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TIMELINES
A. January 1 to Mid-Year 2011 ... See [Attachment #1]
B. Calendar Year 2010 ... See [Attachment #2]

C. Calendar Years 2009 & 2008 ... See [Attachment #3]

PART | LIEQ (LAsT-IN, FIRST-OUT) INVENTORY: MATTERS

l. Quick LIFO Overview

A. See [Attachment #4] ... The “Facts of LIFO™ ... Technicalities & Practicalities
1. Basic distinctions (to prevent confusion)
a. Distinction between LIFO eligibility requirements and computational alternatives
b. LIFO election vs. various LIFO sub-elections (methods)
B. Financial statement conformity requirements
1. General Rule ... All full-year financial statements. All reports covering the full taxable year,
whether they are annual reports to shareholders, to banks, to manufacturers or suppliers, or to any
other financing source, or for any other purpose, must report on the LIFO basis at least in the
primary presentation of income.
a. This s referred to as the “financial statement conformity requirement.”

b. However, in fact, there are multiple financial statement conformity requirements.

c. These are on-going annual requirements that always require vigilance when year-end
financial statements are being prepared.

Please Note: The entire contents of this discussion outline, including all material from DE FILIPPS UNIVERSITY Audio Seminar
presentations, the LIFO LookouT and the DEALER TAX WATCH is copyrighted and is the proprietary intellectual property of the author,
publisher and presenter, Willard J. De Filipps. Please see further restrictions on the use of this material and the Circular 230 Notice, both of
which appear on the “Summary” page of this presentation material.

© Copyright October 2011
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Quick LIFO Overview (continued...)

B. 2. Non-LIFO disclosures are permitted as supplementary information.

a.

The Regulations were liberalized in 1981 and they now allow LIFO taxpayers to disclose
non-LIFO operating results in supplementary financial statements, as long as those
supplementary non-LIFO financial statements satisfy two tests:

(1) Eirst, they must be issued as part of a report which includes the primary presentation of
income on a LIFO basis.

(2) Second, each non-LIFO financial statement must contain on its face a warning or
statement to the reader that the non-LIFO results are supplementary to the primary
presentation of income which is on a LIFO basis.

See [Attachment #5] ... LIFO Financial Statement Traps

Accordingly, in “CPA-prepared” year-end financial statements, a LIFO taxpayer’s results on
a non-LIFO basis can be fully disclosed as supplementary information if both of these
requirements are met.

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

As a result of both of these “liberalizations” many years ago, these LIFO conformity
requirements should not present any major reporting problems for reports issued by CPAs.

3. Special Rule ... Manufacturer/Factory ... Year-end reports and/or financial statements

a.

b.

On-going annual requirement always requires vigilance on year-end statements.

Must reflect projected and/or actual change in LIFO reserve for the year as a charge against
(or as a credit to) income.

(1) If projected change is reflected on the 12" statement, the net amount to adjust to the
actual change for the year must be reported ... as a charge against (or as a credit to)
income ... on the 13" statement.

(2) Projecting year-end changes to satisfy conformity requirements
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Quick LIFO Overview (continued...)

B. 2.

C.

IRS formal guidance re: conformity requirement
(1) Revenue Ruling 97-42: Acceptable LIFO disclosures

(@) See [Attachment #6] ... Permitted LIFO Disclosures in Dealership Year-End
Financial Statements

(2) Revenue Procedures 97-44 and 98-46: 4.7% penalty tax for certain conformity violations
(3) IRS (lack of) follow-up on Revenue Procedure 97-44 scofflaws

IRS Letter Rulings issued in 1995 terminated auto dealers’ LIFO elections because the
dealerships failed to satisfy financial statement conformity requirements on their year-end
reports (financial statements) that were required to be sent to their manufacturers.

(1) See [Attachment #7] ... Flowcharts - Dealership Compliance with Conformity
Requirements ... Calendar Year & Fiscal Year

(@) Note that these flowcharts were originally prepared in 1995 at the height of the
controversy with the IRS over conformity violations in statements sent to
manufacturers.

(b) In the flowchart for calendar-year dealerships, there are three boxes (and in the
flowchart for fiscal-year dealerships, there are four boxes) where references are made
to reflecting the amount of a LIFO adjustment ... “In the CGS (Cost of Goods Sold)
section of the Income Statement.”

(c) With the issuance of Revenue Ruling 97-42 in 1997, the IRS permitted the
adjustment to reflect the actual or projected amount of change in the LIFO reserve
for the year to be made in the Other Income and/or in the Other Deductions accounts.

(d) Accordingly, when interpreting these flowcharts for years after 1996, the references
to the CGS account would be expanded to read ... “In the CGS section or in the
Other Income or Other Deductions accounts.”
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How Much Longer Will LIFO Be Around? ... What’s the Long-Term Status of LIFO?

A.

Will the use of the LIFO method be legislated out of existence by Congress as part of new tax
legislation or as a debt limit compromise measure?

1.

If so, would the repeal of LIFO be for years after 2012, with 10-year spread?

Will U.S. convergence of GAAP with iGAAP shorten LIFO’s life?

