
 
 
 

BHPH Cash Flow Issues 
 
BHPH is a very challenging business for all the reasons that make you love to go to work and love to go home at the 
end of the day. One area that many dealers either do not realize or do not fully understand is how Cash Flow is effected 
by operating a BHPH.  
 
Cash vs. Accrual Method of Accounting 
A logical way of thinking about a business is that when you sell inventory, and realize a profit, you get taxed. So sell a 
car/boat/motorcycle, make $1,000 on it and get taxed at that time ($400 assuming a blended 40% tax rate.) But, what 
happens when you sell a vehicle and will be collecting payments in subsequent years? Unfortunately when you sell 
inventory, the revenue code says that you must be on the accrual method of accounting which means that you pay tax on 
the entire amount of the sale, NOT on the cash collected. Therefore when you take a note for the balance, it causes a 
problem. 

 
 
Why can’t you recognize payments when they are 
collected?  
The IRS has ruled that for businesses who sell 
inventory, the only method allowed is Accrual. The 
ÒCash MethodÓ (which would solve this problem) is 
impermissible. Knowing this, I urge anyone operating a 
BHPH or any dealership to look at their tax return and 
see what method ÒCash, Accrual, Other,Ó you are on. It 
is better to fix issues now than to let the IRS fix them 
upon an examination.  
 

Can you resolve this problem with a RFC legally? 
Yes, a related finance company (RFC) is a legitimate fully self sufficient and functioning finance company that happens 
to have a relationship either by ownership or affiliation to your operating company. This RFC can purchase the notes at 
a Fair Market Value Discount and then collect on the notes. The RFC is cash basis and only pays taxes when the 
payments are received. THIS IS NOT JUST AN ACCOUNTING ENTRY YOU MAKE TO SAVE TAXES!  
 
I just started my dealership and sold my first car on BHPH. Do I need a RFC? 
Probably not. Be mindful that the cost of operating a RFC is substantial. You need to weigh the potential savings with 
the cost of overhead. Generally, I find that a RFC makes sense when you are around $1 million in receivables.  
 
Can I set all this up on my own? 
It is strongly advised that you get the advice of skilled and knowledgeable advisors such as CPAs and attorneys and 
have them set this up for you. There are many pitfalls and this article does not begin to address them all. There are some 
significant penalties if setup and operated incorrectly. But if it is done right, there are many benefits as well.  
 
John E. Donaldson, CPA 
Potter & Company, P.A. CPAÕs 
704-926-3300 
 

IRS Circular 230 Disclosure 
To ensure compliance with requirements imposed by the IRS, we inform you that any federal tax advice contained in the 

communication (including any attachments) is not intended or written to be used, and cannot be 
used, for the purpose of (i) avoiding penalties under the Internal Revenue Code or (ii) promoting, marketing, or recommending to 
another party any transaction or matter addressed herein. 

EXAMPLE  
Vehicle Sale Price  $   7,000  
Less: Cost of Vehicle  $  (3,500) 
 Taxable Income  $   3,500  
   
Tax at 40% Blended Rate  $   1,400  
Down Payment Received  $   3,500  
   
Cash Received  $   3,500  
Cash Utilized   $  (4,900) 
 Negative Cash Flow  $  (1,400) 
   


