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Department of the Treasury
Internal Revenue Service2006

Instructions for Schedule
M–3 (Form 1120S)
Net Income (Loss) Reconciliation for S Corporations With Total Assets of $10
Million or More

A corporation filing Schedule M-3 must determined on an overall accrual methodSection references are to the Internal
not file Schedule M-1 of accounting unless both of the followingRevenue Code unless otherwise noted.

apply: (a) the tax return of the corporationContents Page Example 1.
is prepared using an overall cash method. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 1. A.U.S. corporation A owns U.S. of accounting, and (b) no includible entity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 subsidiary Q and foreign subsidiary F. For in the U.S. tax return prepares or is

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 its 2006 tax year, A prepares included in financial statements prepared
consolidated financial statements with Q. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2 on an accrual basis.
and F that report total assets of $12. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2
million. A files a U.S. federal income tax Affect on Schedule L. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2
return with Q (a corporation that hasIndex . . . . . . . . . . . . . . . . . . . . . . . . 41 Total assets shown on Schedule L, line
made a qualified subchapter S subsidiary 15, column (d), must equal the total
election) and reports total assets on assets of the corporation as of the last
Schedule L of $8 million. A’s U.S. tax day of the tax year, and must be theGeneral Instructions group is not required to file Schedule M-3 same total assets reported by the
for the 2006 tax year. corporation in the financial statements, if

2. B.U.S. corporation C owns U.S.Purpose of Form any, used for Schedule M-3. If the
subsidiary D. For its 2006 tax year, CSchedule M-3 Part I asks certain corporation does not prepare financial
prepares consolidated financialquestions about the corporation’s statements, Schedule L must be based
statements with D but C and D filefinancial statements and reconciles on the corporation’s books and records.
separate U.S. federal income tax returns.financial statement net income (loss) for The Schedule L balance sheet may show
The consolidated accrual basis financialthe consolidated financial statement tax-basis balance sheet amounts if the
statements for C and D report total assetsgroup to income (loss) per the income corporation is allowed to use books and
at the end of the taxable year of $12statement for the U.S. tax return. records for Schedule M-3 and the
million after intercompany eliminations. C corporation’s books and records reflect
reports separate company total year-endSchedule M-3 Parts II and III reconcile only tax-basis amounts.
assets on its Schedule L of $7 million. Dfinancial statement net income (loss) for
reports separate company total year-end For purposes of measuring total assetsthe U.S. tax return (per Schedule M-3,
assets on its Schedule L of $6 million. at the end of the year, assets may not bePart I, line 11) to total income (loss) on
Neither C nor D is required to file netted or offset against liabilities. InForm 1120S, page 3, Schedule K, line 18.
Schedule M-3 for the 2006 tax year. addition, total assets may not be reported

as a negative number.Who Must File
Other Issues AffectingSchedule M-3 is effective for any tax year Entity Considerations forending on or after December 31, 2006. Schedule M-3 Filing Schedule M-3For purposes of determining whether a Requirements