1.

International Financial Reporting Standards (IFRS) ... The move to adopt IFRS by U.S.
companies reporting to the SEC seems to be losing momentum as a force or catalyst for
terminating LIFO elections by closely-held businesses. ... Clouding the waters: Timetable for
implementation ... Transition rules ... Exceptions for non-publicly-held businesses ... Special
GAAP for small businesses.

It has recently been reported (Tax Notes, Sept. 19, 2011) that the SEC may be exploring a method
for incorporating IFRS into U.S. financial reporting through an “endorsement process” led by the
Financial Accounting Standards Board (FASB).

The “endorsement process” would provide FASB with a possible five to seven year period during
which it would consider how the potential ending of the use of the LIFO method would affect
the related book-tax conformity requirements under the Internal Revenue Code

LIFO Coalition ... Significant lobbying efforts to prevent loss of LIFO for U.S. taxpayers

My opinion ... LIFO will be around for quite some time ... Don’t count it out yet.
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How Does (Might) a Dealer’s Loss of a Franchise Affect the Dealership’s LIFO Calculations?

A. How does (might) a dealer’s loss of a franchise affect the dealership’s LIFO calculations?

1. Dealer has to decide whether or not to voluntarily or “preemptively” terminate its LIFO elections.
This is a strategic decision.

a.

This uncertainty is not so much due to a lack of IRS guidance as it is to the lack of having a
crystal ball.

If the dealership proactively terminates its LIFO election and stays in business, a 4-year
spread is allowed for the recapture of the LIFO reserve (i.e., the amount of the reserve at the
beginning of the year).

If the dealership does not proactively terminate its LIFO election, then the LIFO reserve will
be recaptured at the end of the year. The amount of reserve recaptured will depend upon how
low the end-of-the-year inventory level is compared to the beginning-of-the-year inventory
level. This recaptured amount will be taken into income entirely in the current year.

It is important to accurately project the amount of the “big hit” in the year when year-end
inventory levels are expected to be significantly lower in order to determine whether a
significant portion of the LIFO reserve will be recaptured.

Based on this information, the dealer can evaluate the impact of that recapture against the
alternative of terminating the LIFO election (as of the beginning of the year) which would
result in the repayment of the entire LIFO reserve over 4 years, with no realistic possibility of
re-electing LIFO for at least 5 years.

2. “When to hold and when to fold.” Planning to mitigate the loss of LIFO benefits assuming
different dealership scenarios.

a.

Possibility #1. Dealership with multiple franchises, only one (or two or three) of which are
being terminated

(1) All of the basic LIFO considerations are important; do not overlook the planning
opportunities here

(@) Benefit of dollar-value LIFO treating inventory as an investment of dollars
(b) Advantages of the Alternative LIFO Method for New Vehicles

(c) Benefit of electing to combine pools for new cars and trucks into a single pool under
the Vehicle-Pool Method in Rev. Proc. 2008-23
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I11.  How Does (Might) a Dealer’s Loss of a Franchise Affect the Dealership’s LIFO Calculations?

A. 2. b. Possibility #2. Dealership with a single franchise which is being (or was) terminated, either
directly or indirectly, by manufacturer. However, the dealer intends to stay in business just
selling used cars and/or maintaining an active service department.

(1) Possible acquisition of another new vehicle franchise to replace lost franchise

(2) Importance of the concept of “separate trades or businesses” in connection with the
dealership’s continuation of relatively limited activities such as staying in business just
selling used vehicles and/or maintaining an active service department

(@) There will be no acceleration of a Section 481(a) adjustment if the dealership
continues to operate remaining portions of its trade or business ... See discussion of
Situation 1 in ILM 200935024.

(3) The Regulations under Section 446 state the following in describing what will be
considered as a separate trade or business.

(@) Where a taxpayer has two or more separate and distinct trades or businesses, a
different method of accounting may be used for each trade or business, provided the
method used for each trade or business clearly reflects the income of that particular
trade or business.

(b) No trade or business will be considered separate and distinct unless a complete and
separable set of books and records is kept for such trade or business.

(c) The trades or business of the taxpayer will not be considered to be separate and
distinct if, by reason of maintaining different methods of accounting, there is a
creation or shifting of profits or losses between the trades or businesses of the
taxpayer (for example, through inventory adjustments, sales, purchases or expenses)
so that income of the taxpayer is not clearly reflected.

(4) Possibility of electing the IPIC LIFO Method to defer impact vs. immediate repayment
of entire LIFO reserve for new vehicles

c. Other possibilities...
3. ILM 200935024 (dated August 17, 2009) explains how a dealer’s loss of a franchise affects (or

does not affect) the acceleration of the Section 481(a) adjustment 4-year spread period in three
specific fact situations.
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How Does (Might) a Dealer’s Loss of a Franchise Affect the Dealership’s LIFO Calculations?

A. 3.

a.

In this ILM, the dealership was contemplating the termination of its LIFO election because
the manufacturer was canceling (or had canceled) the franchise to sell a particular brand of
automobiles.

