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P was a hol di ng conpany that hel d over 80 percent of
the stock of five corporations (collectively, the
subsidiaries) that were engaged in the retail sales of
autonmobiles and light trucks conducted through six
deal erships. From 1972 or 1973 until and including the
fiscal year ended June 26, 1993, P (as common parent)
filed consolidated corporate incone tax returns withits

subsi di ari es. The subsidi ari es mai nt ai ned their
inventories of autonobiles and |ight trucks under the
dol | ar-value LIFO nmethod of accounting. P did not

directly own any inventory.

From Jan. 29, 1970 (the date of incorporation),
until June 27, 1993, P was a C corporation. On or about
Aug. 27, 1993, P elected S corporation status, effective
June 27, 1993. The election was nade pursuant to a
restructuring plan. The restructuring resulted in the
establishment of six new S corporations forned for the
purpose of becom ng general partners in six limted
partnerships that would operate the six deal erships.
Each subsi diary contri buted the assets and liabilities of
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its dealership to a limted partnership in exchange for
alimted partnership interest. Follow ng the transfer
of assets to the limted partnerships, the subsidiaries

were |iquidated. As a result, P obtained the
subsidiaries’ |limted partnership interests.
R determ ned that pursuant to sec. 1363(d), |I.R C

Ps conversion to an S corporation triggered the
inclusion of the affiliated group’s pre-S-election LIFO

reserves ($5,077,808) into P s incone. Rs primry
position was that the restructuring shoul d be di sregarded
because it had no tax-independent pur pose. R

alternatively maintained that wunder the aggregate
approach to partnerships, a pro rata share ($4, 792, 372)
of the pre-S-election LIFO reserves was attributable to
P

Hel d: The restructuring was a genuine mnultiple-
party transaction with econom c substance, conpelled by
business realities and inbued wth tax-independent
considerations. The restructuring was not shaped solely
by tax avoidance features. Consequently, R's primry
position that there was no tax-independent business
purpose for the restructuring is rejected.

Hel d, further: The aggregate approach (as opposed
tothe entity approach) to partnerships better serves the

underlying purpose and scope of sec. 1363(d), I|I.R C
Accordingly, Pis deened to own a pro rata share of the
partnerships’ inventories of autonobiles and 1ight

trucks. Consequently, uponits election of S corporation
status, Pwas required to include $4,792,372 inits gross
incone as its ratabl e share of the LI FOrecapture anount.

Shel don M Kay and Robert L. LoRay, for petitioner.

Janmes P. Dawson and Julius Gonzal ez, for respondent.

JACOBS, Judge: Respondent determned deficiencies in

petitioner’s Federal incone taxes as follows:



Tax Year Ended Defi ci ency
June 26, 1993 $432, 619
Dec. 31, 1993 432,619
Dec. 31, 1994 432,619
Dec. 31, 1995 432,619

These deficiencies stemfromrespondent’s determ nation requiring
petitioner to recapture its LI FO reserves upon conversion froma C
corporation to an S corporation effective June 27, 1993.

The issue for decision is whether petitioner is subject to
LI FO recapture pursuant to section 1363(d) as a consequence of a
change in the structure of petitioner and its subsidiaries. For
the reasons set forth below, we hold that it is.

Al'l section references are to the Internal Revenue Code as in
effect for 1993. Al'l dollar amounts are rounded.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found. The
stipulation of facts and the attached exhibits are incorporated
herein by this reference.
Backgr ound

At the tinme the petition in this case was filed, Coggin
Autonotive Corp., fornerly known as Coggin-O Steen |[nvestnent
Corp., was a Florida corporation with its principal place of
busi ness i n Jacksonville, Florida. (Herein, both Coggin Autonotive
Corp. and Coggin-O Steen Investnent Corp. are referred to as

petitioner.)
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Petitioner was a holding conpany. Before June 21, 1993
petitioner held over 80 percent of the stock of five C
corporations, nanely, Coggin Pontiac, Inc., Coggin N ssan, Inc.
Coggi n-O Steen Inports, Inc., Coggin-O Steen Mtors, Inc., and
Coggin I nports, Inc. (collectively, the subsidiaries), all of which
were engaged in the retail sales of autonobiles and |ight trucks.
Each subsidiary was incorporated in Florida.

Six autonobile dealerships were operated through the
subsidiaries (five through direct ownership and one through
ownership of a 50-percent general partnership interest). Four of
t he deal ershi ps (Coggin Pontiac-GWC, Coggin Honda, Coggin N ssan,
and Coggin Acura) were located in Jacksonville, Florida; one
(Coggin Motor Mall) was located in Fort Pierce, Florida;, and one
(Coggi n- Andrews Honda) was | ocated in Ol ando, Florida.

