to 1.0%

COMPARATIVE INFLATION RANGES FOR 2010 & 2009
Similar summaries show year-end 2010 and 2009 inflation ranges for comparison.

It is interesting to note that the franchises with the highest range of inflation were different over all three years.

Year-End 2010

© FOTA ettt ettt et sae s sa e st et st e er s et e sa e e b et e e s e et ansaeaensan 3%
o Lincoln ...Mercedes ... JEEP TIUCKS ....ccceoievirrientieierieerecteerecte e eeteesresseereerensecresenns 1%-2% %
e Lexus ... Nissan ... Toyota ... Mazda ... VW ... MerCury ......cceceeceeurvercererenueceeceennenes 1Y4-1% %
e Chrysler ... Chevrolet ... Dodge Trucks ... Buick ... Honda ... BMW ... Mitsubishi .. %-1%
o Cadillac ... GMC Trucks ... VOIVO.....c.cceviiiiieiiieiieneineetneeeeecseeeseeseneeaenes No inflation or slight deflation
Year-End 2009

o Chrysler (Dodge) Trucks ... GMC .......cccviiirrrinrininenereintenerneeseeeneessssnesseseenessssnssssssenes 4¥2-5% %
o General Motors ... ChEVIOIE ........cccccirreiniciiierenecenereeeeeseetesteseeesesaesaesesnesseosasnessenes 3%-4%
o Chrysler ... Ford ... LINCOIN-MEICUIY.....c.coceevertrentrenirenteinrrenteseseerescnseisseseseeneesanesaens 2%-32%
© LeXUS ... TOYOA ittt rte e e e e e teste st e seesaessae s e s essnesse st asanastanessseessasnsenes 1%2-2% %
e Nissan ... Honda ... Mitsubishi ... BMW ... VOIVO.....ccoociviiviiiciiininrcceneeneceeeeene 1-1%2%

OTHER OBSERVATIONS RE: 2011 LIFO CALCULATIONS

¢ Judging from the dealerships for whom we do new vehicle LIFO calculations under the Alternative LIFO Method,
by December 31, 2011, many dealerships had restored their inventory levels back up to December 31, 2009 levels.
= However, in many instances, dealers were not able to recover the LIFO reserve recaptures that had to be taken
into income at the end of December 2009 and/or 2010 because of the significant decreases in inventory levels.
®= On January 13, 2012, the National Automobile Dealers Association (NADA) sent a letter to the
Treasury/IRS requesting relief under Section 473 for certain franchised auto and truck dealers (Honda,
Subaru and Toyota/Scion) that suffered significant inventory reductions at the end of 2011 as a result of
several natural disasters ... See Bulletin Board #3 & #4.
¢ For dealerships that lost franchises in 2011, some were able to replace the elimination of new vehicles in
inventory for the lost franchises with other new vehicles for franchises which they still retained. Accordingly,
the repayment of a LIFO reserve “attributable to the lost franchise” was negligible ... if there was any
repayment at all.
¢ In 2011, only a few more dealers converted to the single, combined (Vehicle) LIFO pool method (Rev. Proc.
2008-23).
= This is because many of them had already converted in prior years.
= Those who had not changed by the end of 2010 were pretty much set in their ways.
= There were, however, a few situations where the argument for change for 2011 became too compelling to
dismiss.
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RELIEF GRANTED FOR THE FILING OF FORMS 970 FOR RESTRUCTURING INVOLVING
NEW SINGLE MEMBER LIMITED LIABILITY COMPANY (SMLLC) ENTITY.

In LTR 201150025 (released Dec. 16, 2011), the IRS granted extensions of time to file Forms 970 to the parent of
a consolidated group that went through an extensive restructuring in order to acquire a new business.

This Letter Ruling involved a consolidated group that went through a rather complex restructuring which included
the acquisition of a new business which was merged into a newly created entity. The activities of the entities
included the wholesale and retail sales and distribution of various products.

The newly-created entity (which ended up with the LIFO inventory) was originally a third-tier subsidiary (i.e., Taxpayer
#1) which subsequently converted to Single Member Limited Liability Company (SMLLC) status (i.e., Taxpayer #2).

Thereafter, at a still later date, Taxpayer #2 elected to be treated as a corporation under Reg. Sec. 301.7701-3(a).

All of this involved two events ... (1) the transfer of the target corporation’s inventory to Taxpayer #1 pursuant to
the merger and (2) the later election of the SMLLC to be treated as a regular corporation.

Both events required the transferees (or technically, the parent of the consolidated group of corporations on behalf
of the transferees) to file Forms 970 in order to formalize and notify the IRS of the use of the LIFO method to value
the underlying inventories.

In both cases, the parent corporation neglected to file the requisite Forms 970 to elect the LIFO method for the
entities and transactions involved in the restructuring. These Form 970 filings are required under various
interpretations for transactions involving disregarded and entities and LLCs (i.e., Reg. Sec. 301.7701-3(g)(1)(iv)) and
transfers to a controlled corporation (i.e., Section 351(a)).

These oversights by the parent corporation were not caught by the parent’s original CPA firm. Instead, they were
discovered when the parent corporation engaged a new CPA firm to review the group’s inventory methods.

When the parent was told by the new CPA firm that Forms 970 should have been filed, the parent corporation
requested extensions of time to file the Forms 970. The IRS held that the interests of the Government would not be
prejudiced if extensions of time were granted to the taxpayer to file Form 970 to perfect the LIFO elections.

This is just one of several recent Letter Rulings issued by the IRS allowing extensions in situations where
oversights of this nature were eventually discovered.

3. RELIEF FOR DEC. 31, 2011 LIFO RESERVE RECAPTURE DUE TO INVENTORY SHORTAGES CAUSED

BY NATURAL DISASTERS ... NOT LIKELY TO HAPPEN.

As mentioned in Bulletin Board #1, in January, NADA sent a letter to the Treasury/IRS requesting relief under
Section 473 for certain franchised auto and truck dealers (Honda, Subaru and Toyota/Scion) that suffered significant
inventory reductions at the end of 2011 as a result of several natural disasters.

NADA'’s letter indicated that these dealers experienced significant decreases in their new vehicle year-end
inventories as a result of the earthquake and tsunami that occurred in Japan in march 2011 and/or the flooding that
occurred in Thailand in July 2011.

The letter included detailed exhibits in support of NADA’s assertion and the draft of a proposed Notice that the
IRS could issue if it were to grant relief under Section 473. [NADA’s letter appears as Bulletin Board #4 on the
Jollowing pages.]

In March 2012, the Treasury’s Office of Tax Policy responded by stating its position that ... (1) Section 473
cannot be used to provide relief in situations that do not involve a “politically motivated” inventory disruption, and
(2) the inventory disruptions caused by (these) natural disasters do not rise to the level of urgency that would justify
granting relief under Section 473.

For more background on how Section 473 might afford relief to LIFO taxpayers in these disaster (and other) situations,
see “Earthquakes + Tsunamis = Lower Year-End Inventories ... Section 473 Relief for Recaptured LIFO Reserves?” on
pages 18-21 in the Year-End 2011 LIFO Lookout. 1 concluded this article by expressing my opinion that “The likelihood
of Federal officials doing anything constructive to help dealers in this regard is, in my opinion, extremely remote.”
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NATIONAL AUTOMOBILE DEALERS ASSQCIATION
8400 Westpark Drive ¢ McLean, Virginia 22102
703/821-7040 = 703/821-7041

Legal & Regulatory Group
January 13, 2012
Via E-Mail

Hon. Emily S. McMahon Hon. William J. Wilkins

Acting Assistant Secretary for Tax Policy Chief Counsel

Department of the Treasury Internal Revenue Service

1500 Pennsylvania Avenue, N.W. 1111 Constitution Avenue, N.W.

Washington, D.C. 20220 Washington, D.C. 20220

Re: Request for Expedited Section 473 Relief for Certain Franchised Car and Truck Dealers

Dear Assistant Secretary McMahon and Chief Counsel Wilkins:

On behalf of the National Automobile Dealers Association (NADA),' we are writing to request that the Secretary of
the Treasury provide expedited relief under section 473 of the Internal Revenue Code to franchised new car and truck dealers
who (i) inventory their new vehicles under the Last-In, First-Out (LIFO) accounting method, and (ii) experienced a decrease
in their new vehicle closing inventories as a result of the earthquake and tsunami that occurred in Japan in March 2011 and/or
the flooding that has occurred in Thailand since July 2011.

These natural disasters and their damaging impact on persons and property in the affected regions and on international
commerce are well known. The 9.0 magnitude earthquake that occurred off the northeast coast of Japan on March 11, 2011
was the largest ever recorded in Japan and one of the largest anywhere in recorded history. The earthquake and the 23-foot
tsunami that it triggered left 26,000 people dead or missing, 450,000 people homeless, and caused property damage in the
amount of 4.5% of Japan’s GDP. These events resulted in extensive port closures, supply disruptions, and suspension of
production at manufacturing plants. The flooding that has occurred in Thailand since July 2011 has also had a widespread
and devastating impact on persons, property, and commerce, with the most significant economic harm being inflicted on the
manufacturing sector.