corporation with a 52-53-week tax year For purposes of Schedule M-3,If a corporation was required to filemust file Schedule M-3, such references to the classification of an entitySchedule M-3 for the preceding tax yearcorporation’s tax year is deemed to end (for example, as a corporation, abut reports on Schedule L of Form 1120Sor close on the last day of the calendar partnership, or a trust) are references tototal assets at the end of the current taxmonth nearest to the last day of the 52-53 the treatment of the entity for U.S. federalyear of less than $10 million, theweek tax year. (For further guidance on income tax purposes. An entity thatcorporation is not required to file52-53 week tax years, see Regulations generally is disregarded as separate fromSchedule M-3 for the current tax year.section 1.441-2(c)(1).) Any corporation its owner for U.S. federal income taxThe corporation may either (a) filerequired to file Form 1120S, U.S. Income purposes (disregarded entity) must not beSchedule M-3, or (b) file Schedule M-1,Tax Return for an S Corporation, that separately reported on Schedule M-3for the current tax year. However, if thereports on Schedule L of Form 1120S except, if required, on Part I, line 7. Oncorporation chooses to file Schedule M-1total assets at the end of the corporation’s Schedule M-3, Parts II and III, any item offor the current tax year, and for atax year that equal or exceed $10 million income, gain, loss, deduction, or credit ofsubsequent tax year the corporation ismust complete and file Schedule M-3 in a disregarded entity must be reported asrequired to file Schedule M-3, thelieu of Schedule M-1, Reconciliation of an item of its owner. In particular, thecorporation must complete Schedule M-3Income (Loss) per Books With Income income or loss of a disregarded entityin its entirety (Part I and all columns in(Loss) per Return. A U.S. corporation must not be reported on Part II, lines 7, 8,Parts II and III) for that subsequent taxfiling Form 1120S that is not required to or 9 as a separate partnership or otheryear.file Schedule M-3 may voluntarily file pass-through. The financial statement
Schedule M-3 in place of Schedule M-1. For purposes of determining for income or loss of a disregarded entity is
A corporation filing Schedule M-3 must Schedule M-3 whether the corporation included on Part I, line 7, if and only if its
check the box on Form 1120S, page 1, has total assets at the end of the current financial statement income or loss is
item H, indicating that Schedule M-3 is tax year of $10 million or more, the included on Part I, line 11, but not on Part
attached (whether required or voluntary). corporation’s total assets must be I, line 4.
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This section also applies to Qualified entity or organization type, (5) the state or Line 1. Questions Regarding the
Subchapter S Subsidiaries (QSubs). country in which it is organized, (6) the Type of Income Statement
Since a QSub is a disregarded entity, for date on which it first became a reportable Prepared
purposes of Schedule M-3, Schedule L entity partner on or after June 30, 2006, For Schedule M-3, Part I, lines 1 throughand the tax return in general, the (7) the date with respect to which it is 11, use only the financial statements ofsubsidiary is deemed to have liquidated reporting a change in its ownership the U.S. corporation filing the U.S. federalinto the parent S corporation. As such, all interest in the partnership, if applicable, income tax return. If no financialQSubs are treated as divisions of the S (8) the interest in the partnership it owns statements are prepared for the U.S.corporation parent and they must not be or is deemed to own in the partnership, corporation filing Form 1120S Scheduleseparately reported on Schedule M-3 directly or indirectly (as defined under M-3, the U.S. corporation must enter “except, if required, on Part I, line 7. these instructions) as of the date with No” on questions 1a and 1b, skip Part I,

respect to which it is reporting, and (9) lines 2, 3a and 3b, and enter the netReportable Entity Partner
any change in that interest as of the date income (loss) per the books and recordsReporting Responsibilities

of the U.S. corporation on Part I, line 4.with respect to which it is reporting.
 For the purposes of the 2006 Form 1065

Lines 2 and 3. QuestionsSchedule M-3 instructions, a reportable
Example 2. Regarding Income Statemententity partner with respect to a
1. On September 16, 2007, A, an LLCpartnership filing Form 1065 is an entity Period and Restatements

filing a Form 1065 for 2007, is owned 50that (1) owns or is deemed to own, Enter the beginning and ending dates on
percent by U.S. corporation Z which filesdirectly or indirectly, under these line 2 for the corporation’s annual income
Form 1120S. A owns 50 percent of eachinstructions a 50 percent or greater statement period ending with or within this

interest in the income, loss or capital of of B, C, D, and E, each also an LLC filing tax year.
the partnership on any day of the tax year a Form 1065 for calendar year 2007. Z

The questions on Part I, lines 3a andon or after June 30, 2006, and (2) was was first required to complete Form 3b, regarding income statementrequired to complete Schedule M-3 on its 1120S Schedule M-3 for its corporate tax restatements refer to the worldwidemost recently filed US federal income tax year ended December 31, 2006, and filed consolidated income statement issued byreturn or return of income filed prior to its Form 1120S with Schedule M-3 for the corporation filing the U.S. federalthat day. 2006 on September 15, 2007. As of income tax return. Answer “ Yes” on lines
September 16, 2007, Z was a reportableFor the purposes of the 2006 Form 3a and/or 3b if the corporation’s annual
entity partner with respect to A and,1065 Schedule M-3 instructions: (1) the income statement has been restated for
through A, with respect to B, C, D, and E.parent corporation of a consolidated tax any reason. Attach a short explanation of
On October 5, 2007, Z reports to A, B, C,group is deemed to own all corporate and the reasons for the restatement in net