From 1972 or 1973 until and including the fiscal year ended
June 26, 1993, petitioner (as the comon parent) filed consoli dated
Forms 1120, U. S. Corporation Income Tax Return, wth its
subsidiaries (hereinafter, the affiliated group).!? The
subsidiari es maintained their inventories of autonobiles and |ight

trucks under the dollar-value LIFO nethod of accounting.

! Petitioner and its subsidiaries reported their
consolidated inconme on a 52- to 53-week basis; the fiscal year of
the affiliated group ended in June.
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Petitioner did not directly own any inventory. As of June 26,
1993, the accunmul ated LIFO reserves of the affiliated group were
$5, 077,808 (pre-S-election LIFO reserves).
From January 29, 1970 (the date of incorporation), until June
27, 1993, petitioner was a C corporation. As of June 27, 1993, the

equity and voting interests in petitioner were held as foll ows:

Shar ehol der Omership | nterest Voting | nterest
Lut her Coggin 55. 0% 78%
Harol d O St een 22.5 11
Howard O St een 22.5 11

Lut her Coggin was petitioner’s president and chi ef executive
officer; Harold and Howard O Steen (collectively, the O Steens)
were vice presidents of petitioner. M. Coggin and the O Steens
were also the three directors of petitioner. The O Steens did not
assunme an active managerial role in petitioner’s operations.

On January 2, 1996, the O Steens sold their stock interests in
petitioner for $30, 025,000 pursuant to a redenption and purchase
agr eenent .

Coqgi n Ponti ac- GVC

Coggi n Pontiac-GVC began its operations in 1968; initially,
its operations were conducted through Coggin Pontiac, Inc. Before
June 21, 1993, Coggin Pontiac, Inc., owned the assets of its

deal ershi p, including the franchise rights.



Coqgi n Honda

Coggi n Honda began its operations in 1982; initially, its
oper ati ons were conducted t hrough Coggi n Pontiac, Inc. Before June
21, 1993, Coggin Pontiac, Inc., owned the assets of its deal ership,
i ncludi ng the franchise rights.

Coggi n N ssan

Petitioner acquired Coggin Nissan in 1976; initially, its
operations were conducted through Coggin Ni ssan, Inc. Fromits
inceptionuntil July 8, 1987, Coggin N ssan, Inc., owned the assets
of its deal ership, including the franchise rights.

On or about July 9, 1987, M chael Andrews, the then-acting
general manager of the dealership, acquired a 5-percent stock
interest in Coggin Nissan, Inc., for $99, 442. Bet ween 1990 and
1997, Todd Seth was the general manager of Coggin N ssan. On or
about April 1, 1992, M. Seth acquired a 5-percent stock interest
in Coggin Nissan, Inc., for $118,581. The prices paid by Messrs.
Andrews and Seth for their respective interests were determ ned by
reference to the corporation’s book value (with little or no val ue
being assigned to the franchise rights), as reflected on the

General Mtors Operating Report (GVOR).?2

2 The General Modtors Operating Report is a report
customarily used by General Mtors and ot her autonotive deal ers
that provides a uniform nethod of determ ning certain financial
information for a deal ership, including book value for the
deal er shi p.



Coqgi n Acura

Coggin Acura began its operations in 1986; initially, its
operations were conducted through Coggin Inports, Inc. At al
relevant tines, Jack Hanania was the general nmanager of the
deal er shi p. From its inception until April 30, 1991, Coggin
| nports, Inc. (a subsidiary of petitioner), owned the assets of the
deal ershi p, including the franchise rights.

On or about May 1, 1991, M. Hanania acquired a 20-percent
interest in Coggin Inports, Inc., for $35,000. The price paid by
M. Hanania for his interest was determned by reference to the
corporation’s book value (wwith little or no val ue bei ng assigned to
the franchise rights), as reflected on the GVOR

Coqgi n Mot or Ml

Petitioner acquired Coggin Mdtor Mall in 1982; initially its
operations were conducted through Coggin-O Steen Mtors, Inc.
Since 1990, the general manager of the deal ership has been Robert
Car acel | 0. M. Andrews was the director of operations for the
deal ership from 1993 through 1997. Since 1982, Coggin-O Steen
Motors, Inc., has owned the assets of the deal ership, includingthe
franchi se rights.

On or about April 1, 1988, M. Caracell o acquired 750 shares

of stock in Coggin-O Steen Motors, Inc.; he subsequently sold 250
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of these shares to petitioner for $132,915. Immediately after this
sale, M. Caracello held a 5-percent interest in Coggin-QO Steen
Mot ors, Inc.

Coqgi n- Andr ews Honda

Coggi n- Andrews Honda (f.k.a. Coggi n-O Steen Honda) began its
operations around Decenber 1984. From 1985 until 1990, Coggin-
O Steen Inports, Inc. (lnports), owned Coggin-Andrews Honda.
Petitioner owned an 80-percent interest in Inports; the remaining
20 percent was owned by M. Andrews.

In 1989, petitioner agreed to sell the Honda deal ership to a
group of investors. Because of a lack of financing, the dea
col | apsed.