The ILM 200935024 addresses three specific fact situations for which an examining agent
had requested guidance on how to handle Section 481(a) adjustments in certain LIFO
terminations.

See [Attachment #8] ... How Does a Dealer’s Loss of a Franchise Affect its LIFO
Calculations and LIFO reserve recapture if the LIFO Election Is
Terminated?

However, if a single LIFO pool is being split, and that split is followed by the termination of
the LIFO election for one of the components, permission from the IRS must be obtained in
advance in order to split the pool. Then, after the single pool has been split, the dealership
may terminate the LIFO election for one of the components without advance
consent/permission from the IRS.

B. Form 3115, Application for Change in Accounting Method, is required to be filed with the IRS for all
LIFO election terminations. Current revision of Form 3115 is dated Dec., 2009.

1.

2.

Instructions for Form 3115 ... current revision December, 2009

Form required to be filed in connection with accounting method changes

General filing timing requirements ... automatic vs. changes requiring advance approval

Other filing experiences with the IRS National Office in Washington, DC
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IV.  Formation of LLCs Creates Traps for Dealerships with LIFO Elections

A. The conversion of an LLC to an single-member LLC (SMLLC) will also create problems if the CPA
misses filing Form 970.

B. InLTR 201005026, the IRS granted an extension of time to an auto dealership to file Form 970.

1. The dealership LLC, which originally had two members and elected to be taxed as a partnership
(filing Form 1065), later became a single-member LLC (SMLLC) when the dealer (one member)
bought out the other member who owned the minority interest.

2. The CPA firm for the dealership did not recognize the tax consequences which were that the
partnership terminated once the SMLLC came into being as a disregarded entity.

C. What is instructive in this case is not that the IRS granted the dealership an extension of time to file
Form 970 under the provisions of Reg. Sec. 301.9100.

D. What is instructive is that in this case, the change from a two-member LLC to a single-member LLC
brings with it the termination of the partnership status (assuming the LLC elected to be taxed as a
partnership, rather than as a corporation).

1. As a result, there is a recapture of the LIFO reserve at that time because the partnership
terminates under Section 708 and the basis of the assets (including the inventory) is stepped-up
because gain has been realized as a result of the termination.

2. Therefore, assuming the continuing SMLLC wants to value its inventory using LIFO, it must
make a new election to do so by filing Form 970, effective for the first year of its status as a
disregarded entity.
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Section 263A Cost Capitalization Safe Harbor (Rev. Proc. 2010-44) Election Issues

A.

In Revenue Procedure 2010-44 (Nov. 9, 2010), the IRS allowed motor vehicle dealerships to elect to
use one or both of two safe harbor methods of accounting that would greatly alleviate (some of) their
problems in complying with the Sec. 263A Inventory Cost Capitalization Rules.

1. Under Rev. Proc. 2010-44, a dealership may elect to change its Section 263A accounting
methods in order to...

a. Treat its entire sales facility from which it normally and routinely conducts on-site sales to
retail customers, including any vehicle lot that is an integral part of its sales facility and that
is routinely visited by retail customers, as a retail sales facility under Reg. Sec. 1.263A-
3(c)(5)(ii)(B). This is automatic change in accounting method #150.

b. Be treated as resellers without production activities for purposes of Section 263A. This is
automatic change in accounting method #151.

2. In filing Form 3115 to make these changes, many dealerships also elected to use/change to the
Simplified Resale Method under Reg. Sec. 1.263A-3(d) for all other inventories that may not be
subject to the safe harbor elections above.

3. These changes are/were made by filing Form 3115.
4. Dealerships are required to make a Section 481(a) adjustment in connection with these changes.

Some dealerships using LIFO have embedded the results of their Section 263A computations into
their annual LIFO layers; however, other dealerships have not embedded those costs into their LIFO
layers.

Question: Where the LIFO inventory valuation method is used, in computing the Section 481(a)
adjustment, is revaluation of the LIFO layers necessary if prior years’ Section 263A calculations have
been treated as Schedule M adjustments each year (i.e., if the capitalized Section 263A amounts were
not embedded in the LIFO valuation layers)?

1. Reg. Sec. 1.263A-3(d)(3)(i)(C)(2) states that except as otherwise provided in this Section or in
Reg. Secs. 1.263A-1 or 1.263A-2, additional Section 263A costs that are allocated to inventories
on hand at the close of the taxable year under the simplified resale method of this paragraph (d)
are treated as inventory costs for all purposes of the Internal Revenue Code.

2. Does this mean that these Section 263A costs have to be embedded in LIFO layers?
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Section 263A Cost Capitalization Safe Harbor (Rev. Proc. 2010-44) Election Issues (continued...)

D. Background discussion

1.

Reg. Sec. 1.263A-7 contains the specific rules for revaluing LIFO inventories when Section
263A changes in accounting methods are made.

Although Section 263A did not come into the law until 1986, many dealerships started their
LIFO elections in the 1970s or early 1980s ... well before the enactment of this Section.