These disasters have had a very negative impact on several automobile manufacturers and parts suppliers that operate
in these areas and on the retailers who sell their products. They also have occurred at a time when the auto industry has
otherwise shown signs of resilience and has begun to return to a sustainable sales climate. Although the disasters’ negative
impact on the auto industry has been widely reported in the media, it is most apparent in data that (i) compares changes in
dealers’ inventories of vehicles produced by various manufacturers, and (ii) reflects estimated decrements in the new vehicle
LIFO calculations of dealers who sell vehicles produced by manufacturers affected by the natural disasters.

With regard to the former and as illustrated in the first attachment, as of November 30, 2011, dealers’ new vehicles
inventory units produced by Japanese manufacturers collectively fell by over 25% from November 30, 2010 levels despite
sales that remained virtually unchanged. (The stability in sales indicates that the decrease in inventory levels is not the
product of a change in demand.) These decreases have been particularly severe for Honda dealers (49% inventory reduction
v. 5% sales reduction), Subaru dealers (43% inventory reduction v. 2% sales reduction), and Toyota/Scion dealers (33%
inventory reduction v. 7% sales reduction).

(continued)

' [The text of all footnotes included in this letter has been deleted.]
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NADA’S LETTER TO IRS/TREASURY REQUESTING EXPEDITED LIFO RECAPTURE RELIEF UNDER
SECTION 473 FOR CERTAIN DEALERSHIPS. (continued...)

With regard to the latter data, these dramatic inventory reductions have, not surprisingly, resulted in a decrement in the
LIFO calculations of many dealers who sell the new vehicle brands whose production has been adversely affected by the
natural disasters. Although comprehensive data is not available to measure the full extent of the decrements, the reports and
supporting data we have received from accountants that represent these franchised dealers indicate that many of them will
experience significant LIFO recapture which, in turn, will force them to incur a substantial and unexpected income tax
liability for the tax year in which these events occurred.

It is against this backdrop that NADA seeks relief for affected dealers under section 473 of the Internal Revenue Code.
Section 473 authorizes the Secretary of the Treasury to issue in the Federal Register a determination that a qualified
liquidation of LIFO inventories has occurred and to permit affected taxpayers who elect the relief provided by section 473 to
replace their depleted inventories over a period of up to three years. The Secretary may determine that a “qualified
liquidation” has occurred when the taxpayer establishes that there has been a decrease in its closing inventory which is
directly and primarily attributable to a “qualified inventory interruption.” Among the bases for determining that a “qualified
inventory interruption” has occurred is when a “major foreign trade interruption... has made difficult or impossible the
replacement during the liquidation year of any class of goods for any class of taxpayers....”

We believe the circumstances highlighted above fit squarely into those that section 473 was designed to address. The
earthquake and tsunami in Japan and the flooding in Thailand, representing the first and fourth most costly natural disasters
on record respectively, caused a major foreign trade interruption that significantly depleted dealers’ inventories of several
brands of vehicles and made it difficult or impossible for many of those dealers to replace these inventories during the tax
year in which the natural disasters occurred. The Secretary’s exercise of authority under section 473 to provide an extended
period for affected franchised dealers to replenish these inventory levels would fulfill the purpose of this provision and allow
these businesses to forego a substantial and unexpected financial burden.

To facilitate your consideration of our request, we have set forth in the second attachment a draft Federal Register
Notice that would provide the requested relief and in a manner that would closely tailor the relief to the taxpayers for whom
it is intended. Section 5 of the draft Notice delineates the procedures taxpayers must follow to make the required section
473(a) election. It includes, in part, (i) a taxpayer certification that the decrease in closing inventory is directly and
primarily attributable to the difficulty or impossibility of purchasing inventory items as a result of the major foreign trade
interruption caused by the natural disasters, and (ii) in the case of dealer taxpayers, a safe harbor that the dealer has satisfied
the requirements for making the Section 473(a) election if the manufacturer or distributor of the vehicles for which the dealer
makes the election certifies to the IRS under penalties of perjury that it suffered a major foreign trade interruption as a result
of the natural disasters.

In addition to granting section 473 relief to affected dealers, we urge you to provide the relief as expeditiously as
possible. The income tax return filing deadline for many dealer taxpayers is March 15, 2012 and affected dealers would
need to make the Section 473(a) election with their tax return. In order to (i) enable these businesses to engage in accurate
business and tax planning, and (ii) reduce the taxpayer and IRS burden associated with taxpayers having to file an extension
to their original tax return or an amended tax return to make the Section 473(a) election, we request that forthcoming Section
473 relief be provided at least 30 days in advance of the March 15, 2012 filing deadline.  To assist your offices in
developing the required Federal Register notice, we have provided each with information that may be useful during this
process.

We appreciate the opportunity to submit this request and thank you for your forthcoming consideration.

Sincerely,
[Original Signed] [Original Signed]
Andrew D. Koblenz Paul D. Metrey
Vice President Chief Regulatory Counsel
Legal and Regulatory Affairs Financial Services, Privacy, and Tax

* This is only the text of NADA S Ietter. Al footnotes included in this letter, the draft of the proposed Notice and the attachment

showing the comparative analysis of inventory levels and sales as of November 30, 2010 and 2011 have not been reproduced.
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THE FUTURE OF LIFO ... TO BE? OR, NOT TO BE?
... AN UPDATE ON PROPOSALS TO REPEAL LIFO

About 6 years ago (mid-2006), the first serious
cautions or warning signs were raised regarding the
possibility that the use of the Last-In, First-Out (LIFO)
method for valuing inventory might be repealed.

Atfirst, the general arguments advanced to chal-
lenge the use of LIFO were more “academic” and
oriented toward financial statement reporting consid-
erations. In other words, arguments supporting the
repeal of LIFO related to the even earlier efforts and
discussions (which started in 2002) for merging or
blending International Financial Reporting Standards
(IFRS) with U.S.-based Generally Accepted Account-
ing Principles (GAAP).

Since mid-2006, I've included two lengthy up-
dates on the “status of LIFO” in the LIFO Lookout.
The first article - “What’s Going to Happen to LIFO?”
- was in the Mid-Year 2009 Edition (on pages 6-11).
The second article - “Status of LIFO ... What's New?”
- was in the Mid-Year 2010 Edition (pages 9-15).

Since that last update, things have been pretty
quietinterms of events that might affect the long-term
status of LIFO. However, earlier this year, several
developments indicate considerably more than a just
a slight stirring of interest on the subject.

Unfortunately, the focus of the more recent dis-
cussions advanced in favor of repealing LIFO has
shifted to emphasize the U.S. Government’s need for
revenue, and the desire by some to do away with
LIFO becauseitis perceived to be an undeserved tax
benefit or gimmick. The sentiment, held by some, is
that the use of LIFO should be sacrificed as part of
some broader, more comprehensive tax reform pro-

gram ... Especially if income tax rates are to be
lowered.

This article and the attachments are intended to
bring you up-to-date on the status of LIFO repeal
proposals at this time.

Forperspective, | have summarized these devel-
opmentsinthe Timeline/chronology included on pages
14-15. See, “A Brief History of the Movement to
Repeal the LIFO Inventory Method ... 2006-2012.”

Several of the other attachments provide more
detail on the developments during the first 6 months
of this year. Unfortunately, there is no way one can
quantitatively measure whether these developments
tip the scales for or against the repeal/retention of
LIFO. Clearly, they suggest that both proponents for
and advocates against the repeal of LIFO are
ratcheting up their efforts for a showdown.

MOMENTUM SHIFTS TO A SLOWER GEAR
FOR IFRS - U.S. GAAP CONVERGENCE

In recent years, many who lobbied Congress or
advised the Administration to repeal LIFO have ar-
gued that, as a practical matter, the repeal of LIFO
was inevitable as soon as U.S. GAAP reporting
standards (which permit LIFO) were absorbed and
eliminated via “Convergence” with European-style
IFRS (which prohibit LIFO).

The “inevitability” of the demise of LIFO, based
on this assumption, has recently become far less
certain. Inlate 2010 and mid-2011, the Securities and
Exchange Commission (SEC) signaled that it would
be willingto acceptanapproach thatwas less than “all

——
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The Future of LIFO...

or nothing” for merging or converging IFRS and U.S.
GAAP.

Inotherwords, these recentdevelopments (start-
ing in 2010) now reflect the possibility that a more
moderate approach for blending U.S. GAAP and
IFRS would not include an ultimatum that the use of
LIFO would have to be eliminated if the company
were to adopt IFRS. This more moderate approach
(referred to by many as a “Condorsement” approach)
would involve a more gradual and less all-inclusive
assimilation of U.S. GAAP and IFRS.