M. Andrews wanted to be the sole owner of the Honda
deal ership. He was upset upon learning that petitioner had agreed
to sell the dealership wthout his consent. Thereafter, he
intensified his efforts to i ncrease his percentage of ownership in
| nports and eventually be the sole owner of the Honda deal ership.

In 1990, M. Andrews began negotiations with M. Coggin
regardi ng the acquisition of all the stock of Inports. Utimtely,
it was agreed that M. Coggin would i medi ately sell M. Andrews an
addi tional 30-percent interest in Inports and give himthe option
to purchase the entire Honda deal ership (including the franchise

rights) after 10 years.
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In order to facilitate M. Andrews’ eventual sol e ownership of
the deal ership, as well as to provide M. Andrews i mrediately with
sone degree of control over the dealership’ s assets, M. Andrews’
attorney, Charles Egerton recommended that the deal ership’ s assets
be held by a limted partnership. M. Egerton advised M. Andrews
that operating the dealership through a limted partnership would
afford M. Andrews the foll ow ng advantages: (1) Limted liability
protection; (2) the ability to make di sproportionate distributions;
(3) a single level of taxation; (4) a |lower Federal tax rate; (5)
the ability to avoid Florida’s State i ncone tax on his distributive
share of profits; and (6) the ability to exercise greater control
over the potential sale or |liquidation of partnership assets. M.
Coggin agreed to have the dealership’s assets held by a |limted
part nershi p.

Coqgi n- Andr ews Partnership

On Decenber 14, 1990, Inports entered into an agreenment with
Andrews Autonotive Corp. (Andrews Autonotive), an S corporation
solely owned by M. Andrews, to form the Coggi n-Andrews
part nershi p. The partnership was created through a series of
related transactions. First, M. Andrews redeened all of his stock
in Inports, receiving in exchange a prom ssory note in the anmount
of $573,207 (the note). (Imediately prior thereto, and in
contenplation of the redenption, Inports made a $1, 750,000

distribution to petitioner.) Then, M. Andrews contributed both
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the note and $107,000 in cash to Andrews Autonotive. Fi nal |y,
Andrews Autonotive contributed the note and the $107,000, while
| nports contributed the assets of Coggin Andrews Honda (val ued at
approxi mately $680,000), to the partnership, each receiving in
exchange a 50-percent interest in the partnership.

Under the terns of the Coggin-Andrews partnership agreenent
(the partnership agreenent), I mports was designated the
partnershi p’s managi ng partner.

The 1993 Restructuring Transactions

Petitioner’s board of directors determ ned that because (1)
the general managers wanted to own a direct interest in, and
participate in, the profits of a stand-alone partnership
deal ership, and (2) M. Coggin wanted (as part of a succession plan
and to provide liquidity to cover estate taxes) an effective way in
which the general nmanagers could buy him out, it would be
advant ageous to change the structure of petitioner from a C
corporation to an S corporation and to operate the deal erships
through partnerships simlar to the Coggi n-Andrews partnership.
Consequently, during the latter part of May 1993, the board adopted
a plan to <change petitioner’s structure and that of the
subsidiaries pursuant to a series of transactions (the 1993
restructuring), as outlined in a “tal ki ng points paper” prepared by

KPMS Peat Marwi ck ( KPMG) .



- 11 -

Perm ssion fromthe autonobil e manufacturers associated with

t he particul ar deal ershi ps had to be obtai ned before there could be
a change in the ownership structure of the dealerships.
Consequently, on or around May 27, 1993, petitioner sent lettersto
each of the autonobil e manufacturers notifying themof the proposed
changes and requested their approval. Each letter stated, in part:

After serious consideration of the present and

future tax laws, the shareholders * * * are in the
process of formng a Florida |[imted partnership * * *

* * * * * * *

It is our objective to conplete the transfer of

* * * [the deal ership] operation to * * * [the newy

formed partnership] on or before June 21, 1993.

Conpl etion of the transfer by that date is critical to us

for tax reasons.

Each autonobi |l e manufacturer approved the ownershi p change.

The first step of the 1993 restructuring was the establ i shnent
of six new corporations. On May 27, 1993, articles of
i ncorporation were filed for CP-GVC Motor Corp., CH Mdtor Corp., CN
Mot or Corp., CA Motor Corp., CO Mdtor Corp., and CFP Mtor Corp.
(collectively, the newy formed S corporations), and each
corporation elected S corporation status, effective May 27, 1993.
The corporations were i ncorporated for the purpose of bei ng general

partners in I|limted partnerships that would operate the

deal er shi ps. M. Coggin and the O Steens were the sole
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shar ehol ders of the newly fornmed S corporations during all rel evant
periods, each hol ding the sane proportion of ownershipinterests in
the newwy fornmed S corporations as they held in petitioner.