After Section 263A became effective, some dealerships may have embedded the amounts of their
Section 263A adjustments in each of the annual LIFO layers that are added to compute the
overall LIFO valuation of the inventory.

a. For those dealerships that actually did embed the results of their Section 263A adjustments in
their annual LIFO layers, the effect (of embedding the Sec. 263A costs into their annual
LIFO layers) would have to be undone as part of the Section 481(a) adjustment related to
electing the Section 263A safe harbor methods effective for 2010 or 2011.

Other dealerships - instead of embedding the amounts of their Section 263A adjustments in each
annual LIFO layer - simply took the Section 263A amounts into income as net adjustments each
year in order to reconcile their off-the-books Sec. 263A calculations (i.e., their calculations on
spreadsheets) with adjustments to taxable income on Schedule M-1 or M-3 of their income tax
returns.

a. For those dealerships that did not embed their Section 263A adjustments into their LIFO
layers, it would appear that their Section 481(a) adjustment (required at this time in electing
the Section 263A safe harbors) would simply involve the reversal of the net amounts
previously capitalized through their Schedule M-1 or M-3 adjustments.

b. Accordingly, it would appear that they would not have to deal with the revaluation provisions
in Reg. Sec. 1.263A-7.

c. However, the IRS has not provided any specific guidance as to whether this approach would
be acceptable.

Assuming the Section 481(a) adjustment were a negative amount (i.e., resulting in a reduction of
taxable income in the year of the change in method), the annual LIFO layers would have to be
restated at correspondingly lower amounts to reflect the removal of the Section 263A costs from
each layer.

a. Such a restatement could require a significant amount of time and effort, even if the so-called
“short-cut” method were used.
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V. Section 263A Cost Capitalization Safe Harbor (Rev. Proc. 2010-44) Election Issues (continued...)

D. 5. b. The “short-cut” method permits the use of only the 3 most recent years of information,
instead of requiring the recalculation of the effect of the change, year-by-year, all the way
back to the base year - the first year of the LIFO election. For some dealerships, the base
year could be as far back as 35 or 40 years ago.

6. Itis possible that the IRS might issue some guidance or clarification on this in the future.

a. Might the IRS take the position that, even though dealerships using LIFO did not do so, they
should have embedded the results of their Section 263A adjustments on a year-by-year basis
in their annual increment layers which determine the LIFO value of their inventory?

b. If the IRS were to take this position, could a dealership defend its contrary practice by
arguing that it had adopted a method of accounting that did not embed the Section 263A
costs in its LIFO layers? Would this position be likely to prevail?

7. Possible clarification or disclosure by dealership... Should a dealership disclose in the filing of
Form 3115 whether or not it embedded Section 263A costs in its LIFO layers? This could easily
be done as part of a narrative statement attachment.

8. Conclusion: In making the Section 263A safe harbor elections, there could be a significant
increase in a dealership’s compliance cost for computing a Section 481(a) adjustment for its
LIFO inventories ... even though the restatement of the LIFO layers might produce only a few
dollars of favorable difference ... unless the IRS is willing to forego some of the possible
technical interpretations of its own Regulations.

VI. Other LIFO Issues

A. Changes from Alternative LIFO Method (two pools) to Vehicle-Pool Method (single, combined pool)
B. S Corporation issues

C. The IPIC LIFO method for auto dealers ... What’s right ... What’s not
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PART 11

MANUFACTURER ASSISTANCE FOR FACILITY IMPROVEMENTS

I Taxability of Manufacturer Payments and Reimbursements to Dealerships for Facilities & Image
Up-Grades ... In General

A. Contributions to the capital of a corporation ... Section 118

1.

Code Section 118 provides that in the case of a corporation, gross income does not include any
contribution to the capital of the taxpayer. In other words, contributions to the capital of a
corporation may be excluded from gross income.

Section 118(a) was enacted in 1954 as part of Public Law 591.

a. The term “contribution to capital” is not expressly defined by the statute. However, the
legislative history of Section 118 explicitly states that the statute was meant to “place” in the
Code the Court decisions on this subject.

The Regulations, published in 1956, provide that

a. “If a corporation requires additional funds for conducting its business and obtains such funds
through voluntary pro rata payments by its shareholders, the amounts so received being
credited to its surplus account or to a special account, such amounts do not constitute income,
although there is no increase in the outstanding shares of stock of the corporation.

(1) “In such a case the payments are in the nature of assessments upon, and represent an
additional price paid for, the shares of stock held by the individual shareholders, and will
be treated as an addition to and as a part of the operating capital of the company.

b. “Section 118 also applies to contributions to capital made by persons other than shareholders.

(1) “For example, the exclusion applies to the value of land or other property contributed to
a corporation by a governmental unit or by a civic group for the purpose of inducing the
corporation to locate its business in a particular community, or for the purpose of
enabling the corporation to expand its operating facilities.

(2) “However, the exclusion does not apply to any money or property transferred to the
corporation in consideration for goods or services rendered, or to subsidies paid for the
purpose of inducing the taxpayer to limit production.”
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I Taxability of Manufacturer Payments and Reimbursements to Dealerships ... (...continued)

A. 4. Legislative history of Section 118
a. The House Report (H.R. Rep. No. 1337, at 17 (1954)) states that

(1) “Your committee’s bill provides that in the case of a corporation, gross income is not to
include any contribution to the capital of the taxpayer. This in effect places in the code
the court decisions on this subject.