More important to our discussion here, this
Condorsement approach will not, per se, either di-
rectly or indirectly prohibit the use of LIFO by U.S.
companies reporting to the SEC. After all, the use of
the LIFO method for valuing inventory is just one of
many major areas for which significant study, model-
ingand compromiseis required. Other major projects
which are integral to merging IFRS and U.S. GAAP
reporting standards include revenue recognition (i.e.,
variable consideration, performance obligations, etc.),
financialinstruments (i.e., measurement, derivatives,
impairment, etc.) and leases. Not to mention signifi-
cant transitional issues.

For a summary of the evolution of the SEC’s
introduction of the Condorsement approach in the
process of working toward a single set of global
International Financial Reporting Standards, see the
accompanying attachment on pages 22-23 entitled
“IFRSvs. U.S. GAAP: Convergence ... Endorsement
... Condorsement.”

ADMINISTRATION’S PROPOSAL TO REPEAL
LIFO INVENTORY METHOD

In February of 2012, President Obama’s Admin-
istration again included the repeal of the use of the
LIFO method as a tax break to be eliminated from the
Internal Revenue Code.

This was done by including the repeal of LIFO as
part of the Administration’s fiscal year 2013 revenue
proposals. The repeal is “scored” or estimated to
resultin between $73 and $74 billionin revenue. This
roughly translates into an estimate of $210 billion in
LIFO reserves (assuming a tax rate of 35% and
ignoring the time value of money).

The repeal of LIFO would start in the first taxable
year beginning after the December 31, 2013. This, in
effect, is a 2-year postponement of the date of repeal
that was called for in the Administration’s prior years’
revenue proposals. The recapture of the LIFO re-
serve into taxable income would occur ratably over a
10-year spread period.

A Periodic Update of LIFO - News, Views and Ideas

(Continued)

It seems that proponents for the repeat of LIFO
are responding directly to the fact that many oil
companies are enjoying both great profits and ex-
tremely large LIFO reserves. Also, those who oppose
the use of LIFO seem to dwell upon isolated reports
exposing a few publicly-held companies who were
manipulating their LIFO reserves as a way of manag-
ing earnings (and, perhaps, maximizing bonus pay-
ments), as if these abuses were regularly employed
by the vast majority of businesses using LIFO.

Going hand-in-hand with the repeal of LIFO would
be the prohibition of the use of the lower-of-cost-or-
market and subnormal goods methods for valuing
inventories. (See discussion of this aspect on page
13.)

Another wrinkle for some taxpayers who are
forced off of LIFO. The Administration’s proposal to
repeal LIFO states that taxpayers “would be required
to write up their beginning LIFO inventory to its FIFO
value ...” This requirement may create problems for
businesses (for example, automobile, truck, heavy
equipment and implement dealers) who use the spe-
cific identification method for identifying inventory in
their LIFO pools. These businesses are not using
FIFO.

Methods for identifying goods in inventory
include the specific identification method, FIFO (i.e.,
the First-In, First-Out assumption) and LIFO (i.e., the
Last-In, First-Out assumption). In contrast, methods
for valuing goods in inventory include cost, lower-
of-cost-or-market, etc.

The burdens and problems would arise in situa-
tions where taxpayers using LIFO do not keep track
of their inventory costs on a FIFO basis, but instead
use specific identification for that purpose.

Mostlikely, onthe termination of LIFO, the amount
to be taken into income would have to be determined
by using an “order of acquisition” approach for iden-
tifying the goods on hand - and their aggregate cost
- at the end of the last year on LIFO. Under this
approach (which would approximate FIFO), the re-
sulting aggregate cost for these goods would not
necessarily be the same as the aggregate cost that
would be obtained if the inventory on hand at year-
end had been determined by specifically identifying
those goods on hand at the end of the year (i.e., using
a specificidentification basis). In some instances, the
difference could be substantial.

On another point related to automobile
dealerships, it is common knowledge in the industry
that auto dealers are under tremendous pressure
from the manufacturers whose products they sell to

see THE FUTURE OF LIFO..., page 12
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The Future of LIFO...

upgrade their facilities. Manufacturer demands in-
volve either the expansion, modernization or stan-
dardization of dealership facilities, or in many cases,
some combination of the three to a lesser or greater
extent. If these dealers are required to discontinue
using LIFO and to repay their LIFO reserves, this
would most likely cause many of them to reconsider
entirely or significantly cut back on improvements
under these dealer facility upgrade programs.

OMB’S DEFENSE OF PROPOSAL TO REPEAL
LIFO & RELATED CORRESPONDENCE

On April 2, 2012, the acting Director of the Office
of Management and Budget (OMB) defended the
Administration’s proposal to eliminate the LIFO
method. This defense was in response to a letter
(dated January 27, 2012) that was signed by 22
members of Congress in which they urged the Presi-
dent not to include the repeal of LIFO in the revenue
proposals for 2013.

It is interesting to note that the OMB's so-called
“defense” of the LIFO repeal provision is nothing
more than a word-for-word repetition of the state-
ments included in the Treasury’s General Explana-
tions of the Administration’s Fiscal Year 2013 Rev-
enue Proposals.

The OMB'’s lame “defense” clearly ignores the
more recent developments which suggest that the
SEC is currently considering the convergence of
IFRS and U.S. GAAP in a different light. So much for
up-to-date or original thinking by the OMB (or the
Administration’s advisors) on this matter.

LIFO COALITION’S RESPONSE TO THE OMB

As a follow-up to the above exchanges of corre-
spondence, on June 6, 2012, the LIFO Coalition
(www.savelLIFO.org) submitted its own rebuttal/re-
sponse to the letter written by the OMB in which the
OMB defended the Administration’s proposalto elimi-
nate the LIFO method.

The response by the LIFO Coalition took the form
of 2-page Executive Summary followed by a 4Y2 page
detailed rebuttal. This response alsoincluded a list of
all of the associations that are members of the LIFO
Coalition.

After rebutting each of the four reasons that the
OMB gave for supporting the LIFO repeal proposal,
the LIFO Coalition concluded with the following...
“The LIFO Coalition believes that the Administration
has failed to make an effective case for LIFO repeal,
and that the additional Federal revenue that repeal
would generate would be more than offset by the
economic harm that repeal would cause.

Photocopying or Reprinting Without Permission Is Prohibited

“The negative impact of LIFO repeal would be felt
by companies of all sizes and in a wide range of
industries. The prospective and retroactive tax in-
creases imposed by LIFO repeal will take valuable
resources away from business operations, invest-
ment and job creation and can be expected to result
in the decline or failure of many currently viable
companies....”

It is too early to evaluate the extent of the impact
of the Coalition’s reply. For more on these matters,
see the related attachments on pages 16-21.

H.R. BILL TO REPEAL LIFO
FOR CERTAIN OIL COMPANIES

One of the flashpoints for LIFO repeal advocates
has been their displeasure that many oil companies
have accumulated enormous LIFO reserves over the
years. Perhaps one way to address this displeasure
recently surfaced in the House of Representatives.

On June 7, 2012, a bill was introduced in the
House (H.R. 5906) that would repeal the use of the
LIFO inventory method by major integrated oil com-
panies. This would become effective immediately,
i.e., for taxable years beginning after December 31,
2011. The Section 481(a) adjustment to recapture a
company'’s LIFO reserve into income would be taken
into account ratably over a period not greater than 8
taxable years.

The purpose of H.R. 5906 is to repeal the excise
tax on medical devices and provide for the offset of
the revenue lost by raising revenue from other sources.
This repeal of the use of LIFO and the repeal of the
Section 199 deduction ... both provisions applicable
only to major integrated oil companies (as defined in
Section 167(h)(5)(B)) ... are intended to finance the
revenue that would be lost as a result of repealing the
excise tax on medical devices.

CONCLUSION

As | have stated over the years in this publication
... and in many other presentations and venues ..., |
feel confident that “LIFO for our closely-held busi-
nesses will survive all efforts to make it extinct -
whether these efforts might come from Congress by
legislation to repeal LIFO, orindirectly from the much-
discussed and anticipated adoption of International
Financial Reporting Standards by U.S. companies.”

Obviously ... | could be wrong. Who knows what
Congress may (be forced to) do? Perhaps we'll know
more by the end of this year.

But ... let’s not overlook another change danger-
ous for businesses that is hiding along with the
Administration’s proposal to repeal LIFO. And, that's
the potential repeal of lower-of-cost-or-market
writedown methods. X
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REPEAL OF LOWER-OF-COST-OR-MARKET METHODS WILL BE
JUST AS ONEROUS FOR MANY BUSINESSES AS THE

REPEAL OF LIFO

Many discussions (pro or con) of the repeal of the
LIFO method by Congress to “cure” the “deficit prob-
lem” seem to consistently minimize or entirely over-
look one important fact.

That important fact is that whenever legislative
proposals have been made to eliminate the use of
LIFO, these proposals also include - almost as a
“throw-away” - the elimination of two other significant
inventory methods of accounting ... namely the use of
the lower-of-cost-or-market (LCM) method and the
subnormal goods method.

It seems that these proposals are assumed - by
some faulty logic - to be automatically connected to
the proposals to repeal LIFO in order to achieve a
more complete package to eliminate or reform inven-
tory accounting method “gimmicks.”