The second step of the 1993 restructuring was to create
Florida |imted partnerships. Cont enporaneously wth the
establ i shnment of the S corporations, petitioner’s subsidiaries, the
S corporations, and several of the deal erships’ general nmanagers
entered into limted partnership arrangenents (collectively, the

limted partnerships), as follows:

Name of Partnership General Partner Limted Partner

CP-GVC Motors, Ltd. CP- GMC Mpt or Cor p. Coggi n Pontiac, Inc.

CH Motors, Ltd. CH Mot or Cor p. Coggi n Pontiac, Inc.

CN Motors, Ltd. CN Mot or Cor p. Coggi n Ni ssan, Inc.

CA Motors, Ltd. CA Mot or Cor p. Coggin I nports, Inc.

CFP Motors, Ltd. CFP Mot or Cor p. Coggi n-O Steen Mtors, Inc.
CO Mbtors, Ltd. CO Mot or Cor p. Coggi n-O Steen Mtors, Inc.

Each general partner held a 1-percent interest in the limted
partnership; each limted partner held a 99-percent interest.

The third step of the 1993 restructuring involved the
redenption of Messrs. Andrews’, Seth’s, Hanania' s, and Caracell o’ s
stock interests. On or about May 31, 1993, Coggin N ssan, Inc.,
redeemed Messrs. Andrews’ and Seth’s stock interests for $143,575
each. This anmount was paid in the formof prom ssory notes nade by
Coggin Nissan, Inc. Petitioner paid a portion of the taxes
attributable to the gain generated by the redenption. On the sane
day, Coggin Inports, Inc., redeened M. Hanania s stock interest

for $53,849, and Coggin-O Steen Mdttors, 1Inc., redeemed M.
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Caracell 0o’s stock interest for $222,133. Paynent for these stock
interests was in the formof a promssory note of the respective
redeem ng corporation. Al'l redenptions were based on the book
val ues of the deal erships as reflected on the GVOR

Next, on June 21, 1993, each of the newy forned S
corporations contributed $9,000 in cash to the limted partnership
in which it was to hold an interest. Sinultaneously, (1) Coggin
Pontiac, Inc., contributed the assets and liabilities of its
Ponti ac deal ership (valued at $5,737,129) to CP-GVC Motors, Ltd.,
(2) Coggin Pontiac, Inc., contributed the assets and liabilities of
its Honda deal ership (val ued at $3,613,421) to CH Motors, Ltd., (3)
Coggin Nissan, Inc., contributed the assets and liabilities of its
Ni ssan deal ership (valued at $1,600,467) to CN Mtors, Ltd., (4)
Coggi n I nports, Inc., contributed the assets and liabilities of its
Acura dealership (valued at $85,989) to CA Mdtors, Ltd., (5)
Coggi n-O Steen Motors, Inc., contributed the assets and liabilities
of its Mercedes Benz/BMWN deal ership (valued at $3,753,962) to CFP
Motors, Ltd., and (6) Coggin-O Steen Inports, Inc., contributedits
general partnership interest in the Coggin-Andrews partnership
(val ued at $669,504) to CO Mdtors, Ltd.

Concurrently, (1) Messrs. Andrews and Seth each contri buted
the $143,575 Coggin N ssan, Inc. note to CN Mtors, Ltd., in
exchange for a 5-percent (total 10 percent) limted partnership

interest, (2) M. Hanania contributed the $53,849 Coggin |Inports,



- 14 -
Inc. note to CA Motors, Ltd., in exchange for a 20-percent limted
partnership interest, and (3) M. Caracello contributed the
$222, 133 Coggi n-O Steen Mtors, Inc. note to CFP Mdtors, Ltd., in
exchange for a 5-percent limted partnership interest. By
Septenber 30, 1993, the aforenenti oned notes were cancel ed.

Each partnershi p agreenent provided that the general partner,
i.e., one of the newy fornmed S corporations, would have control
over the operations of the partnership. Further, each partnership
agreenent provided that the general nmanager/limted partner had to

tender his partnership interest to the partnership in the event he

left.

| medi ately followng the transfers of assets to the
partnerships, the subsidiaries were |iquidated. As a result,
petitioner obtained the subsidiaries’ l[imted partnership
i nterests.

On or about August 27, 1993, petitioner elected S corporation
status, effective June 27, 1993. At the tine of the election, no
changes were nade to petitioner’s capital structure or to the
ownership interests in its stock

Subsequent Transacti ons

On Novenber 1, 1993, M. Hanania acquired an additional 20-
percent limted partnership interest in CA Mtors, Ltd., for
$179, 707. Subsequently, he purchased another 10-percent limted

partnership interest for $101,103. Utimately, on July 1, 1996,
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petitioner and M. Hanania entered into an agreenment whereby M.
Hanani a was given the right to acquire the Acura deal ership over 7
years. As part of the agreenent, M. Hanania had the option to
obtain the franchise rights of the dealership for an additional
$700, 000.