(2) “It deals with cases where a contribution is made to a corporation by a governmental
unit, chamber of commerce or other association of individuals having no proprietary
interest in the corporation.

(3) “In many such cases because the contributor expects to derive indirect benefits, the
contribution cannot be called a gift; yet the anticipated future benefits may also be so
intangible as to not warrant treating the contribution as a payment for future services.”
(Note: the emphasis is in the House Report.)

b. The Senate Report (S. Rep. No. 1622, at 18-19 (1954)) repeats the wording that was included
in the House Report, with the same emphasis on the words “a payment for future services.”

5. The “court decisions on this subject” that were intended to be “placed in the Code” include
a. Detroit Edison Co. v. Commissioner, 319 U.S. 98 (1943)
b. Brown Shoe Co., Inc. v. Commissioner, 339 U.S. 583 (1950)

c. The distinction between the Detroit Edison case and the Brown Shoe case rested upon (1) the
nature of the benefit to the transferor, rather than to the transferee, and (2) upon whether that
benefit was direct or indirect, specific or general, certain or speculative.

(1) Where the transfers were made with the purpose of obtaining advantage for the general
community, as in Brown Shoe, the result was a contribution to the capital of the
corporation. However, where the transfers were made with the purpose of receiving
direct service or recompense, as in Detroit Edison, the result was not a contribution to the
capital of the corporation.

d. In 1973, the Supreme Court in the Chicago, Burlington & Quincy Railroad Co.(C,B&Q RR)
case, stated that other characteristics of a contribution to capital are implicit in the Brown
Shoe and Detroit Edison cases that do focus upon the use to which the assets transferred were
applied or upon the economic and business consequences for the transferee corporation.

(1) United States v. Chicago, Burlington & Quincy Railroad Co., 412 U.S. 401 (1973)
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I Taxability of Manufacturer Payments and Reimbursements to Dealerships ... (...continued)

A. 5. e. The Court in C,B&Q RR listed the following as characteristics of a nonshareholder
contribution to capital:

(1) It certainly must become a permanent part of the transferee’s working capital structure.

(2) It may not be compensation, such as a direct payment for a specific, quantifiable service
provided for the transferor by the transferee.

(3) It must be bargained for.

(4) The asset transferred foreseeably must result in benefit to the transferee in an amount
commensurate with its value.

(5) And the asset ordinarily, if not always, will be employed in or contribute to the
production of additional income and its value assured in that respect.

f.  The Court indicated that although the tax character of a transfer was ultimately determined
by the transferor’s intent, for a court to hold that a transfer was a capital contribution, each of
the first four, and ordinarily the fifth, characteristics must also be satisfied.

g. InAT&T, Inc. v. U.S. (January 4, 2011) the following statement appears as a commentary on
the Brown Shoe case ... “to be compensation for services, a transfer does not need to be
directly or immediately used for the provision of services; nor does it need to benefit all
transferors commensurately with their individual contributions. Instead, consistent with the
Court’s statements that a transferor’s intent ultimately determines the tax character of the
transfer, whether a payment is compensation for services turns on whether it is given in
expectation of a specific service to the transferor or whether it is given simply to pay for or
generate a service to others.”

(1) This statement should be interpreted in its context which involved transfers to the
corporation which resulted from the philanthropic efforts “by certain community groups
as an inducement to the location or expansion of a business’ factory operations in the
community.”

(2) Accordingly, these transfers were capital contributions because the philanthropic groups
“neither sought or could have anticipated any direct service or recompense whatever,
their only expectation being that such contributions might prove to be advantageous to
the community at large.” (Note: more than one transferor was involved ... i.e., there
were several transferors.)
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I Taxability of Manufacturer Payments and Reimbursements to Dealerships ... (...continued)

A. 5. h. For an excellent discussion of the case law (through 1997) and the interplay of the five
characteristics of a non-shareholder contribution to capital, see *“Achieving Capital
Contribution Treatment for Location Inducements,” by John C. Taylor in the Journal of
Taxation, August, 1997, (pp 112-117).

B. Interaction of Section 118(a) with the determination of the basis of property.

1. Code Section 362(c) provides that the basis of property acquired by a corporation through a
contribution to its capital by its stockholders or by nonstockholders is to be reduced by the
amount of the contribution that was excludable from gross income.

2. Section 362(c) provides in part as follows:

a. Property Other Than Money ... “Notwithstanding Subsection (a)(2) [providing generally a
carryover basis for contributions by shareholders], if property other than money

(1) Is received by a corporation, on or after June 22, 1954, as a contribution to capital, and

(2) Is not contributed by a shareholder as such, then the basis of such property shall be zero.
b. Money ... “Notwithstanding Subsection (a)(2), if money

(1) Is received by a corporation, on or after June 22, 1954, as a contribution to capital, and

(2) Is not contributed by a shareholder as such, then the basis of any property acquired with
such money during the 12-month period beginning on the day the contribution is
received shall be reduced by the amount of such contribution. The excess (if any) of the
amount of such contribution over the amount of the reduction under the preceding
sentence shall be applied to the reduction (as of the last day of the period specified in the
preceding sentence) of the basis of any other property held by the taxpayer. The
particular properties to which the reductions shall be allocated shall be determined under
Regulations prescribed by the Secretary.”