partnership interests owned or deemed to D, and E, as it is required to do within 30 income for each annual income statement
be owned under these instructions by any days of September 16, that Z is a period that is restated, including the
member of the tax consolidated group; (2) reportable entity partner directly owning original amount and restated amount of
the owner of a disregarded entity is (with respect to A) or deemed to own each annual statement period’s net
deemed to own all corporate and indirectly (with respect to B, C, D, and E) income.
partnership interests owned or deemed to a 50 percent interest. Therefore, because Line 4. Worldwide Consolidatedbe owned under these instructions by the Z was a reportable entity partner for 2007, Net Income (Loss) per Incomedisregarded entity; (3) the owner of 50 each of A, B, C, D, and E is required to

Statementpercent or more of a corporation by vote complete Form 1065 Schedule M-3 for
on any day of the corporation tax year is Report on Part I, line 4, the worldwide2007, regardless of whether they would
deemed to own all corporate and consolidated net income (loss) per theotherwise be required to complete
partnership interests owned or deemed to income statement (or books and records,Schedule M-3 for that year.be owned under these instructions by the if applicable) of the corporation. In
corporation during the corporation tax completing Schedule M-3, the corporation
year; (4) the owner of 50 percent or more must use financial statement amountsCompletion of Schedule M-3of partnership income, loss, or capital on from the financial statement type checked

A corporation required to file Scheduleany day of the partnership tax year is “Yes” on Part I, line 1, or from its books
M-3 must complete the form in its entirety.deemed to own all corporate and and records if Part I, line 1b is checked
At the time the Form 1120S is filed, allpartnership interests owned or deemed to “No”.
applicable questions must be answeredbe owned under these instructions by the If a corporation prepares financialon Part I, all columns must be completedpartnership during the partnership tax statements, the amount on line 4 mustyear; and (5) the beneficial owner of 50 on Parts II and III, and all numerical data equal the financial statement net incomepercent or more of the beneficial interest required by Schedule M-3 must be (loss) for the income statement periodof a trust or nominee arrangement tax provided. Any schedule required to ending with or within the tax year asyear is deemed to own all corporate and support a line item on Schedule M-3 must indicated on line 2.partnership interests owned or deemed to be attached at the time Schedule M-3 is

If the corporation prepares financialbe owned under these instructions by the filed and must provide the information
statements and the income statementtrust or nominee arrangement. required for that line item.
period differs from the corporation’s tax

A reportable entity partner with respect year, the income statement period
to a partnership (as defined above) must indicated on line 2 applies for purposes ofSpecific Instructions forreport the following to the partnership on Part I, lines 4 through 8.
September 15, 2006, or if later, within 30 Part I If the corporation does not preparedays of first becoming a reportable entity

financial statements, check “ No” on Partpartner and, after first reporting to the Part I. Financial Information and I, line 1b, and enter the net income (loss)partnership under these instructions, Net Income (Loss) per the books and records of the U.S.thereafter within 30 days of the date of
corporation on Part I, line 4.Reconciliationany change in the interest it owns or is

deemed to own, directly or indirectly, Report on Part 1, lines 5a through 10,
When To Complete Part Iunder these instructions, in the as instructed below, all adjustment
Part I must be completed for any tax yearpartnership: (1) its name, (2) its mailing amounts required to adjust worldwide net
for which the corporation files Scheduleaddress, (3) its taxpayer identification income (loss) reported on this Part I, line
M-3.number (TIN or EIN) if applicable, (4) its 4 (whether from financial statements or

-2- Instructions for Form 1120S-M3



Page 3 of 15 Instructions for Form 1120S-M3 14:29 - 23-AUG-2006

The type and rule above prints on all proofs including departmental reproduction proofs. MUST be removed before printing.