In 1998, petitioner sold its 50-percent interest in the
partnership to M. Hanania for $2,397,500. M. Hanania borrowed
the entire purchase price frompetitioner, securing his loan with
his shares of stock in his solely owned corporation.

On Cctober 1, 1994, M. Seth purchased M. Andrews’ 5-percent
[imted partnership interest in CN Motors, Ltd., for $201, 138.

On January 1, 1996, CN Mdtor Corp., CO Mdtor Corp., CH Mtor
Corp., CA Motor Corp., and CFP Motor Corp. nerged i nto CP- GMC Mot or
Cor p. Si mul taneously therewith, CP-GMC Mdtor Corp. changed its
name to CF Mtor Corp. As of that date, M. Coggin was the
maj ority sharehol der (75 percent) of CF Motor Corp. Mst of the
ot her 16 sharehol ders were key enployees of petitioner; none of
t hese enpl oyees had an ownership i nterest greater than 4.5 percent.

In 1997, petitioner agreed to sell the stock of CF Mdtor
Corp., as well as the assets of the dealerships, to Asbury
Autonotive of Jacksonville, L.P. (Asbury). As part of the
acquisition, petitioner agreed to sell to Asbury its 50-percent

interest in the Coggi n-Andrews partnership. M. Andrews objected
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to selling the dealership and filed a | ansuit seeking to bl ock the
proposed sale. Settlenent negotiations followed, and ultinmtely,
M. Andrews agreed to sell his 50-percent interest in the Coggin-
Andrews partnership to petitioner and Asbury for approximately $7.3
mllion.

Noti ces of Deficiency

In two notices of deficiency® (one regarding tax year ended
June 26, 1993, and the other regarding tax years ended Decenber 31,
1993, 1994, and 1995), respondent determ ned that pursuant to
section 1363(d), petitioner’s conversion to an S corporation
triggered the inclusion of the affiliated group’s pre-S election
LIFO reserves (%$5,077,808) into petitioner’s gross incone.
Respondent’s primary position was that the 1993 restructuring
shoul d be di sregarded because it had no tax-independent purpose.
Alternatively, respondent nmintained that under the aggregate
approach of partnerships a pro rata share ($4, 792,372) of the pre-S

el ection LIFOreserves was attributable to petitioner. Respondent

8 Before the issuance of the notices of deficiency,
respondent’s National Ofice issued a technical advice
menor andum Tech. Adv. Mem 97-16-003 (Sept. 30, 1996), which
concl uded that petitioner would be subject to LIFO recapture
pursuant to sec. 1363(d) as a consequence of a change in its and
its subsidiaries’ structure.

Techni cal advi ce nenoranduns are not binding on us. W
mention the issuance of the technical advice nmenorandum sol ely
for the sake of conpl eteness.
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concluded that under either theory, there was an increase in
petitioner’s tax liability, payable in four equal annua
instal |l ments. *
OPI NI ON
Use of LIFO vis-a-vis FIFO often allows a taxpayer the
benefit of 1incone deferral, particularly in periods of rising
inventory costs and stable or growi ng i nventory stock. The anount
of cunul ative incone deferral obtained through the use of the LIFO
met hod of accounting is represented in a taxpayer’s LIFO reserve.
Section 1363(d) mandates recapture of the LIFO reserve upon
t he conversion of a Ccorporation to an S corporation. In rel evant
part, section 1363(d) provides:
SEC. 1363(d). Recapture of LIFO Benefits.--
(1) I'n general.—1f—-
(A) an S corporation was a C corporation
for the last taxable year before the first
taxable year for which the election under
section 1362(a) was effective, and
(B) the corporation inventoried goods
under the LIFO nethod for such |ast taxable
year,
t he LI FO recapture anmount shall be included in the gross
i ncone of the corporation for such | ast taxabl e year (and
appropriate adjustnents to the basis of the inventory

shal|l be made to take i nto account the anount included in
gross incone under this paragraph).

4 Pursuant to respondent’s alternative position, the tax

deficiency for the 4 taxable years under consideration is
$408, 300.



(3) LIFO recapture amount.— For purposes of this
subsection, the term “LI FO recapture anmunt” neans the
anmount (if any) by whi ch—-

(A the i nventory anmount of t he
inventory asset under the first-in, first-out

met hod aut hori zed by section 471, exceeds

(B) the inventory anount of such assets
under the LIFO net hod.

Any increase in tax resulting from the application of section
1363(d) is required to be paid in four equal install nments begi nning
in the last taxable year for which the corporation was a C
corporation. See sec. 1363(d)(2).