These methods allow writedowns at year-end
from cost in order to reflect market or salable values
of inventory. Both LCM and subnormal goods
writedown methods are used extensively by busi-
nesses (if they are not using the LIFO method) to
reduce theirinventory amounts at year-end from cost
and to charge those losses in value against income
for the year.

Repeal of these writedown methods would hurt
allbusinesses who are not using LIFO. Repeal would
hurt businesses using LIFO even moreto the extent
that these LIFO users were using non-LIFO methods
to account for their other inventory goods.

This clearand presentdanger can be foundin the
Administration’s Revenue Proposals for 2013. The
prohibition of the use of the lower-of-cost-or-market
and subnormal goods methods for valuing invento-
ries would startinthe firsttaxable yearbeginning after
December 31, 2013.

The Section 481(a) adjustments resulting from
these changes would be taken into income ratably
over a 4-year spread period.

The prohibition of these methods would auto-
matically force businesses into having differences for
book and for tax purposes. These differences would
occur because these methods are not merely “ac-
ceptable” under U.S. Generally Accepted Accounting
Principles; they are required under GAAP. Thus, all
businesses would be required to make adjustments
to reconcile these differences in Schedules M-1 or M-
3 of their income tax returns.

A Periodic Update of LIFO - News, Views and Ideas

CONFLICTING REPORTING STANDARDS

IFRS requires inventory to be carried at the lower
of cost or net realizable value.

U.S. GAAPrequires inventory to be carried at the
lower of cost or market (with market defined as
current replacement cost, provided market is not
greater than net realizable value and is not less than net
realizable value reduced by a normal sales margin).

Accordingly, requirements for inventory
writedowns may involve slightly different amounts
under U.S. GAAP compared to IFRS. Nevertheless,
writedowns are required under both sets of financial
reporting standards.

Writedown reversals. In addition, IFRS re-
quires the reversal of prior inventory impairments in
the period in which an impairment condition reverses
(with the reversal limited to the amount of the original
writedown).

U.S. GAAP precludes a reversal of previous
inventory writedowns (unless the recovery of inven-
tory occurs within the same annual reporting period in
which the writedown occurred).

IS THERE A DOUBLE STANDARD?
WHERE’S THE LOGIC?

Many who attempt to justify their rationale for the
repeal of LIFO base their position (at least, in part) on
the fact that LIFO is not accepted under IFRS. These
proponents for LIFO repeal overlook the inconsis-
tency in their position that, when they argue for the
repeal of the lower-of-cost-or-market and the
writedown for subnormal goods methods along with
the repeal of LIFO, they are arguing for the repeal of
two methods (i.e., the LCM methods) that businesses
are required to use under IFRS.

These businesses would be required to use the
lower-of-cost-or-market and/or subnormal goods
method(s) in their financial reporting in order to com-
ply with IFRS. However, they would notbe able to use
these methods on their income tax returns.

Doesn't this contradict the rationale of the “in-
compatibility-with-IFRS” argument that some advo-
cates raise for the repeal of LIFO? Why is “incompat-
ibility with IFRS” significant in arguing for the repeal of
LIFO, but not significant in arguing for the repeal of
these LCM methods? %
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Timeline

June
2006

(Background)

2006 -2012 ... A BRIEF HISTORY OF
THE MOVEMENT TO REPEAL THE LIFO INVENTORY METHOD

Page 1 of 2

A proposal to repeal the LIFO method on a limited basis was included in proposed legislation ...
Gas Price Relief and Rebate Act of 2006. This proposal was withdrawn by Senator Frist, after
strong opposition by business, so Congress might have more time to study viability of LIFO
method.

The Staff of the Joint Committee on Taxation submitted a memo dated June 12, 2006 re: Present
Law & Background Related to LIFO Method in response to U.S. Senate Committee on Finance
(SFC) request for background information in advance of SFC hearing on corporate tax issues.

¢ This memo provides a general description and comparison of various inventory accounting

methods and discusses the present law governing inventory accounting for tax purposes.

It All Started with

the
SFC Hearings...

Professor
Plesko’s
Testimony

(Excerpts)

The SFC (Senator Chuck Grassley of Iowa, Chairman) held a hearing on June 13, 2006.

¢ “A Tune-Up on Corporate Tax Issues ... What'’s Going on Under the Hood.”

* Witnesses included IRS Commissioner Mark Everson and Dr. George A. Plesko, University of
Connecticut School of Business.

“...Firms have a greater opportunity to manage the earnings they report to their shareholders. If a

firm wants to report higher earnings, it can choose to sell from existing (lower cost) inventory

rather than acquire or produce new inventory.”

“...The use of LIFO has raised concerns that firms may have an incentive to hold more inventory

than is optimal because of the tax costs of reducing their inventory levels. Firms may have

incentive to purchase unneeded inventory to avoid recognizing the additional taxable income that

would result from selling inventories valued at less than the current market price.”

“Since many companies that use LIFO for external reporting purposes do not use it for internal

decision making (such as pricing or compensation), allowing LIFO for tax purposes in the absence

of LIFO-conformity would appear to generate no benefit other than the deferral of income taxes by

LIFO firms.”

“Given that few firms might use LIFO in the absence of the tax benefit, the economic benefits of

LIFO need to be very large to justify its presence in the tax code. The additional conformity

requirement only increases the distortions that LIFO may cause.”

June
2006

LIFO
Coalition
Memo to SFC

On June 28, 2006, the LIFO Coalition submitted its response to Prof. Plesko’s comments.

The response takes the position that Prof. Plesko’s testimony ...

+ Significantly understates (1) the use of LIFO by the U.S. business community and (2) the very
substantial adverse effect of repeal on the U.S. economy, with such inaccuracies based in part
on inclusion of irrelevant data and failure to recognize accounting protocols that create
differences between statements of book and tax LIFO reserves.

+ Fails to recognize the efficacy of the LIFO method in measuring financial condition and in
calculating tax liability for a wide variety of industries that experience perennial increases in
cost of inventory and production.

* Greatly exaggerates the potential for manipulation of taxable income under the LIFO method,
and fails to recognize rulings of the IRS and case law endorsed by the U.S. Supreme Court that
specifically addresses any such potential abuses.

¢ Begs the tax policy question of LIFO accounting as an appropriate means of measuring
economic income for both book and tax purposes in his (Plesko’s) assertion that businesses
would not use LIFO for financial accounting purposes but for the tax savings and conformity
requirement.

LIFO Coalition website: www.SaveLIFO.org.

October
2007

H.R. 3970

House Committee Ways and Means Chair Charles Rangel (D-NY) introduced H.R. 3970. This

proposed legislation had the short title: Tax Reduction and Reform Act of 2007 .

This Bill contained general tax reductions to provide relief for individuals, including the full repeal

of the Alternative Minimum Tax, a number of other individual income tax reforms and the

extension of many favorable tax credits.

+ Several corporate tax reforms included the reduction of the top corporate marginal tax rate from
35% to 30.5%.

The Bill proposed to finance many of these basically by repealing ...

¢ The use of the LIFO inventory method, allowing taxpayers a spread period of 8 years for taking
their LIFO reserves into income.

+ The use of the lower-of-cost-or-market inventory method.

+ The Section 199 domestic production deduction.
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LIFO Lookout

Timeline

Mid-Year
2009

2006 -2012 ... A BRIEF HISTORY OF
THE MOVEMENT TO REPEAL THE LIFO INVENTORY METHOD

Page 2 of 2

Not much activity ... H.R. 3970 went nowhere.

LIFO Lookout comment: “... No one really knows [if LIFO will still be around at the end of the
year]. Right now, our focus is on the belief that it is in the taxpayer’s best interest to maximize its
LIFO reserves until such time as political and legislative forces ... all well beyond our control ...
dictate what is really going to happen.” [Update #1, Mid-Year 2009]

February
2010

On Feb. 1, 2010, President Obama released the proposed Federal Budget for Fiscal Year 2011.

To address the huge projected revenue shortfall, part of the budget proposal included (1) the

expectation that, most, if not all, of the “Bush tax cuts” would be allowed to expire, and (2) a

proposal to repeal the use of LIFO by all taxpayers.

The Administration’s 2010 proposal to eliminate LIFO would have allowed the use of LIFO

through the end of 2011.

¢ LIFO would be repealed effective for taxable years beginning on or after January 1, 2012.

¢ Taxpayers would have been permitted to repay of the tax on the recaptured LIFO reserves pro-
rata over a period of 10 years.

At the same time, the Treasury issued its General Explanations of the Administration’s Fiscal Year

2011 Revenue Proposals (i.e., the “Green Book™).

December
2010

First mention of “Condorsement” by SEC suggests the LIFO method may continue to be
acceptable under global International Financial Reporting Standards. This signals a potential
weakening in arguments for the repeal of LIFO based on its incompatibility with IFRS.

See discussion under “/FRS vs. GAAP: Convergence ... Endorsement ... Condorsement.”

May
2011

More comprehensive discussion of the “Condorsement” alternative for merging IFRS and U.S.
GAAP appears in an SEC Staff Paper.