books and records), to net income (loss) dividends between any nonincludible U.S. between or among the entities listed. If
of the corporation that must be reported entity and any includible entity. Do not there are consolidation or elimination
on Part I, line 11. remove in Part I the financial statement entries relating to such other includible

net income (loss) of any nonincludible entities whose income (loss) is reportedLine 5. Net Income (Loss) of U.S. entity accounted for in the financial on the attached schedule that are not
Nonincludible Foreign Entities statements on the equity method. reportable on Part I, line 8, the net
Remove the financial statement net amounts of all such consolidation andAttach a supporting schedule thatincome (line 5a) or loss (line 5b) of each elimination entries must be reported on aprovides the name, EIN, and net incomeforeign entity that is included in the separate line on the attached schedule,(loss) per the financial statement or booksconsolidated financial statement group so that the separate financial accountingand records included on line 4 that isand is not an includible entity in the U.S. income (loss) of each other includibleremoved on this line 6 for each separatetax return (nonincludible foreign entity). In entity remains separately stated. Fornonincludible U.S. entity. The amounts ofaddition, on Part I, line 8, adjust for example, if the net income (afterincome (loss) detailed on the supportingconsolidation eliminations and correct for consolidation and elimination entries) of aschedule should be reported for eachminority interest and intercompany sub-consolidated U.S. group of otherseparate nonincludible U.S. entity withoutdividends between any nonincludible includible entities is being reported on lineregard to the effect of consolidation orforeign entity and the entity filing Form 7a, the attached supporting scheduleelimination entries. If there are1120S. Do not remove in Part I the should report the income (loss) of eachconsolidation or elimination entriesfinancial statement net income (loss) of separate other includible entity from eachrelating to nonincludible U.S. entitiesany nonincludible foreign entity accounted entity’s own financial accounting netwhose income (loss) is reported on thefor in the financial statements on the income statement or books and records,attached schedule that are not reportableequity method. and any consolidation or eliminationon Part I, line 8, the net amounts of all

entries (for intercompany dividends,Attach a supporting schedule that such consolidation and elimination entries
minority interests, etc.) not reportable onprovides the name, EIN (if applicable), must be reported on a separate line on
Part I, line 8, should be reported on theand net income (loss) per the financial the attached schedule, so that the
attached supporting schedule as a netstatement or books and records included separate financial accounting income
amount on a line separate and apart fromon line 4 that is removed on this line 5 for (loss) of each nonincludible U.S. entity
lines that report each other includibleeach separate nonincludible foreign remains separately stated. For example, if
entity’s separate net income (loss).entity. The amounts of income (loss) the net income (after consolidation and

detailed on the supporting schedule elimination entries) of a nonincludible Line 8. Adjustment to Eliminationsshould be reported for each separate U.S. sub-consolidated group is being of Transactions Between Includiblenonincludible foreign entity without regard reported on line 6a, the attached
Entities and Nonincludible Entitiesto the effect of consolidation or supporting schedule should report the

elimination entries. If there are Adjustments on Part I, line 8, to reverseincome (loss) of each separate
consolidation or elimination entries certain financial accounting consolidationnonincludible U.S. legal entity from each
relating to nonincludible foreign entities or elimination entries are necessary tosuch entity’s own financial accounting net
whose income (loss) is reported on the ensure that transactions betweenincome statement or books and records,
attached schedule that are not reportable includible entities and nonincludible U.S.and any consolidation or elimination
on Part I, line 8, the net amounts of all or foreign entities are not eliminated, inentries (for intercompany dividends,
such consolidation and elimination entries order to report the correct total amount onminority interests, etc.) not reportable on
must be reported on a separate line on Part I, line 11. Also, additionalPart I, line 8, should be reported on the
the attached schedule, so that the consolidation entries and eliminationsattached supporting schedule as a net
separate financial accounting income entries may be necessary on Part I, lineamount on a line separate and apart from
(loss) of each nonincludible foreign entity 8, related to transactions betweenlines that report each nonincludible U.S.
remains separately stated. For example, if includible entities that are in theentity’s separate net income (loss).
the net income (after consolidation and consolidated financial statement group
elimination entries) of a nonincludible Line 7. Net Income (Loss) of Other and other includible entities that are not in
foreign sub-consolidated group is being Includible Entities the consolidated financial statement
reported on line 5a, the attached group but that are reported on Part I, lineInclude the financial statement net
supporting schedule should report the 7, in order to report the correct totalincome (line 7a) or loss (line 7b) of each
income (loss) of each separate amount on Part I, line 11.includible entity in the U.S. tax return that
nonincludible foreign legal entity from is not included in the consolidated Include on Part I, line 8, the total of theeach such entity’s own financial financial statement group and therefore following: (i) amounts of any adjustmentsaccounting net income statement or not included in the income reported on to consolidation entries and eliminationbooks and records, and any consolidation Part I, line 4. Also include on this line 7 entries that are contained in the amountor elimination entries (for intercompany the financial statement income of any reported on Part I, line 4, required as adividends, minority interests, etc.) not disregarded entity that is not included in result of removing amounts on Part I, linereportable on Part I, line 8, should be the income reported on Part I, line 4 but is 5 or 6; and (ii) amounts of any additionalreported on the attached supporting included in Part I, line 11 (other includible consolidation entries and eliminationschedule as a net amount on a line entities). In addition, on Part I, line 8, entries that are required as a result ofseparate and apart from lines that report adjust for consolidation eliminations and including amounts on Part I, line 7. This iseach nonincludible foreign entity’s correct for minority interest and necessary in order that the consolidationseparate net income (loss). intercompany dividends for any other entries and intercompany eliminationsincludible entity.Line 6. Net Income (Loss) of entries included in the amount reported
Nonincludible U.S. Entities on Part I, line 11, are only thoseAttach a supporting schedule that