In enacting section 1363(d), Congress was concerned that a
corporation maintaining its inventory under LIFO m ght circunvent
the built-in gain rules of section 1374 to the extent the
corporation did not liquidate its LIFO layers during the 10 years

following its conversion froma C corporationto an S corporation.?®

> H Rept. 100-391 (Vol. I1), at 1098 (1987), in relevant
part, states:

The commttee is concerned that taxpayers
using the LIFO nethod may avoid the built-in
gain rules of section 1374. It believes that
LI FO net hod taxpayers, which have enjoyed the
deferral benefits of the LIFO nethod during
their status as a C corporation, should not
be treated nore favorably than their FIFO
(first-in, first-out) counterparts. To
elimnate this potential disparity in
treatnment, the conmttee believes it is
appropriate to require a LIFO taxpayer to
recapture the benefits of using the LIFO

met hod in the year of conversion to S status.
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Respondent, relying on Frank Lyon Co. v. United States, 435

US 561, 583-584 (1978), takes the position that the 1993
restructuring “was not i nbued with tax-independent considerations,
but was instead shaped solely by tax-avoi dance features that have
meani ngl ess | abel s attached.” 1In this regard, respondent posits:
“The 1993 restructuring was conceived and executed for the
princi pal purpose of pernmanently escaping corporate | evel taxes on
the LIFO reserves built into the LIFO inventories of petitioner’s
former consolidated subsidiaries.”

Petitioner disputes respondent’s assertion, maintaining that
the 1993 restructuring occurred in order to achi eve tax-i ndependent
econom ¢ and/ or busi ness desires of both M. Coggi n and t he gener al
manager s. W agree with petitioner. The record reveal s: (1D
General managers were vital to the successful operation of the
aut onobi |l e deal erships; (2) providing incentives to attract and
retain quality general managers was essential in the success of the
aut onobi | e deal ershi ps; (3) operating the autonobil e deal erships in
stand-alone partnership form afforded the general nmanagers
flexibility greater than that offered by operating the deal ershi ps
in corporate form and (4) M. Coggin and the general managers
never di scussed recapture of the LIFO reserves.

It is axiomatic that (1) tax considerations may play a
legitimate role in shaping a business transaction, and (2) tax

pl anning does not necessarily transform an event otherw se
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nont axable into one that is taxable. Here, M. Coggin sought the
advi ce of tax professional s—-both accountants and tax attorneys.
The |l egal opinion rendered by the law firmthat M. Coggi n engaged
did not address LIFO recapture. The tal king points paper prepared
by KPMG set forth the potential risk of LIFO recapture, as well as
a calculation of the potential tax liability, if section 1363(d)
applied. Specifically, the docunent stated:

LI FO i nventory shoul d not be recaptured on conversion of

COC [Coggin-O Steen Investnent Corp.] from a C

corporation to an S corporation since COC does not

inventory any goods under the LIFO nethod for its |ast

tax year as a C corporation (I.R C section 1363(d))

(sone degree of IRS risk which is being reviewed by our
Washi ngton National Tax practice).

But notably, the paper did not address the tax benefits of avoi di ng
the LI FO recapture.

To concl ude this aspect of our opinion, we find that the 1993
restructuring was: (1) A genuine multiple-party transaction with
econom ¢ substance; (2) conpell ed by business realties, inbued with
t ax- i ndependent considerations; and (3) not shaped solely by tax

avoi dance features. Cf. Frank Lyon Co. v. United States, supra.

Consequently, we reject respondent’s primary position that there
was no t ax-i ndependent busi ness purpose for the 1993 restructuring.
We now turn our attention to respondent’s alternative position.
For tax purposes, a partnership nay be viewed either (1) as an
aggregation of its partners, each of whomdirectly owns an i nterest

in the partnership s assets and operations, or (2) as a separate
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entity, in which separate interests are owned by each of the
partners. Subchapter K of the Internal Revenue Code (Partners and
Partnershi ps) blends both approaches. In certain areas, the
aggregate approach predonm nates. See sec. 701 (Partners, Not
Partnership, Subject to Tax), sec. 702 (Inconme and Credits of
Partner). |In other areas, the entity approach predom nates. See
sec. 742 (Basis of Transferee Partner’s Interest), sec. 743
(Optional Adjustnent to Basis of Partnership Property). CQutside of
subchapter K, whether the aggregate or the entity approach is to be
appl i ed depends upon whi ch approach nore appropriately serves the

Code provision at issue. See Holiday Village Shopping Cir. V.

United States, 773 F.2d 276, 279 (Fed. Gr. 1985); Casel V.

Conmm ssioner, 79 T.C. 424, 433 (1982); Conf. Rept. 2543, 83d Cong.,

2d Sess. 59 (1954).

Respondent argues that the legislative intent underlying the
enactnment of section 1363(d) requires the application of the
aggregate theory. Respondent asserts that Congress enacted section
1363(d) in order to ensure that the corporate | evel of taxation be
preserved on built-in gain assets (such as LIFOreserves) that fal
outside the anmbit of section 1374. In this regard, respondent
contends that failure to apply the aggregate theory to section
1363(d) would allow the gain deferred under the LIFO nethod to
conpletely escape the corporate level of taxation upon a C

corporation’s el ection of S corporation status and woul d evi scerate
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Congress’ supersession of General Uils. & Operating Co. V.

