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Coggin Automotive Corp. v. Commissioner, 115 T. C. 349 (2000)

The aggregate approach should be applied to partnerships for LIFO recapture under
section  1363(d)  upon conversion  from a  C to  an  S  corporation  to  prevent  tax
avoidance.

Summary

In Coggin Automotive Corp. v. Commissioner, the Tax Court held that the aggregate
approach should be used to determine LIFO recapture under section 1363(d) when a
C corporation converts to an S corporation and transfers inventory to partnerships.
Coggin, a holding company, restructured its subsidiaries into partnerships before
electing S status to avoid LIFO recapture. The IRS argued that the restructuring
should be disregarded or that the aggregate approach should apply,  attributing
inventory to Coggin. The court rejected the IRS’s primary position but upheld the
aggregate approach, ruling that Coggin must include its pro rata share of the LIFO
reserves in income upon conversion.

Facts

Coggin Automotive Corp. , a Florida-based holding company, owned over 80% of five
subsidiaries operating automobile dealerships.  These subsidiaries used the LIFO
method  for  inventory  accounting.  In  1993,  Coggin  restructured,  converting  its
subsidiaries  into  limited  partnerships  and  electing  S  corporation  status.  This
restructuring allowed general managers to acquire partnership interests and aimed
to  provide  Coggin’s  owner  with  liquidity  for  estate  planning.  The  IRS  issued
deficiency notices, asserting that Coggin must recapture its LIFO reserves upon
conversion to an S corporation under section 1363(d).

Procedural History

The IRS issued deficiency notices to Coggin for tax years 1993-1995, asserting that
Coggin’s conversion to an S corporation triggered LIFO recapture. Coggin contested
these deficiencies in the U. S. Tax Court. The IRS argued that the restructuring
lacked a business purpose or, alternatively, that the aggregate approach should
apply.  The  Tax  Court  rejected  the  IRS’s  primary  argument  but  upheld  the
application of the aggregate approach, resulting in a reduced deficiency amount.

Issue(s)

1.  Whether  the  1993  restructuring  of  Coggin  and  its  subsidiaries  should  be
disregarded due to a lack of tax-independent business purpose.
2. Whether the aggregate or entity approach should be applied to determine LIFO
recapture under section 1363(d) when inventory is held by partnerships.

Holding
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1.  No,  because  the  restructuring  was  a  genuine  transaction  with  economic
substance and was motivated by tax-independent considerations.
2. Yes, because applying the aggregate approach better serves Congress’s intent to
prevent tax avoidance through the use of the LIFO method upon conversion to an S
corporation.

Court’s Reasoning

The court found that the 1993 restructuring was legitimate, driven by business
needs  like  incentivizing  general  managers  and  estate  planning,  not  solely  tax
avoidance. However, the court agreed with the IRS’s alternative argument that the
aggregate approach should apply to section 1363(d). The court reasoned that this
approach  aligns  with  Congress’s  intent  to  prevent  corporations  from  avoiding
corporate-level taxation on built-in gains by converting to S corporations. The court
noted that the LIFO method could allow permanent deferral of gains if the entity
approach were used, contradicting the purpose of sections 1374 and 1363(d). The
court cited legislative history and prior cases applying the aggregate approach to
non-subchapter K provisions. The court also clarified that section 1363(d)(4)(D) does
not prevent attribution of inventory to Coggin, as it only specifies which entity is
responsible for the tax.

Practical Implications

This decision has significant implications for corporations considering conversion to
S status while using the LIFO method. It establishes that the IRS may apply the
aggregate approach to attribute inventory held by partnerships to the converting
corporation for LIFO recapture purposes. This ruling may deter corporations from
using  partnerships  to  avoid  LIFO recapture  upon  conversion.  Tax  practitioners
should  carefully  structure  transactions  and  consider  the  potential  for  LIFO
recapture  when  advising  clients  on  conversions.  The  case  also  highlights  the
importance  of  understanding  the  legislative  intent  behind  tax  provisions  when
determining whether to apply the aggregate or entity approach to partnerships.