applicable to the financial net incomeRemove the financial statement net provides the name, EIN, and net income
(loss) of includible entities for the financialincome (line 6a) or loss (line 6b) of each (loss) per the financial statement or books
statement period. For example,U.S. entity that is included in the and records included on this line 7 for
adjustments must be reported on line 8 toconsolidated financial statement group each separate other includible entity. The
remove minority interest and to reverseand is not an includible entity in the U.S. amounts of income (loss) detailed on the
the elimination of intercompany dividendstax return (nonincludible U.S. entity). In supporting schedule should be reported
included on Part I, line 4, that relate to theaddition, on Part I, line 8, adjust for for each separate other includible entity
net income of entities removed on Part I,consolidation eliminations and correct for without regard to the effect of
line 5 or 6, because the income to whichminority interest and intercompany consolidation or elimination entries solely

-3-Instructions for Form 1120S-M3



Page 4 of 15 Instructions for Form 1120S-M3 14:29 - 23-AUG-2006

The type and rule above prints on all proofs including departmental reproduction proofs. MUST be removed before printing.

the consolidation or elimination entries reported on the same accounting method P reports on Part I, line 11, the
relate has been removed. Also, for as is used to report the amount of net consolidated financial statement net
example, consolidation or elimination income (loss) per income statement of the income (loss) attributable to the
entries must be reported on line 8 to corporation on Part I, line 11. corporation and QSubs. Intercompany
eliminate any intercompany dividends transactions between the corporation and

Do not, in any event, report on this linebetween entities whose income is the QSubs that had been eliminated in
11 the net income of entities not includedincluded on Part I, line 7, and other the net income amount on line 4 remain
in the U.S. federal income tax return forentities included in the U.S. federal eliminated in the net income amount on
the tax year. For example, it is notincome tax return. line 11. Transactions between the
permissible to remove the income of corporation and the nonincludible entitiesIf a corporate owner of an interest in non-includible entities on lines 5 and/or 6, that are eliminated in the net incomeanother entity (entity): (1) accounts for the above, then to add back such income on amount on line 4 are included in the netinterest in entity in the owner lines 7 through 10, such that the amount income amount on line 11 since thecorporation’s separate general ledger on reported at line 11 includes the net elimination of those transactions werethe equity method, and (2) fully income of entities not includible in the reversed on line 8.consolidates entity in the owner U.S. federal income tax return. A principal

Example 3B U.S. corporation P ownscorporation’s consolidated financial purpose of Schedule M-3 is to report on
60% of corporation DS1 which is fullystatements, but entity is not includible in this Part I, line 11, only the financial
consolidated in P’s financial statements.the owner corporation’s U.S. federal accounting net income of only the entities
P does not account for DS1 in P’sincome tax return, then, as part of included in the U.S. federal income tax
separate general ledger on the equityreversing all consolidation and elimination return.
method. DS1 has net income of $100entries for the nonincludible entity, the

Whether or not the corporation (before minority interests) and payscorporate owner must reverse on
prepares financial statements, Part I, Line dividends of $50, of which P receivesSchedule M-3, Part I, line 8, the
11, must include all items that impact the $30. The dividend is eliminated in theelimination of the equity income inclusion
net income (loss) of the corporation even consolidated financial statements. In itsfrom entity. If the owner corporation does
if they are not recorded in the profit and financial statements, P consolidates DS1not account for entity on the equity
loss accounts in the corporation’s general and includes $60 of net income ($100method on its own general ledger, it will
ledger, including, for example, all less the minority interest of $40) on Part I,not have eliminated the equity income for
post-closing adjusting entries (including line 4.consolidated financial statement
workpaper adjustments) and dividendpurposes, and therefore will have no P must remove the $100 net income ofincome or other income received fromelimination of equity income to reverse. DS1 on Part I, line 6a. P must reverse onnon-includible entities.