Hel vering, 296 U.S. 200 (1935).

Petitioner maintains that although there are no cases that
apply the aggregate or entity approach to inventory itens, the
focus wth respect to accounting for inventory is done at the
partnership level. In essence, petitioner asserts that the LIFO
recapture amount under section 1363(d) is a conponent of a
partnership’'s taxable inconme that nust be conputed at the
partnership level. Petitioner posits that it would be i ncongruent
totreat the calculation of the LIFOrecapture anount as an item of
incone under the entity approach while applying the aggregate
approach to attribute the ownership of inventory to the partners.
Mor eover, petitioner argues that section 1363(d)(4) (D) operates to
prevent the inventory of one nenber of an affiliated group from
being attributed to another nenber.

To summarize the parties’ positions: respondent nmaintains
that for purposes of section 1363(d), each of the limted
partnerships (i.e., CP-GMC Mtors, Ltd., CH Mdtors, Ltd., OCN
Motors, Ltd., CA Mdtors, Ltd., CFP Mtors, Ltd., and CO Mtors,
Ltd.) should be viewed as an aggregation of its partners, and
consequently, petitioner, as a limted partner in each of the
partnerships, is deened to ow a pro rata share of each
partnership’s inventory of autonmobiles and light trucks.

Conversely, petitioner mintains that each of the Ilimted
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partnerships should be viewed as a separate entity, and
consequently, none of any limted partnership’s inventory or LIFO
reserve i s deened to be owned by petitioner or the other partners.
We agree with respondent’s position for the foll ow ng reasons.
In 1986, Congress enacted the Tax Reform Act of 1986 (TRA)
Pub. L. 99-514, secs. 631-633, 100 Stat. 2085, 2269-2282, which did

away wWith the General Uilities doctrine. (Under the Genera

Utilities doctrine, corporations generally had not been taxed on
the distribution of assets whose fair nmarket val ues exceeded their

tax bases. See Estate of Davis v. Comm ssioner, 110 T.C. 530, 548

n.13 (1998).) In TRA section 632(a), section 1374 (Tax | nposed on
Certain Built-In Gains) was anended to prevent the potenti al
circunvention of the corporate |l evel of tax on the distribution of
appreciated (built-in gain) assets by a forner C corporation that
held such assets at the time of its conversion to an S

corporation.® See Rondy, Inc. v. Conm ssioner, T.C. Menp. 1995-372

(“the original purpose of section 1374 was to support Congress’

repeal of the General Utilities doctrine”); H Conf. Rept. 99-841

(Vol. 11), at 11-198 to I1-199, 11-203 (1986), 1986-3 C. B. (Vol
4), 1, 198-199, 203.
It becanme apparent that the goal of section 1374 was not bei ng

achieved with respect to fornmer C corporations that used the LIFO

6 In general, sec. 1374 requires an S corporation to pay
a corporate-|level tax on any net recognized built-in gains
recogni zed within 10 years following the effective date of the S
el ecti on.
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met hod of accounting because a taxpayer that experienced rising
acquisition costs would seldom if ever, experience a decrenent of
its LIFO reserves.’ Congress thus recognized that the deferred
built-in gain resulting from using the LIFO nmethod m ght escape
taxation at the corporate level. In light of this potential for
abuse, section 1363(d) was enacted. See H Rept. 100-391 (Vol
1), at 1098 (1987).

After considering the legislative histories of sections 1374
and 1363(d), we conclude that the application of the aggregate
approach (as opposed to the entity approach) of partnerships in
this case better serves Congress’ intent. By enacting sections
1374 and 1363(d), Congress evinced an intent to prevent
corporations fromavoiding a second |l evel of taxation on built-in
gain assets by converting to S corporations. Application of the
aggregat e approach to section 1363(d) is consistent with Congress’
rationale for enacting this section and operates to prevent a
corporate taxpayer from using the LIFO nethod of accounting to
permanently avoid gain recognition on appreciated assets. I n
contrast, applying the entity approach to section 1363(d) would
potentially allow a corporate partner to permanently avoid paying

a second level of tax on appreciated property by encouraging

! See, e.g., Staff of Joint Committee on Taxati on,
Description of Possible Options to Increase Revenues 189 (J.
Comm Print 1987) (“[section 1374] may be ineffective in the case
of a LIFO inventory, since a taxpayer experiencing constant
grow h may never be required to invade LIFO inventory |ayers”).
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transfers of inventory between related entities.® This result
clearly would be inconsistent with the legislative history of
sections 1363(d) and 1374 and the supersession of the Genera
Uilities doctrine.
Courts have, in sone instances, used the aggregate approach
for purposes of appl yi ng nonsubchapter K provisions. For instance,

in Casel v. Commssioner, 79 T.C at 433, we upheld the

Comm ssioner’s use of the aggregate approach for purposes of
applying section 267 (disallowance of [|osses between related

parties). In Holiday Village Shopping &r. v. United States, 773

F.2d at 279, the Court of Appeals for the Federal Circuit applied
t he aggregate approach for purposes of determ ning the extent of
depreci ation recapture to each shareholder. Simlarly, the Court

of Appeals in Unger v. Conm ssioner, 936 F.2d 1316 (D.C. Cr.

