



DEPARTMENT OF THE TREASURY

INTERNAL REVENUE SERVICE

WASHINGTON, D.C. 20224

Large and Mid-Size 

Business Division                                                            August 20, 2004
MEMORANDUM FOR LARGE AND MID-SIZE BUSINESS DIRECTORS AND 
                                    MANAGERS
FROM: 
                   Bobby E. Scott /s/ Bobby E. Scott


                   Industry Director



                   Natural Resources and Construction

SUBJECT:                   LMSB Alert – Emerging Issue on Look Back Interest for 
                                    Construction Industry     

This memorandum provides information regarding noncompliance of look-back interest under IRC § 460.

Due to the significance and impact of this issue, Natural Resources and Construction industry has designated this an Emerging Issue and has formed an Emerging Issue Team to develop guidance to assist LMSB personnel in identifying and developing the related issues.  The goal of the Team will be to look at the Look Back Interest Issue administratively and determine the need for regulatory changes.  More information will be forthcoming as the Emerging Issue Team develops this guidance.

In the year of completion, IRC § 460 requires income from certain long-term contracts accounted for under the percentage-of-completion method to be “hypothetically” reallocated among the prior taxable years on the basis of actual instead of estimated contract price and costs.  Look-back interest is computed on the “hypothetical” underpayment or overpayment of tax that results from this reallocation of income.

Form 8697, Interest Computation Under the Look-Back Method for Completed Long-Term Contracts, is used to compute and report look-back interest due or to be refunded.  For each filing year, the taxpayer will either owe look-back interest or be entitled to a refund as the “net” result of computing look-back interest on one or more prior years. Thus, a current filing year may contain both hypothetical overpayments and underpayments for prior years but the net result determines whether look-back interest is owed by the taxpayer or should be refunded.
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The taxpayer will file look-back interest one of two ways depending on whether look-back interest is owed or look-back interest is to be received.

1. Look-back Interest Owed by the Taxpayer.  The Form 8697 is attached to and filed with the taxpayer’s income tax return, thus part of the Master File account. These forms are processed as integral parts of the return.  
2. Look-back Interest Due to the Taxpayer.  The Form 8697 is filed separately from the tax return and is treated as a manual refund on the Non-Master File account.  The taxpayer files with the Cincinnati campus for BMF or the Philadelphia campus for IMF. 
Due to the complexity in tax law along with inconsistent filing procedures, the taxpayers either compute the look-back incorrectly or fail to compute the look-back interest when required.  Some of the common errors include:

1. Improperly computing interest from the Net Operating Loss (NOL) carry back year rather than the NOL generating year.

2. Improperly changing the interest rate quarterly rather than keeping it the same for the entire annual period.

3. Improperly computing look-back interest at the entity level of a flow-through entity (1065, 1120S) when it is required to be computed at the owner level.

4. Forms 8697 refunds are improperly attached to the tax return reducing the current year’s tax liability.  Forms 8697 refunds must be filed separately from the income tax return.

5. The cumulative changes to look-back taxable income and look-back tax liability for each re-determination year are not being properly reported on the Form 8697.
Additional information regarding look-back interest can be found on the LMSB Construction Website http://lmsb.irs.gov/hq/pftg/construction/index.asp under the Training, Tools, and Resource Materials section.  

Field personnel identifying this issue should contact Jeanne Wierman, LMSB PFTG Construction Technical Advisor, at 843-414-1432.
Cc:    Bill Conlon, Director of Reporting Compliance, SB/SE 
         Ronnie L. Desbrow, Area Director, Appeals
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