Part I, line 8, the elimination of the $40The attached supporting schedule for
Example 3A.  U.S. corporation P files minority interest net income of DS1. InPart I, line 8, must identify the type (e.g.,

a Form 1120S U.S. tax return and addition, P reverses its elimination of theminority interest, intercompany dividends,
prepares certified audited income $30 intercompany dividend in its financialetc.) and amount of consolidation or
statements for GAAP. P owns 100% of statements on Part I, line 8. The net resultelimination entries reported, as well as
the stock of U.S. corporations DS1 is that P includes the $30 dividend fromthe names of the entities to which they
through DS75, between 51% and 99% of DS1 at Part I, line 11, and on Part II, linepertain. It is not necessary, but it is
the stock of U.S. corporations DS76 6, column (a). P’s taxable dividendpermitted, to report intercompany
through DS100, and 100% of the stock of income from DS1 must be reported oneliminations that net to zero on Part I, line
foreign entities FS1 through FS50. P Part II, line 6, column (d).8, such as intercompany interest income
eliminates all dividend income from DS1and expense. 1. U.S. corporation S owns 60% of the
through DS100 and FS1 through FS50 in capital and profits interests in U.S. LLC N.Line 9. Adjustment to Reconcile financial statement consolidation entries. C does not account for N in P’s separateIncome Statement Period to Tax Furthermore, P eliminates the minority general ledger on the equity method. NYear interest ownership, if any, of DS76 has net income of $100 (before minority
through DS100 in financial statementInclude on line 9 any adjustments interests) and makes no distributions
consolidation entries.necessary to the income (loss) of during the tax year. S treats N as a

includible entities to reconcile differences corporation for financial statementP must check “ Yes” on Part I, line 1a.
between the corporation’s income purposes and as a partnership for U.S.On Part I, line 4, P must report the
statement period reported on line 2 and federal income tax purposes. In itsconsolidated net income for the
the corporation’s tax year. Attach a financial statements, S consolidates Nconsolidated financial statement group of
schedule describing the adjustment. and includes $60 of net income ($100P, DS1 through DS100, and FS1 through

less the minority interest of $40) on Part I,FS50. P must remove the net incomeLine 10. Other Adjustments
line 4.(loss) of FS1 through FS50 on Part I,Required To Reconcile to Amount

lines 5a or 5b, as applicable, and remove S must remove the $100 net income ofon Line 11
on Part I, lines 6a or 6b, as applicable, N on Part I, line 6a. S must reverse on

Include on line 10 any other adjustments any net income (loss) from DS1 through Part I, line 8, the elimination of the $40
to reconcile net income (loss) on Part I, DS75 where a QSub election has not minority interest net income of N. The
line 4, with net income (loss) on Part I, been made by P. P must remove the net result is that S includes no income for N
line 11. income (loss) before minority interests of on either Part I, line 11, or on Part II, line

For any adjustments reported on Part DS76 through DS100 on Part I, lines 6a 7, column (a). S’s taxable income from N
I, line 10, attach a supporting schedule or 6b, as applicable. P must reverse on must be reported by S on Part II, line 8,
with an explanation of each net Part I, line 8, the elimination of any Income (loss) from U.S. partnerships.
adjustment included on line 10. transactions between the includible entity 2. U.S. corporation P owns 60% of