June
2011

On June 24, 2011, President Obama’s Administration included the repeal of LIFO as a tax break to
be eliminated as part of a compromise agreement between representatives of the Administration
and Congress in the negotiations to resolve the impasse over how to respond to the need to
increase the National debt limit (i.e., debt ceiling).

This was a follow-up to the President’s proposal at the beginning of 2011 - as part of his “Green
Book” proposals - in which he had included the repeal of LIFO after the year 2012 ... with a 10-
year spread period for the recapture of the LIFO reserve into taxable income.

February
2012

Repeal of LIFO and other inventory accounting methods. President Obama’s Administration

again included the repeal of the use of the LIFO method as a tax break to be eliminated as part of

the fiscal year 2013 revenue proposals.

The repeal of LIFO would start in the first taxable year beginning after the December 31, 2013.

+ This, in effect, is a 2-year postponement of the repeal advocated by the Administration in prior
years’ revenue proposals.

* The recapture of the LIFO reserve into taxable income would occur ratably over a 10-year spread
period.

The Administration’s revenue proposals for 2013 would also prohibit the use of (1) the lower-of-cost-

or-market method and (2) the subnormal goods method for valuing inventories.

¢ The repeal of these methods would start in the first taxable year beginning after the Dec. 31, 2013.

+ The Section 481(a) adjustments would be taken into income ratably over a 4-year spread period.

April
2012

OMB defends Administration’s proposal to repeal LIFO. On April 2, 2012, the acting Director of
the Office of Management and Budget (OMB) defended the proposal to eliminate the LIFO method.
This defense was in response to a letter (dated January 27, 2012) signed by 22 members of Congress
that had requested removal of the LIFO repeal provision from the revenue proposals for 2013.

June
2012

LIFO Coalition response activity. On June 6, 2012, the LIFO Coalition (www.saveLIFO.org)
submitted an extensive rebuttal/ response to the letter written by the Office of Management and
Budget in which the OMB defended the proposal to eliminate the LIFO method.

June
2012

Bill introduced to repeal LIFO for integrated oil companies. On June 7, 2012, a bill was

introduced in the House of Representatives (H.R. 5906) that would repeal the use of the LIFO

inventory method by integrated oil companies (as defined in Section 167(h)(5)(B)).

The repeal of LIFO for these companies would be effective for taxable years beginning after

December 31, 2011.

¢ The Section 481(a) adjustment to recapture the LIFO reserve into the income must be taken into
account ratably over a period not greater than 8 taxable years, beginning with the first such year.
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OBAMA ADMINISTRATION’S FISCAL YEAR 2013 REVENUE PROPOSALS
TO PROHIBIT THE USE OF CERTAIN ACCOUNTING METHODS FOR INVENTORIES

e —
Repeal of the Last-In, First-Out (LI1FO) Method of Accounting for Inventories

Current Law. Brief general discussion of “current law.” /... Text omitted]
Three Reasons for Change

The repeal of the LIFO method would eliminate a tax deferral opportunity available to taxpayers that hold
inventories, the costs of which increase over time.

In addition, LIFO repeal would simplify the Code by removing a complex and burdensome accounting method
that has been the source of controversy between taxpayers and the Internal Revenue Service.

International Financial Reporting Standards do not permit the use of the LIFO method, and their adoption by
the Securities and Exchange Commission would cause violations of the current LIFO book/tax conformity
requirement. Repealing LIFO would remove this possible impediment to the implementation of these standards in
the United States.

The Proposal Would Repeal the Use of the LIFO Inventory Method for Federal Income Tax Purposes.

Taxpayers that currently use the LIFO method would be required to write up their beginning LIFO inventory to
its FIFO value in the first taxable year beginning after December 31, 2013.

However, this one-time increase in gross income would be taken into account ratably over ten years, beginning
with the first taxable year beginning after December 31, 2013.

Repeal of the Lower-of-Cost-or-Market (LCM) & Subnormal Goods Inventory Accounting Methods

Current Law

Taxpayers required to maintain inventories are permitted to use a variety of methods to determine the cost of
their ending inventories, including methods such as the Last-In, First-Out (LIFO) method, the First-In, First-Out
method, and the retail method.

Taxpayers not using a LIFO method may: (1) write down the carrying values of their inventories by applying
the LCM method instead of the cost method; and (2) write down the cost of “subnormal” goods (i.e., those that are
unsalable at normal prices or unusable in the normal way because of damage, imperfection, or other similar causes).

Reasons for Change

The allowance of inventory write-downs under the LCM and subnormal goods provisions is an exception from
the realization principle, and is essentially a one-way mark-to-market regime that understates taxable income. Thus,
a taxpayer is able to obtain a larger cost-of-goods-sold deduction by writing down an item of inventory if its
replacement cost falls below historical cost, but need not increase an item’s inventory value if its replacement cost
increases above historical cost. This asymmetric treatment is unwarranted.

Also, the market value used under LCM for tax purposes generally is the replacement or reproduction cost of an
item of inventory, not the item’s net realizable value, as is required under generally accepted financial accounting
rules. While the operation of the retail method is technically symmetric, it also allows retailers to obtain deductions
for write-downs below inventory cost because of normal and anticipated declines in retail prices.

The Proposal Would Statutorily Prohibit the Use of the LCM and the Subnormal Goods Methods.

Appropriate wash-sale rules also would be included to prevent taxpayers from circumventing the prohibition.
The proposal would result in a change in the method of accounting for inventories for taxpayers currently using the
LCM and subnormal goods methods, and any resulting Section 481(a) adjustment generally would be included in
income ratably over a four-year period beginning with the year of change.

The proposal would be effective for taxable years beginning after December 31, 2013.

Source: General Explanations of the Administration’s Fiscal Year 2013 Revenue Proposals.

Department of the Treasury, February 2012 ... Pages 130 (LIFO) & 131 (LCM & Subnormal Goods)
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LETTER (FROM 22 MEMBERS OF CONGRISS) URGING PRESIDENT OBAMA NOT 1O REPEAL LIFO

Congress of the nited States
Washington, BL 20515

January 27, 2012

President Barack Obama
The White House

1600 Pennsylvania Avenue
Washington, D.C. 20500

Dear Mr. President:

As you draft your Fiscal Year 2013 Budget Proposal, we urge you not to include the repeal of the Last In, First Out
(LIFO) accounting method. Repealing LIFO is more likely to exacerbate than solve our fiscal problems.

The well-established LIFO method of accounting has been expressly permitted by the tax code for more than seventy
years. It is widely used by thousands of both public and privately- held businesses. LIFO allows a business to track their
costs, minimize artificial inflation gains, accurately reflect replacement costs, and more precisely measure their income for tax
and financial reporting purposes. According to a 2008 study by Georgia Tech, “approximately 36% of U.S. companies use
LIFO for at least a portion of their inventories.”

The repeal of LIFO and resulting retroactive tax increase would have a devastating impact on businesses that rely on
this accounting method. The overall taxes owed by companies would increase by billions of dollars. For many businesses,
this would significantly reduce available capital for investments in equipment or the hiring of new employees. In some cases it
could even threaten the job security of current employees. While our economy is still recovering from a very severe economic
recession, it would be unwise to significantly impair the cash flow of many businesses.

Businesses that rely on LIFO include hundreds of publicly-traded companies in the US and countless privately-owned
businesses. Industries affected range from metals, paper, chemicals, and petroleum refining to auto parts, beverages,
distilleries, groceries, textiles, building materials and industrial equipment. Repeal would impact manufacturers, wholesaler-
distributors, and retailers; makers and sellers of virtually all products produced, sold and consumed in the United States. The
impact of LIFO repeal would surely be felt in our Congressional Districts and every corner of America.

We hope that the Fiscal Year 2013 Budget will not include LIFO repeal. We believe that retaining LIFO will help
struggling companies and small businesses across the nation remain valuable assets to our economy and globally competitive.

Again, thank you for listening to our concerns about these issues as you work on drafting your budget.
Sincerely,

Member of Congress*
. ____________________________________________________________________________________________|

* This letter was signed by the following 22 Members of Congress:

Rep. Geoff Davis Rep. Mike Thompson Rep. Pat Tiberi Rep. Richard Neal
Rep. Peter Roskam Rep. Ron Kind Rep. Vern Buchanan Rep. Bill Pascrell
Rep. Erik Paulsen Rep. Aaron Schock Rep. Ben Chandler Rep. Jim Matheson
Rep. Mike Mclntyre Rep. Mike Michaud Rep. Jim Costa Rep. Dan Boren
Rep. Cynthia Lummis Rep. Randy Neugebauer Rep. Colin Peterson Rep. Reid Ribble
Rep. Cedric Richmond Rep. John Yarmuth
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LETTER FROM OMB RESPONDING TO CONGRESS' LETTER TO PRESIDENT OBAMA

EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET
WASHINGTON, D.C. 20503

April 2, 2012

The Honorable
U.S. House of Representatives
Washington, DC 20515

Dear Representative

Thank you for your letter to the President concerning the Fiscal Year 2013 Budget proposal to repeal the
Last-In, First-Out (LIFO) accounting method. I am responding on his behalf. The Administration is committed to a
balanced approach to deficit reduction, and proposed in the Budget a number of measures to close special tax
provisions such as LIFO accounting.