C. Current challenges by the IRS to Section 118 treatment by corporations and by other entities
(partnerships) is evidenced by the IRS treating this as a Tier 1 issue and the publication of IRS Abuse
Directives emphasizing (mis)interpretation of Section 118 by taxpayers.

1. Directive #1 ... IRS LMSB Memorandum for Industry Directors, et al. dated Dec. 28, 2006
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Taxability of Manufacturer Payments and Reimbursements to Dealerships ... (...continued)

C. 1. a

Background/Strategic importance. “Taxpayers operating in corporate and partnership form
are using L.R.C. Section 118 to exclude certain payments from gross income. The field
should disregard 1.R.C. Section 118 arguments by a taxpayer operating in partnership form.
I.LR.C. Section 118 is only applicable to corporations. 1.R.C. Section 118(a) provides that
‘[i]n the case of a corporation, gross income does not include any contribution to the capital
of the taxpayer.” Thus, taxpayers operating in partnership form cannot benefit from the use
of I.R.C. Section 118.”

Planning and examination risk analysis. “The field should challenge all arguments by
taxpayers operating in partnership form that I.R.C. Section 118 allows them to exclude
payments from gross income.”

Audit techniques. “A generic Information Document Request should be issued asking the
taxpayer for a list of all I.R.C. Section 118 exclusions from income.”

2. Directive #3 ... IRS LMSB Memorandum for Industry Directors, et al. dated October 5, 2007

a.

This Memo alerts IRS Field Directors to the improper application of the provisions of Section
118 in connection with non-shareholder contributions of capital, noting that partnerships and
other non-corporate entities may attempt to exclude contributions to capital from gross income.

Subject line. “Tier I Issue: IRC Section 118 Abuse Directive # 3"

Overview. “This Memorandum is intended to provide the field with direction on a Tier |
issue relating to Section 118 abuse. IDD#1 (issued on December 28, 2006) instructs the field
that Internal Revenue Code Section 118 by its terms has no application to partnerships.
Some taxpayers, however, continue to contend that a common law “contribution to capital”
doctrine exists, independent of Code Section 118, and that this alleged common law doctrine
permits them to exclude from a partnership or other non-corporate entity (e.g., a limited
liability company) income amounts allegedly “contributed to the capital” of the non-
corporate entity. The intent of this IDD is to provide additional guidance to the field.”

Background/Strategic importance. “Taxpayers operating in both corporate and non-
corporate forms have taken the position that amounts are excludable from income as
“contributions to capital” under Code Section 118 and/or under an alleged common law
contribution to capital doctrine. Non-corporate entities have made this argument with respect
to Universal Service Fund (USF) payments, with respect to federal, state and local subsidies,
grants, payments etc., as well as with respect to other miscellaneous Section 118 issues.”



TAX UPDATE
LIFO ISSUES & TAX TREATMENT OF MANUFACTURER PAYMENTS
TO DEALERSHIPS FOR FACILITY IMPROVEMENTS & UPGRADES

Willard J. De Filipps, CPA - October 20, 2011

Page 17 of 24

I Taxability of Manufacturer Payments and Reimbursements to Dealerships ... (...continued)

C. 2. e. LMSB position. “The Service’s position is that no common law doctrine for non-corporate
taxpayers exists, under the case law preceding the enactment of Code Section 118 in 1954,
nor under the Code or case law since enactment of Code Section 118.

“Neither Code Section 118 nor any alleged common law “contribution to capital” doctrine
permits the exclusion from income of amounts transferred to a non-corporate entity by a non-
owner. The legislative history to Code Section 118 is clear that the provision codified the
preexisting case law, all of which case law addressed the issue of whether amounts
transferred to a corporation by a non-shareholder were excludable from income. Thus,
neither the preexisting case law nor the Code supports the argument that amounts transferred
to a non-corporate entity by a non-owner are excludable from income. See, for additional
discussion, GCM 38944.”

f.  Planning and examination risk analysis. “If this Tier | compliance issue is present during
an examination, it is subject to a documented risk analysis. The field should challenge all
arguments raised by taxpayers operating in a non-corporate form who take the position that
Code Section 118 or any other theory permits the taxpayer to exclude an amount from
income as a “‘contribution to capital.””

g. Audit techniques. *“A generic Information Document Request should be issued asking the
taxpayer for a list of all I.R.C. Section 118 exclusions from income. See attachment for list
of information to request.”

h. See [Attachment #9] ... Section 118 ... IRS Audits ... Information Document Request
Where Payments Received Are Not Treated as Taxable Income.

