
Part III. Administrative, Procedural, and Miscellaneous

LIFO Recapture

Notice 2003–4

This notice provides information con-
cerning the federal income tax consequences
of a taxpayer’s failure to timely make an
installment payment attributable to the last-
in, first-out (LIFO) recapture requirement
of § 1363(d) of the Internal Revenue Code.

Section 1363(d)(1) provides that a C cor-
poration that accounts for its inventory us-
ing the LIFO method and elects S
corporation status must include a “LIFO re-
capture amount” in gross income for the last
taxable year before its S election becomes
effective. Under § 1363(d)(3), the LIFO re-
capture amount is the excess of the inven-
tory amount of the inventory assets under
the first-in, first-out method over the in-
ventory amount of the assets under the
LIFO method. The inventory amounts are
determined as of the close of the taxable
year prior to the taxable year in which the
taxpayer’s S election becomes effective.

Section 1363(d)(2) requires payment of
the additional tax that is attributable to the
inclusion of the LIFO recapture amount in
gross income in four equal installments. The
first installment payment must be made on
or before the due date of the electing cor-
poration’s last income tax return as a C cor-
poration. An additional installment must be
paid on or before the due date of the cor-
poration’s return for each of the 3 succeed-
ing taxable years. No interest is payable
with regard to any installment payment that
is paid on or before the due date. Due dates
are determined without regard to exten-
sions.

A C corporation that accounts for its in-
ventory using the LIFO method that elects
S status but fails to include a LIFO recap-
ture amount in gross income for the last tax-
able year before its S election becomes
effective may be liable for a 20 percent
accuracy-related penalty pursuant to § 6662.
A corporation that fails to make a LIFO re-
capture installment payment by its required
due date may be liable for a failure to pay
penalty under § 6651.

A corporation that fails to make a LIFO
recapture installment payment by its re-
quired due date is liable for interest un-

der § 6601, which requires payment of
interest on the unpaid amount from the last
date prescribed for payment to the date paid.
When determining interest on underpay-
ments, the “last date prescribed for pay-
ment” is generally ascertained without
regard to any extension of time for pay-
ment or filing. However, under
§ 1363(d)(2)(C), no interest is payable with
regard to a LIFO recapture installment pay-
ment that is paid by its due date.

Failure to pay, or late payment of, a
LIFO recapture installment payment due un-
der § 1363(d) does not cause any remain-
ing unpaid installments to become due
immediately. The authority in § 6159(b)(4)
to alter or modify an installment agree-
ment if the taxpayer fails to timely make
an installment payment is limited to the spe-
cific installment payments described in that
section and does not apply to installment
payments under § 1363(d).

DRAFTING INFORMATION

The principal author of this notice is
Scott Rabinowitz of the Office of the As-
sociate Chief Counsel (Income Tax & Ac-
counting). For further information regarding
this notice, contact Mr. Rabinowitz at (202)
622–4970 (not a toll-free call).

tions concerning the treatment of divi-
dends paid by a 10/50 corporation that
incorporate the guidance set forth in this no-
tice.

II. BACKGROUND

Prior to the Taxpayer Relief Act of 1997
(Public Law 105–34, 111 Stat. 788 (the
1997 Act)), section 904(d)(1)(E) required
a domestic corporation meeting the stock
ownership requirements of section 902(a)
(qualifying shareholder) to compute a sepa-
rate foreign tax credit limitation for divi-
dends received from each 10/50 corporation.
The 1997 Act eliminated the requirement
that the foreign tax credit limitation be com-
puted on the basis of a separate category
(basket) for dividends from each 10/50 cor-
poration, and instead provided that divi-
dends paid by a 10/50 corporation out of
earnings and profits accumulated in post-
2002 taxable years (post-2002 earnings)
generally will be treated as income in a
separate basket based on the separate bas-
ket of the underlying earnings and profits
being distributed (look-through treatment).
Section 904(d)(4). Dividends paid by 10/50
corporations that are not passive foreign in-
vestment companies (PFICs) out of earn-
ings and profits accumulated in taxable
years beginning before January 1, 2003
(pre-2003 taxable years, and pre-2003 earn-
ings), will be assigned to a single 10/50
dividend basket. Dividends paid by each
10/50 corporation that is a PFIC out of pre-
2003 earnings will be assigned to a sepa-
rate 10/50 dividend basket. Sections
904(d)(1)(E) and 904(d)(2)(E)(iv).

The 1997 Act amendments provide look-
through treatment to qualifying sharehold-
ers for dividends paid by a 10/50
corporation in a manner similar to the treat-
ment of dividends paid by a controlled for-
eign corporation (CFC). Dividends paid by
a CFC to a U.S. shareholder (as defined in
section 951(b)) are entitled to look-through
treatment if the distribution is out of earn-
ings and profits accumulated during peri-
ods in which the CFC was a CFC. Sections
904(d)(2)(E)(i) and 904(d)(3). A dividend
paid by a CFC out of earnings accumu-
lated when the CFC was not a CFC but was
a 10/50 corporation is treated as a divi-
dend from a 10/50 corporation. Accord-

1Unless otherwise noted, references to section 904 in this notice are to the Internal Revenue Code of 1986 (Code), as in effect for taxable years beginning after December 31, 2002.
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