(P and any QSubs) and the nonincludible corporation DS1, which is fullyLine 11. Net Income (Loss) per entities (DS1 through DS75 with no QSub consolidated in P’s financial statements.
Income Statement of the election, DS76 through DS100 and FS1 P accounts for DS1 in P’s separate
Corporation through FS50), including dividends general ledger on the equity method. DS1
Report on line 11 the net income (loss) received from non-QSub DS1 through has net income of $100 (before minority
per the income statement (or books and DS75, DS76 through DS100 and FS1 interests) and pays dividends of $50, of
records, if applicable) of the corporation. through FS50 and the minority interest’s which P receives $30. The dividend
Amounts reported in column (a) of Parts II share of the net income (loss) of DS76 reduces P’s investment in DS1 for equity
and III (see instructions below) must be through DS100. method reporting on P’s separate general
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ledger where P includes its 60% equity to remove the $40 of interest income 2. Leave blank Part II, lines 1 through
share of DS1 income, which is $60. In its received from DS1 included by P on line 25, columns (a) and (d);
financial statements, P eliminates the 4, and to remove the $40 of interest 3. Leave blank Part III, columns (a)
DS1 equity method income of $60 and expense of DS1 included in line 7 for a and (d); and
consolidates DS1, including $60 of net net change of zero. The result is that Part 4. Report on Part II, line 26, column
income ($100 less the minority interest of 1, line 11, reports $1,140: $1,040 from (d), the sum of Part II, line 26, columns
$40) on Part I, line 4. line 4, and $100 from line 7. Stated (a), (b), and (c).

another way, Part I, line 11, includes theP must remove the $100 net income of
Note. Part II, line 26, column (d), mustentire $1,000 net income of P, measuredDS1 on Part I, line 6a. P must reverse on
equal the amount on Form 1120S, pagebefore recognition of the intercompanyPart I, line 8, the elimination of the $40
3, Schedule K, line18.interest income from DS1 and theminority interest net income of DS1 and

consolidation of DS1 operations, plus thethe elimination of the $60 of DS1 equity When To Complete Columns (b)entire $140 net income of DS1, measuredincome. The net result is that P includes
before interest expense to P. P’s U.S. and (c)the $60 of equity method income from
federal income tax group is not requiredDS1 at Part I, line 11, and on Part II, line Columns (b) and (c) of Parts II and III
to include on the attached supporting5, column (a). P’s taxable dividend must be completed for any tax year for
schedule for Part I, line 8 the offsettingincome from its investment in DS1 must which the corporation files Schedule M-3.
adjustment to the intercompanybe reported on Part II, line 6, column (d). For any item of income, gain, loss,elimination of interest income and interest3. U.S. corporation C owns 60% of expense, or deduction for which there is aexpense (though it is permitted to do so).the capital and profits interests in U.S. difference between columns (a) and (d),LLC N. C accounts for N in C’s separate the portion of the difference that isSpecific Instructions forgeneral ledger on the equity method. N temporary must be entered in column (b)has net income of $100 (before minority Parts II and III and the portion of the difference that isinterests) and makes no distributions permanent must be entered in column (c).during the tax year. C treats N as a General Format of Parts II and

corporation for financial statement If financial statements are prepared byIIIpurposes and as a partnership for U.S. the corporation in accordance with
For each line item in Parts II and III,federal income tax purposes. For equity generally accepted accounting principles
report in column (a) the amount of netmethod reporting on C’s separate general (GAAP), differences that are treated as
income (loss) included in Part I, line 11,ledger, C includes its 60% equity share of temporary for GAAP must be reported in
and report in column (d) the amountN income, which is $60. In its financial column (b) and differences that are
included in total income (loss) on Formstatements, C eliminates the $60 of N net permanent (that is, not temporary for
1120S, page 3, Schedule K, line18.income ($100 less the minority interest of GAAP) must be reported in column (c).

$40) on Part I, line 4. Note. A schedule or explanation may be Generally, pursuant to GAAP, a
attached to any line even if none is temporary difference affects (creates,C must remove the $100 net income of
required. increases, or decreases) a deferred taxN on Part I, line 6a. C must reverse on