3. Summary of IRS Tier 1 Directives re: Section 118

a. The IRS is actively monitoring and challenging partnerships that are trying to secure the
benefits of Section 118.

b. The position of the IRS is that Section 118 applies only to corporations, and many
dealerships conduct operations in non-corporate form (i.e., disregarded entities electing to be
taxed as partnerships or LLCs).

c. There are many IRS Directives on this issue; most of the others relate to specific payments
received under specific programs.

d. The IRS is tracking this issue actively ... all IDDs on Section 118 abuse were last updated
March, 2011.
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Taxability of Manufacturer Payments and Reimbursements to Dealerships ... (...continued)

C. 3. e

Although these IDD directives place emphasis on the IRS concern over the misapplication of
Section 118 by partnerships, it seems reasonable to expect that the increasing prevalence of
manufacturer incentive programs for auto dealerships will result in (more) special attention
directed to how dealerships are handling the receipt of incentive payments for tax purposes.

One might generalize that the position of the IRS appears to be that the exclusion for non-
shareholder contributions under Section 118 is available to a corporation only when the party
providing the incentive will enjoy the benefits as a member of the general community in
which the recipient business is operating. The receipt of incentive payments would constitute
current taxable income if the party making the payment(s) desires to obtain benefits which
have a reasonable connection (i.e., nexus) to the business.

D. Selected other cases

1. John B. White, Inc. ... See [Attachment #10]

a.

This case decided by the Tax Court in 1971 involved a Ford dealer who received a payment
from Ford to induce the corporation to move to another location in order to increase the sales
of Ford products and enhance the Ford image.

Ford Motor Company anticipated that the move to a “better” neighborhood would increase
the sales of Ford Motor Company products and enhance the Ford image. In other words,
Ford expected to derive a direct benefit from its payment.

The benefit anticipated by Ford (i.e., the increased sales of Ford products and enhancement
of the Ford image) had a reasonable nexus with the business the recipient dealership
corporation customarily provided (i.e., the sale of Ford products).

The IRS and the Tax Court both held that the payment received by the dealership was taxable
as ordinary income upon receipt and that Section 118 was inapplicable to the transaction.

In 1972, the decision of the Tax Court was upheld by the United States Court of Appeals for
the Third Circuit.

2. James Brown ... See [Attachment #11]

a.

This case was decided in 1928 by the Board of Tax Appeals (BTA).
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I Taxability of Manufacturer Payments and Reimbursements to Dealerships ... (...continued)

D. 2. b. Ofthe six issues in this case, the issue that is of interest (currently to us) relates to the proper
treatment of the amount paid by the majority stockholder in a company to Mr. Brown in
order to induce Mr. Brown to purchase the stock which comprised the minority interest in
that company. Mr. Brown was paid $100,000 (by the majority stockholder) to purchase the
minority interest from an estate.

c. The BTA held that the $100,000 that Mr. Brown received as an inducement to purchase the
stock was a reduction of the cost of the stock to Mr. Brown. Therefore, the $100,000
payment was not taxable income to him upon receipt.

d. Some current commentators believe that the decision in James Brown supports the position
that facility and image upgrade payments received from manufacturers (under current plans)
may be treated by dealerships as reductions of cost basis.

e. The applicability of Section 118 was not an issue in James Brown because Section 118 was
not enacted until 1954,

3. Freedom Newspapers, Inc. v. Comm.

a. This 1977 case also involves the question of whether amounts received from a third party to
reimburse a purchaser (of stock interests) constituted taxable income when received or a
reduction of the company’s basis in certain property.

b. Some current commentators believe that this case also supports the position that payments
from manufacturers may be treated as reductions of cost basis by dealerships currently
receiving manufacturer incentive payments.

4. AT&T, Inc. v. U.S. (2011) ... Contains a very good summary of the five characteristics of
nonshareholder contributions to capital.

5. Elder-Beerman Stores Corp. (1997) ... Involves payments to induce tenant relocation and/or
improvements.

6. As mentioned previously, for an excellent discussion of the case law (through 1997) and the
interplay of the five characteristics of a non-shareholder contribution to capital, see Achieving
Capital Contribution Treatment for Location Inducements by John C. Taylor in the Journal of
Taxation, August, 1997, (pp. 112-117).
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I Taxability of Manufacturer Payments and Reimbursements to Dealerships ... (...continued)

E. Selected IRS Rulings and other related guidance

1.

2.

3.

4.

5.

LTR 9308001 and LTR 9452003

IRS Retail Industry Paper dated October 7, 1996

ISP Settlement Guidelines Paper dated September 23, 1998
Revenue Ruling 76-96

General Counsel Memo (GCM) 38994 and 39228

F. Common characteristics and/or elements in many manufacturers’ programs

1.

2.

The manufacturer sets the facility appearance and construction standards for the upgrade

The manufacturer requires completion of upgrade by a specified date or percentage of completion
over specified intervals

Payments are made based on meeting standards, benchmarks and/or milestones set out as
program requirements

The manufacturer makes cash payments directly to the dealership or provides credit against other
liabilities or account balances

Payments are based upon the number of new vehicles purchased or new vehicles sold by the
dealership

Participation in the program is not mandatory ... but dealers are always concerned about the
adverse consequences if they don’t participate

Manufacturer payments may be made on the basis of cumulative performance (rather than
performance based on one period of measurement alone)

In some instances, a portion or all of the payments may have to be returned to the manufacturer if
certain (long-term) conditions are not satisfied

Discussion of the GM EBE Program should be differentiated from a discussion of other
manufacturers’ programs because most of the other manufacturers’ programs are more
specifically targeted or limited to (providing incentives for the) upgrading of dealership facilities
and/or other image enhancement considerations.
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General Motors EBE (Essential Brand Elements) Program

A.