1991), affg. T.C Meno. 1990-15, used the aggregate approach in
determ ning a taxpayer’s permanent establishnment. |n each of these
i nstances, the court analyzed the rel evant | egislative history and
statutory schene in determ ning whether the aggregate or entity
approach was nore appropriate. WMreover, we are mndful that the
aggregate approach is generally applied to various subchapter K

provi sions dealing with inventory and other built-in gain assets

8 Under sec. 704(c) the contributing partner is normally
allocated the “built-in” gain of the asset. However, if there is
no |iquidation of LIFO layers, no gain or |oss would be allocated
to a contributing partner who uses the LI FO nethod. This would
render sec. 704(c) effectively useless in allocating the built-in
gain deferred by the LIFO nethod of accounti ng.



- 26 -
(i.e., receivables). See, e.g., secs. 704(c), 731, 734(b), 743(b),
751.
W recognize that in several instances courts have found the
entity approach better than the aggregate approach. For exanple,

in P.D.B. Sports, Ltd. v. Conm ssioner, 109 T.C 423 (1997), this

Court used the entity approach for purposes of applying section

1056. Simlarly, in Madison Gas & Elec. Co. v. Conm ssioner, 72

T.C. 521, 564 (1979), affd. 633 F.2d 512 (7th G r. 1980), this
Court and the Court of Appeals for the Seventh G rcuit applied the
entity approach in determ ning whet her expenses were ordinary and

necessary under section 162. Likewise, in Brown Goup, Inc. &

Subs. v. Conm ssioner, 77 F.3d 217 (8th Cr. 1996), revg. 104 T.C

105 (1995), the Court of Appeals for the Eighth Crcuit concl uded
that the entity approach, rather than the aggregate approach,
shoul d be used in characterizing inconme (subpart F incone) earned
by the partnership. W do not believe the holdings in those cases
to be dispositive here. The outcones in those cases were based
upon the specific legislative histories and statutory schenes of
the respective Code provisions at issue. Each court viewed the
respective statute in the context in which it was enacted and
concluded that the entity approach was nore appropriate than the
aggregat e approach to carry out Congress’ intent. Here, as stated,
both the legislative history and the statutory schene of section
1363(d) mandate the application of the aggregate approach.

Finally, we do not believe that section 1363(d)(4) (D) operates
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to prevent the attribution of the dealership’s LIFO reserves to
petitioner. Section 1363(d)(4)(D) provides:
(D) Not treated as nenber of affiliated group.—

Except as provided in regulations, the corporation

referred to in * * * [section 1363(d)(1)] shall not be

treated as a nenber of an affiliated group with respect

to the anount included in gross incone * * *

Sinply stated, section 1363(d)(4)(D) requires that a nenber of an
affiliated group that elects to be an S corporation be treated as
an independent entity for purposes of determ ning the anount
included in gross incone. Section 1363(d)(4)(D) requires only a
converting nenber of the affiliated group (rather than each nenber
of the affiliated group) to be responsible for the tax inposed on
the recapture of the corporation’s LIFO reserves. See S. Rept.
100- 445, at 438 (1988). Section 1363(d)(4)(D) does not prohibit
attribution of the inventory and LIFO reserves to petitioner in
this case.

To conclude, we hold that the aggregate approach (as opposed
to the entity approach) better serves the underlying purpose and
scope of section 1363(d) in the circunstances of this case.
Consequently, petitioner is deenmed to own a pro rata share
(%4, 792,372) of the deal erships’ inventories. Accordingly, we hold
that upon its election of S corporation status, petitioner was
required to include in its gross incone its ratable share of the
LI FO recapt ure anount.

I n reachi ng our concl usi ons, we have consi dered carefully al

argunents nade by the parties for a result contrary to that
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expressed herein, and to the extent not discussed above, we find
themto be wthout nerit.

The deficiencies set forth in the notices of deficiency are
based on petitioner’s failure to recapture its LIFO reserves of
$5,077,808 into its incone. Based on our holding that $4, 792, 372,
rat her than $5,077,808, of the deal erships’ pre-S election LIFO
reserves nust be included in petitioner’s incone, the tax
deficiency is $408,300 (rather than $432,619), pursuant to
respondent’s alternative position, for each of the years under

consi deration. Accordingly,

Deci sion will be

entered for respondent

in the reduced anpunts

for the years under

consi der ati on.