In the Administration’s view, the repeal of the LIFO method of accounting would eliminate a tax deferral
opportunity available to taxpayers that hold inventories with increasing costs. In addition, LIFO repeal would
simplify the Internal Revenue Code by removing a complex and burdensome accounting method that has been the
source of controversy between taxpayers and the Internal Revenue Service.

International Financial Reporting Standards do not permit the use of the LIFO method, and their adoption
by the Securities and Exchange Commission would cause violations of the current LIFO book/tax conformity
requirement Repealing LIFO would remove this possible impediment to the implementation of these standards in
the United States.

The Administration’s proposal would repeal the use of the LIFO inventory accounting method for Federal
income tax purposes. Taxpayers that currently use the LIFO method would be required to write up their beginning
LIFO inventory to its First-In, First-Out value in the first taxable year beginning after December 31, 2013.
However, this one-time increase in gross income would be taken into account ratably over 10 years, beginning with
the first taxable year beginning after December 31,2013.

Thank you again for expressing your concerns about the UFO proposal in the FY 2013 Budget.
Sincerely,

Jeffrey D. Zients
Acting Director

_
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RESPONSE BY THE LIFO COALITION
TO THE OMB DEFENSE OF PRESIDENT OBAMA’S PROPOSAL
TO REPEAL THE USE OF THE LIFO METHOD

Response

Summa ry

Page 1 of 3

¢ The response by the LIFO Coalition (to the reply by the OMB to the letter sent to President Obama by 22
Members of Congress) took the form of 2-page Executive Summary followed by a 4% page detailed rebuttal.

e For the Administration proposals, see page 16 of this Edition of the Lookout. For the letter from some
Representatives in Congress to the President, see page 17, and for the OMB?’s reply letter, see page 18.
The full text of the LIFO Coalition response to the OMB is available at www.saveLIFO.org.

e Also included below are a few observations regarding the Coalition’s responses.

OMB’s Argument #1 ... The LIFO Method as an Unwarranted Deferral of Taxes

e “The LIFO method simply recognizes the reality that inflationary gains should not be taxed until
the benefits from those gains are permanently withdrawn from the business. In order for a business
selling merchandise to remain in operation, that business must consistently reinvest the profits that

LIFO it earns from the sale of merchandise in order to replenish the merchandise that has been sold.
Coalition e “When costs increase due to inflation, the business must invest an ever increasing amount of
Response capital simply to maintain the status quo. If the business must pay taxes currently on that

inflationary income, it would have to either acquire additional capital in order to maintain
existing inventory levels, or shrink the level of operations and thereby reduce employment, so
as to be able to afford the additional taxes.”

s i i
e Although the more detailed discussion expands on the summary above, the summary might be
LIFO more effective if it were to state that the “business must consistently reinvest” the cash/funds it
Lookout receives from selling its inventory, r.ather than “... the profits that it earns from the sale.”
Comments e The 'refer_enge to “profit” may be misleading. Many businesses have managed to survive so far
& despite significant “losses™ over the years. “Profit” or net income is simply the function of a
Observations combination of alternative accounting methods and estimates (many of which may be

conservative or optimistic, depending on management’s point of view). Some would say that
profit is simply a matter of opinion.

OMB’s Argument #2 ... The Repeal of LIFO Would Facilitate Simplification of the Tax Law

e “Any complexities or burdens under the LIFO method have generally been eliminated. When
LIFO was initially adopted by Congress over 70 years ago, there were a number of
complexities and uncertainties about the way that the LIFO method operated.

o “However, approximately 30 years ago, the IRS made a concerted effort to simplify the most

LIFO complicated aspect of LIFO usage, permitting taxpayers to use standardized industry-wide
statistics to compute the inflation in their inventories. The adoption of this method transformed
the LIFO calculation process into a relatively formulaic process.

o “In fact, the Administration’s default method, First-In, First-Out (FIFO), is the basis for LIFO
calculations. Moreover, FIFO and LIFO serve the same function - most closely matching the
cost of goods sold with the cost of replacement inventory - so eliminating LIFO would force
companies which use it into a disadvantaged position vis-a-vis companies for which FIFO is
the more economically appropriate method.”

Coalition
Response

B

e In this section, the Coalition is referring to the “Inventory Price Index Computation (IPIC)
Method.” Many closely-held businesses using LIFO do not use the IPIC method. They use
LIFO other variations which the IRS also permits under the broad “dollar-value” method principles.
Lookout o It might have helped to strengthen the comment that LIFO has been made less complex over the
years by referring to the fact that the Internal Revenue Service permits automobile dealers to

Comments elect to use safe harbor LIFO computation methods for their new vehicle and/or their used
& . vehicle inventories. These are the Alternative LIFO Methods for new vehicles and for used
Observations

vehicles available under Rev. Procs. 97-36 and 2001-23, respectively. These Alternative
Methods used by many (probably a majority of all) dealers have now eliminated virtually all
computational disputes between the IRS and auto dealers using these LIFO methods.
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Response
Summary

LIFO
Coalition
Response

OMB’s Argument #3 ... The LIFO Method Is an Impediment to the Adoption of I1FRS in the U.S.

RESPONSE BY THE LIFO COALITION
TO THE OMB DEFENSE OF PRESIDENT OBAMA’S PROPOSAL
TO REPEAL THE USE OF THE LIFO METHOD

Page 2 of 3

“The presence of LIFO as a proper method of inventory valuation is not having the slightest
effect on the adoption of IFRS in the U.S. All recent news reports indicate that the SEC is
leaning towards an “endorsement” model under which the U.S. would continue to evaluate
what accounting principles would be acceptable for use in the financial statements of U.S.
issuers.

“Moreover, numerous articles in the financial press have highlighted far more serious
differences between IFRS and U.S. GAAP than the treatment of the LIFO method.

“Finally, if an initial decision is made by the SEC to require or permit IFRS to be used by U.S.
issuers of financial statements, such a decision will simply be the beginning of a long process
whereby the two sets of accounting rules will be brought into closer alignment, and that
evolutionary process does not mean that the LIFO method will necessarily be prohibited for
financial reporting purposes in the U.S.”

LIFO
Lookout
Comments
&
Observations

LIFO
Coalition
Response

Repeal of LIFO
Would Be an
Unwarranted

Retroactive Tax

Increase

OMB'’s Argument #4 ... 2-Year Delay in Repeal & 10-Year Spread Period “Seems Reasonable”

The Coalition’s focus is sharply on retaining LIFO. However, its overall attempt to refute the
OMB’s position could have been strengthened by stating that the OMB’s position that the sanctity
of IFRS should be paramount is inconsistent with its revenue proposals which simultaneously call
for the repeal LIFO (because LIFO is not acceptable under IFRS) and for the repeal of Lower-of-
Cost-or-Market inventory methods (which methods are required under IFRS). See page 13.

See the attachment “IFRS vs. U.S. GAAP: Convergence ... Endorsement ... Condorsement”
included with this article and the discussion in the lead article in this Edition of the Lookout.

“ ... The Coalition does not agree with the Administration that a ten-year amortization period
for the recovery of the effects of discontinuing the LIFO method in any sense makes the LIFO
repeal proposal acceptable.

“It is important to note that the impact of LIFO repeal is not prospective only. Under the
proposal, taxpayers also would be required to recapture into taxable income the entire benefit
that a taxpayer received from the use of the LIFO method over the taxpayer’s entire lifetime,
i.e., the LIFO reserve. In fact, most of the revenue generated by this proposal comes from its
retroactive effect.

“... While a ten-year amortization of the effect of repeal of the LIFO method might otherwise
seem reasonable, it in no way compensates for the double-barreled effect of repeal of LIFO for
the future combined with repayment of the benefits of LIFO from the past.”

LIFO
Lookout
Comments
&
Observations

Photocopying or Reprinting Without Permission Is Prohibited

The Coalition response expands its discussion of the adverse retroactive effect of repealing

LIFO by comparing it to the elimination of the research credit, the mortgage interest deduction

or lower capital gains rates. One might argue that the use of the examples cited weakens the

Coalition’s position because these are simply examples of favorable tax provisions that reduce

taxes, but they are not “timing differences.” In other words, over the lifetime of the entity,

these examples/provisions result in an absolute reduction of the amount of tax paid.

+ Conversely, the use of LIFO results in a timing difference only; it does not alter the lifetime
income of the entity. The weakness of this portion of the Coalition response, which does not
mention the constraints of Section 446, might be used by critics to suggest that the
Coalition’s defense loses validity upon a closer analysis.