In the GM EBE Program, the facilities upgrade component is just one of four components, and all
four components are inextricably combined with each other and with the opportunity for the
dealership to receive cumulative payments over a fairly rigid time frame.

Component #1 - Facility exclusivity and/or image upgrades. This component of the EBE Program
may be summarized as the alignment of the GM dealership facility with GM’s image standards. It
consists of GM’s desired facility changes.

1. Exclusive showrooms by Oct. 31, 2010 if the facility is a non-GM dual facility.
2. Exclusive entire facilities by Sept. 30, 2011 if the facility is a non-GM dual facility.

3. Other facility renovations and/or upgrades, regardless of whether or not a dual facility is
involved.

Components #2-3-4. The other three components of the GM EBE Program involve...
1. Participation in a coordinated and integrated customer sales and service retention program,
2. Adoption of a common digital strategy, and

3. Establishment and maintenance of a highly-trained and professional sales and service
organization.

Payments to GM dealerships under the EBE Program are based upon the cumulative satisfaction of
all four components. The EBE Program Guidelines summary states, “A dealer that maintains
‘Green’ status in all four program Elements at the end of a quarter will earn that quarter’s payout and
receive payment by the end of the following quarter through the BARS open account system. There
are no partial payouts with the EBE Program; the dealership must be compliant in all four
Elements.”

1. It would appear that because a dealership must be compliant in all four Elements in order to
receive a payment, all of the components are inextricably linked and these payments should be
treated as ordinary income (rather than as basis reductions charged against either fixed asset
and/or goodwill accounts).

In Springfield St. Ry. Co. v. United States, 577 F.2d 700 (Ct. Cl. 1978), the Court of Claims held that
grants by the Commonwealth of Massachusetts to a taxpayer were not conditioned on the taxpayer’s
use of such funds for the acquisition of capital assets. As a result, such funds were not considered to
be contributions to capital and were included in the taxpayer’s gross income.
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Il.  General Motors EBE (Essential Brand Elements) Program

E. 1. Under the GM EBE Program, monies received by a dealership are not necessarily “conditioned
on the taxpayer’s use of such funds for the acquisition of capital assets.” Some of the funds may
be used to defray the costs of other programming and training.

2. In the Program description, it is stated that “GM dealers earn a ... quarterly payout, provided
they maintain their eligibility in each of the four EBE critical brand strategies.

3. The EBE Program Guidelines summary states, “The majority of the EBE payout is designed to
assist dealers who choose to remodel or build their facilities to be in compliance with the GM
Facility Image Program. On average, 90% of the costs associated with the Brand Elements is
dedicated toward the Facility Image Program.”

a. It has been reported anecdotally that some dealerships have been advised that they can treat
80% of the payments as offsets against the facility upgrade costs, and 20% as taxable income
when earned.

F. January 2011 development. Payments to dealerships under GM’s EBE Program may be further
affected by GM’s announcement in January of 2011 that all dealers’ Areas of Primary Responsibility
(APR) are going to change due to the alterations that GM has made to its dealer network over the past
12 months. Dealers will be assigned a new APR for each linemake. Accordingly, a dealer’s APR for
one brand/franchise may be significantly different for its APR for another GM brand/franchise.
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I11.  Other Considerations & Observations Regarding Other Facilities and Image Upgrading Programs

A. Over the past several years, most CPAs that | have discussed the treatment of manufacturer payments
related to facility improvements/upgrades with seem to be of the “opinion” that the receipt of these
payments from the manufacturer can be treated as currently non-taxable; that they can be offset
against the adjusted tax basis of fixed assets (or other unamortized intangible assets), resulting in
these payments being treated as excludable from income under Section 118.

1. Although this may be the more popular opinion, it may also be - in many cases - the incorrect
treatment.

B. Some CPAs have taken the position that where a dealership receives program payments that are
subject to forfeiture provisions (that would require the dealer to repay some or all of the payments to
the manufacturer), the amounts received may be treated as loans, rather than taxable income.

C. In the filing of income tax returns where manufacturer incentive payments are being offset against
basis (relying on the position that these payments are contributions to capital), dealerships and/or
CPAs preparing dealership tax returns in which such payments are offset against basis should
consider whether they should file Form 8275 or make some other disclosure(s) in light of the
recently-tightened taxpayer penalties, tax return preparer penalties and Schedule UTP disclosure
considerations.

D. Schedule M-3 contains a specific line (Line 36 on Page 3) with respect to exclusion of payments

from income under Section 118 and requires that an explanation be attached describing these
payments.

Attachments - Supplementary Discussion Materials - See separate contents on Page 24 of 24
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