+ LIFO only provides tax savings when one factors in the time value of money not paid in taxes
over a period of years and by making various assumptions regarding the (effective) rates of tax

that would be involved in the years while LIFO is being used. This becomes such a

hypothetical argument that reducing it to numbers is simply an exercise in mathematics.
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RESPONSE BY THE LIFO COALITION
TO THE OMB DEFENSE OF PRESIDENT OBAMA’S PROPOSAL
TO REPEAL THE USE OF THE LIFO METHOD

Response
Summary

Page 3 of 3

OMB'’s Argument #4 ... 2-Year Delay in Repeal & 10-Year Spread Period “Seems Reasonable”

(continued)

e IfLIFO must go... If the LIFO Coalition is willing to concede in any way that, “a ten-year
amortization of the effect of repeal of the LIFO method might otherwise seem reasonable,”
then, in my opinion, if one is willing to make the concession that LIFO must go, it should be
argued that recapturing the LIFO Reserves into income should not be made using a pro rata
spread period.

e Instead, it would be far more fair to allow businesses to use LIFO during that 10-year spread
period, but require them to pay back a portion of their LIFO Reserve at the end of each year.

e For example, accepting 10 years as the period over which the use of LIFO would be phased-out,

LIFO at the end of each year, the amount of the LIFO Reserve to be taken into income would be one-
Lookout tenth of the balance at the end of the first year, one-ninth at the end of the second year, one-
Comments eighth at the end of the third year, one-seventh at the end of the fourth year, etc.
& + By the end of the second to the last year (i.e., the ninth year), one-half of the LIFO Reserve
Observations balance would be taken into income ... and in the last year, all of the remaining LIFO
(continued) Reserve balance would be taken into income.

¢ One might make the analogy that this is very similar to the computational approach that
individuals with Individual Retirement Accounts (IRAs) are allowed to use in computing
their annual Minimum Required Distributions (MRDs), except that the “life expectancy” of
the ongoing LIFO Reserve would be 10 years at the start. One difference, of course, is that
MRDs are calculated based on the account balance at the beginning of each year.
e Under this - or a similar - approach, at the end of 10 years, affected businesses would have no
remaining LIFO Reserves, but the rate of recapture or repayments of the LIFO Reserves over
the years would vary in a less severe way.

OBAMA ADMINISTRATION'S FISCAL YEAR 2013 REVENUE PROPOSALS

TO PROHIBIT THE USE OF CERTAIN ACCOUNTING METHODS FOR INVENTORIES

Elements
Methods (Across) Effective Date Section 481(a) Adjustment )
(Down) (assuming calendar year taxpayer) Amount Spread Period
LIFO Method Starting 2014 LIFO reserve balance as of | 0 years ... ratably
Dec. 31, 2013
Lower-of-Cost-or-Market . Writedowns from cost to LCM 4 tabl
Writedowns Starting 2014 as of Dec. 31, 2013 years ... ratably
Writedowns from cost to
Subno.rmal Goods Starting 2014 subnormal goods amount as of | 4 years ... ratably
Writedowns Dec. 31, 2013

Source: General Explanations of the Administration’s Fiscal Year 2013 Revenue Proposals.

Department of the Treasury, February 2012 ... Pages 130 (LIFO) & 131 (LCM & Subnormal Goods)
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Background

IFRS vs. U.S. GAAP

Convergence ... Endorsement ... Condorsement
Page 1 of 2

One of the three basic arguments advocated by proponents of repeal of the LIFO method is
that LIFO is not acceptable under International Financial Reporting Standards (IFRS). They
then leap to the conclusion that, since LIFO is not acceptable under IFRS, it should be
repealed.
The most recent Administration Proposal states the following...
“International Financial Reporting Standards do not permit the use of the LIFO method,
and their adoption by the Securities and Exchange Commission (SEC) would cause
violations of the current LIFO book/tax conformity requirement. Repealing LIFO would
remove this possible impediment to the implementation of these standards in the United
States.”

Recently, the SEC has indicated that there is more than a remote possibility that LIFO may be
retained under IFRS if the approach for merging IFRS and U.S. GAAP involves
“Condorsement.”

December
2010

SEC Deputy Chief Accountant Paul Beswick, in a speech to the AICPA, indicated that as an

alternative to either a “Convergence” Approach or an “Endorsement” Approach for merging

IFRS and U.S. GAAP reporting principles, another approach - referred to as “Condorsement”

- might be considered by the SEC for publicly-held companies.

Under this “Condorsement” approach, U.S. GAAP would continue to exist, and a new set of

priorities would be established where the FASB would work to converge existing U.S. GAAP

with IFRS over a period of time for standards that were not on the agenda of the International

Accounting Standards Board (IASB).

¢ This would entail making sure that existing IFRS standards were suitable for U.S. capital
markets on a standard-by-standard basis.

¢ At the same time, the Financial Accounting Standards Board (FASB) would have a process
where they would consider new standards issued by the IASB for incorporation into U.S.
GAAP and then integrate such standards into the U.S. codification.

¢ One of many significant questions if this approach were adopted is: Should the largest
companies reporting to the SEC be required or allowed to move to IFRS prior to the FASB
completing its “Condorsement” efforts?

Source: Speech by SEC Staff: Remarks before the 2010 AICPA National Conference on

Current SEC and PCAOB Developments, by Paul A. Beswick, Deputy Chief Accountant,

U.S. Securities and Exchange Commission.

¢ Text of speech is available at http://www.sec.gov/news/speech/2010/spch120610pab.htm.

May
2011

In a document/whitepaper dated May 26, 2011, an SEC Staff Paper discussed, at length, the

“Condorsement” (i.e., the third) Approach for incorporating IFRS into the U.S. Financial

Reporting System.

This approach is in essence an “Endorsement” Approach that would share characteristics of

the incorporation approaches with other jurisdictions (i.e., non-U.S./SEC jurisdictions) that

have incorporated or are incorporating IFRS into their financial reporting systems.

* However, during the transitional period, the framework would employ aspects of the
“Convergence” Approach to address existing differences between IFRS and U.S. GAAP.

¢ The framework would retain a U.S. standard setter and would facilitate the transition
process by incorporating IFRSs into U.S. GAAP over some defined period of time (e.g.,
five to seven years).

Source: Work Plan for the Consideration of Incorporating International Financial Reporting

Standards into the Financial Reporting System for U.S. Issuers ... Exploring a Possible Method

of Incorporation ... A Securities and Exchange Commission Staff Paper - May 26, 2011.

December
2011

Further (informal) comments referencing this paper are included in the Prepared Remarks for
the 2011 AICPA National Conference on Current SEC and PCAOB Developments by Paul A.
Beswick, Deputy Chief Accountant of the U.S. Securities and Exchange Commission.
December 5, 2011.
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Three IFRS vs. U.S. GAAP

Alternatives
for Merging Convergence ... Endorsement ... Condorsement
- Page 2 of 2

#1 ... Convergence Approach

e Under the Convergence Approach, jurisdictions do not directly adopt IFRS as issued by the IASB or
incorporate IFRSs into their accounting standards.

* Instead, these jurisdictions maintain their local standards, while at the same time they make efforts to converge
those bodies of standards with IFRS over time.

*  One example of a country using the Convergence Approach is the People’s Republic of China, which is moving

its standards closer to IFRS without incorporating IFRS fully into its national financial reporting framework.

#2 ... Endorsement Approach

e Under the Endorsement approach, jurisdictions incorporate individual IFRSs into their local body of standards.
¢ A large number of countries (e.g., countries within the European Union) appear to follow a form of the
Endorsement Approach.
e Many of these jurisdictions use stated criteria for endorsement, which are designed to protect stakeholders in
these jurisdictions.
¢ The degree of deviation from IFRS as issued by the IASB can vary under this approach.
+ In some cases, countries appear to adopt standards exactly as issued by the IASB with a high threshold for
any country-specific deviation.
+ Inother cases, countries translate IFRS as issued by the IASB into their local language.
e Because words or expressions may not have direct equivalents in some languages, translated versions of IFRS
may be understood and applied differently from IFRS as issued by the IASB in English.
e In still other cases, countries make modifications or additions to individual IFRSs upon incorporation for
various reasons (e.g., to address the perceived need for country - or industry-specific guidance or to incorporate
interpretative guidance previously issued by a jurisdiction’s regulator).

#3 ... Condorsement Approach

e This “Condorsement” approach is in essence an Endorsement Approach that would share characteristics of the
incorporation approaches with other jurisdictions that have incorporated or are incorporating IFRS into their
financial reporting systems.
¢ Condorsement was discussed in December 2010 by a member of the SEC Staff at the 2010 AICPA

National Conference on Current SEC and PCAOB Developments.
o However, during the transitional period for blending IFRS and U.S. GAAP, this framework would employ
aspects of the Convergence Approach to address existing differences between IFRS and U.S. GAAP.
¢ The framework would retain a U.S. standard setter (i.e., the FASB) and would facilitate the transition process
by incorporating IFRSs into U.S. GAAP over some defined period of time (e.g., five to seven years).

¢ Currently, the SEC recognizes the financial accounting and reporting standards of the FASB as generally
accepted for purposes of U.S. financial reporting under Section 19(b) of the Securities Act of 1933.

¢ At the end of this period, the objective would be that a U.S. issuer compliant with U.S. GAAP should also
be able to represent that it is compliant with IFRS as issued by the IASB.

o Incorporation of IFRS through this framework would have the objective of achieving the goal of having a single
set of high-quality, globally accepted accounting standards, while doing so in a practical manner that could
minimize both the cost and effort needed to incorporate IFRS into the financial reporting system for U.S.
issuers.
¢ It also would align the United States with other jurisdictions by retaining the authority of the respective

National standard setter to establish accounting standards in the United States.

e Some discussions in the SEC Staff Paper that have been omitted from this summary are ...

¢ Further explanation of the framework and how it may be employed in the United States on an ongoing,
“steady state” basis through an explanation of the roles of some of the important groups and organizations
that would be involved.
Transition framework for incorporating existing IFRSs into U.S. GAAP.
Outline of certain benefits and risks that could be associated with the framework.

Source: Work Plan for the Consideration of Incorporating International Financial Reporting Standards into the Financial

Reporting System for US. Issuers ... Exploring a Possible Method of Incorporation ... A Securities and Exchange
Commission Staff Paper - May 26,2011,
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Survey of How BIG ARE AUTO DEALERS’ LIFO RESERVES FOR NEW VEHICLES?

2007 - 2011
1FO Reseryes ... OUR SURVEY OF INVENTORY & LIFO RESERVE BALANCES

Page 1 of 2

We have updated the survey we conducted 2 years ago which looked at the LIFO reserves for automobile
dealerships for whom we had actual LIFO computation information. This time, there are 90 dealerships
included in our survey ... and we have broadened frame of reference from 2 years to the 4 years ending
December 31, 2011. This look provides some interesting insights as to the impact of the meltdown and financial
recession which began in 2008 and from which many dealerships and other businesses have yet to recover.

In other words, this gives a good look at the range of changes in inventory levels and LIFO reserves for
these dealerships at the years ended Dec. 31, 2008 - 2009 - 2010 - 2011. Hopefully, this information also
provides some insight as to how the repeal of LIFO might affect some auto dealerships, virtually all of whom
are under significant pressure from their manufacturers to upgrade, modernize or expand their facilities if they
have not already done so.

Statistical sampling procedures were not employed in the selection of the 90 dealerships included in this
updated survey. These dealerships were included simply because comparative data is available for all years.
These dealerships are located all over the country, and collectively, they sell (not in any proportion) all
manufacturers’ makes and models.

The data collected in our survey only includes the dealerships’ new vehicle ending inventory at cost as of
Dec. 31, 2007 through 2011, and the LIFO reserve balances as of those dates. From this, we have computed the
increases/decreases (absolute and percentage), comparing year-end inventory levels and LIFO reserves.

Our survey of these closely-held dealerships is based on the LIFO computations we have done for their
new vehicle inventories in accordance with the Alternative LIFO Method for New Vehicles. In other words, the
LIFO computations for these dealerships are all consistent in the respect that they have all been done in
accordance with the requirements set forth in Revenue Procedure 97-36.

Some of the dealerships have elected to use the Vehicle-Pool Method (under Rev. Proc. 2008-23) which
permits them to combine what were previously two, separate LIFO pools - one for new automobiles and the
other for new light-duty trucks - into a single, combined pool for all new vehicles. Other dealerships, for one
reason or another, have not elected to combine their LIFO pools.

As of Dec. 31, 2011, almost two-thirds of the dealerships (i.e., 59) had changed to the single, combined
Vehicle-Pool Method. The other 31 dealerships had not elected to change to the Vehicle-Pool Method (i.e.,
these dealerships maintained two separate LIFO pools ... Pool #1 for new automobiles and Pool #2 for new
light-duty trucks). Whether or not these dealerships changed to the single, combined pool method is not
relevant to this survey.

For those 31 dealerships that had not elected to change to the Vehicle-Pool Method as of Dec. 31, 2011,
the LIFO inventory cost amounts for both pools were added together, and the LIFO reserve amounts for both
pools were added together. Therefore, as stated above, the difference in pooling method for the dealerships is
not relevant to the information collected in this survey, nor does it impact the computation of the ratio of the
LIFO reserve to the inventory cost at the end of the year. (However, the difference in pooling does affect the
underlying LIFO layer history structure and the rate of LIFO recapture potential associated with each layer.)

Inconsistency of dealerships in eliminating trade discounts, etc., from inventory cost. There is also a
slight inconsistency in the overall comparability for the information presented for the dealerships. Some of the
dealerships have reduced their ending inventory amounts to eliminate trade discounts, floorplan assistance
payments and certain (local or regional) advertising payments. Other dealerships have not, and the ending
inventory amounts for these dealerships have not been adjusted (by a reduction of approximately 2%) to reflect
an estimate to make the inventory amounts and the percentage calculations slightly more comparable.

Since we are not the accountants for these dealerships - we provide only LIFO calculations - we are unable
to provide information relating the absolute amounts of the LIFO reserves to other financial statement
information for the dealerships. This other information could include the relationships of the LIFO reserves at
year-end to each dealership’s (1) net income, (2) total assets, (3) cash flow, and/or (4) other selected operating
ratios.
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LIFO Reserves ... OUR SURVEY OF INVENTORY & LIFO RESERVE BALANCES
Page 2 of 2

MOST IMPORTANT DIFFERENCE AMONG THE DEALERSHIPS

The single most important difference affecting comparability observations for these dealerships is that they
have elected LIFO at different points in time. Technically speaking, they have different base years, and their
LIFO elections have not all been in effect for the same number of years. Some dealerships have been on LIFO
since the early ‘70s ... some have elected LIFO in the ‘80s ... some in the ‘90s, etc.

Furthermore, some dealerships that elected LIFO many years ago when they were operating for tax purposes
as C corporations changed to operate as S corporations - either in 1986 or shortly thereafter. Other dealerships that
elected LIFO when they were C corporations did not make the change to S status shortly after 1986, but they held
off until some later year when changes in their size, scope, and/or methods of operation made it more practical for
tax purposes to elect S status in order to obtain other, more significant tax benefits ... even though that change to S
status was made at the cost of recapturing their entire LIFO reserves as of the end of their last C corporation year.
Then they started building up LIFO reserves all over again, at that time, from zero.

Most of these dealerships continued on LIFO with their first S corporation year. Therefore, their LIFO
reserve balances reflect a much, later start on LIFO. What is important to recognize here is that the use of the
LIFO method (by these dealerships converting to S status at later dates) provided enormous cash flow benefits
in previous years, even though these LIFO reserves had to be repaid in order for the dealership to elect S status.

WHAT CAN BE SAID ABOUT THE RESULTS?

The dissimilarities, including the difference in periods of time that these dealerships have been on LIFO,
coupled with the diversity of manufacturers new vehicles sold by the dealerships, could be argued to support the
conclusion that this sample is representative of a far larger number of dealerships. The greater diversity of the
individual dealerships is what strengthens its representativeness of a larger number of dealerships.

After analyzing these dealerships and their data included in our survey, I am reasonably confident that,
despite the disparity of the dealerships (and their respective LIFO histories) reflected in our survey, if any other
CPA firm were to draw a comparable composite of 50, 100, 250 or more of their dealerships on LIFO ... the
overall results would not be significantly different from the results of our survey.

These are the same conclusions what were drawn from our survey 2 years ago which involved 2008-2009.

On the following pages, Exhibit I presents the dealership listing ranked by size of the Dec. 31, 2011 ending
inventory levels ... i.e., the levels at the end of the 4-year period under review. Exhibit 2 presents the same data for the
same dealerships, this time ranked by size of the Dec. 31, 2007 ending inventory levels ... i.e., as of Dec. 31,2007 / Jan.
1, 2008 - the levels at the beginning of the 4-year period under review. Totals appear at the bottom of each Exhibit.

CONCLUSIONS ... 2007 - 2011 SURVEY & OBSERVATIONS

(1) At Dec. 31, 2011, the end of the 4-year period under review, LIFO reserves for new vehicle inventories
averaged 18.7% of ending inventory cost (on a collective, weighted-average basis).

(2) At Dec. 31, 2007, the beginning of the 4-year period under review, LIFO reserves for new vehicle
inventories averaged 13.1% of ending inventory cost (on a collective, weighted-average basis).

(3) Collectively, inventory levels as of Dec. 31, 2011 were almost 17% lower than inventory levels at the
beginning of 2008. The table shows 16.88% ($92,077,585 + 545,391,606).

(4) However, the overall effective rate of net increase in LIFO reserve balances (expressed as a percentage of
inventory levels at the beginning of 2008) was 19% ... even though the overall effective rate of net decline
in inventory levels was 17%.

(5) Notwithstanding the considerable LIFO recapture of some dealerships’ LIFO reserves during the period under
review, the overall net increase in the LIFO reserves expressed as a percent of ending inventory cost at the end
of 2011 (i.e., 19%) is what one would expect because inventory levels at Dec. 31, 2011 (i.e., $453 million)
were lower than they were at Dec. 31, 2007 (i.e., $545 million), the beginning of the period under review.
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