asset or liability.Part I, line 8, the elimination of the $40 When To Complete Columns (a)minority interest net income of N and the If the corporation does not prepareand (d)elimination of the $60 of N equity method financial statements, or the financial
A corporation is not required to completeincome. The result is that C includes the statements are not prepared in
columns (a) and (d) of Parts II and III for$60 of equity method income for N on accordance with GAAP, report in column
the first tax year the corporation isPart I, line 11, and on Part II, line 7, (b) any difference that the corporation
required to file Schedule M-3, and for allcolumn (a). C’s taxable income from N believes will reverse in a future tax year
subsequent years the corporation ismust be reported by C on Part II, line 7, (that is, have an opposite effect on total
required to file Schedule M-3, thecolumn (d). income (loss) in a future tax year (or
corporation must complete Schedule M-3 years) due to the difference in timing of
in its entirety. Accordingly, the corporationExample 4. U.S. corporation P owns recognition for financial accounting and
must complete columns (a) and (d) of100% of the stock of QSub corporation U.S. federal income tax purposes) or is
Parts II and III for all tax yearsDS1. DS1 is included in P’s federal the reversal of such a difference that
subsequent to the first tax year theincome tax return, even though DS1 is arose in a prior tax year. Report in column
corporation is required to file Schedulenot included in P’s consolidated financial (c) any difference that the corporation
M-3.statements on either a consolidated basis believes will not reverse in a future tax

or on the equity method. DS1 has current If, for any tax year (or tax years) prior year (and is not the reversal of such a
year net income of $100 after taking into to the first tax year a corporation is difference that arose in a prior tax year).
account its $40 interest payment to P. P required to file Schedule M-3, a

If the corporation is unable tohas net income of $1,040 after corporation voluntarily files Schedule M-3
determine whether a difference betweenrecognition of the interest income from in lieu of Schedule M-1, then in those
column (a) and column (d) for an item willDS1. Because DS1 is an includible voluntary filing years the corporation is
reverse in a future tax year or is thecorporation, 100% of the net income of not required to complete columns (a) and
reversal of a difference that arose in aboth P and DS1 must be reported on (d) of Parts II and III. In addition, in the
prior tax year, report the difference forForm 1120S of P’s U.S. federal income first tax year the corporation is required to
that item in column (c).tax return, and the intercompany interest file Schedule M-3 the corporation is not

income and expense must be removed by required to complete columns (a) and (d) Example 5. For the 2006, 2007, and
consolidation elimination entries. of Parts II and III. 2008 tax years, corporation A has total

assets on the last day of the tax year asIf a corporation chooses not toP must report its financial statement reported on Schedule L, line 15, columncomplete columns (a) and (d) of Parts IInet income of $1,040 on Part I, line 4, and (d), of $8 million, $11 million, and $12and III in the first tax year the corporationreports DS1’s net income of $100 on Part million, respectively. A is required to fileis required to file Schedule M-3 (or in anyI, line 7. Then, in order to reflect the full Schedule M-3 for its 2007 and 2008 taxyear in which the corporation voluntarilyconsolidation of the financial accounting years.files Schedule M-3), then Part II, line 26,net income of P and DS1 at Part I, line
is reconciled by the corporation in the11, Net income (loss) per income For A’s 2007 tax year, the first tax year
following manner:statement of the corporation, the following that A is required to file Schedule M-3, A

consolidation and elimination entry is 1. Report the amount from Part I, line is only required to complete Part I and
reported on Part I, line 8: offsetting entries 11, on Part II, line 26, column (a); columns (b) and (c) of Parts II and III.
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For A’s 2008 tax year, A is required to income included on Part I, Line 11, described in Part II, lines 1 through 21,
complete Schedule M-3 in its entirety. whether from affiliated companies, third report the amount of the item on the

parties, banks, or other entities, whether applicable line, regardless of whetherExample 6. Corporation B is a U.S. from foreign or domestic sources, there is a difference for the item. If therecorporation that files a U.S. tax return and whether taxable or exempt from tax and is a difference for the income item, or onlyprepares GAAP financial statements. In whether classified as some other type of a portion of the income item has aprior years, B acquired intellectual income for U.S. federal income tax difference and a portion of the item doesproperty (IP) and goodwill through several purposes (such as dividends), must be not have a difference, and the item is notcorporate acquisitions. The IP is included on Part II, line 11, column (a). described in Part II, lines 1 through 21,amortizable for both U.S. federal income Likewise, all fines and penalties included report and describe the entire amount oftax and financial statement purposes. In in Part I, line 11, paid to a government or the item on Part II, line 22.the current year, B’s annual amortization other authority for the violation of any law With limited exceptions, Part IIIexpense for IP is $9,000 for U.S. federal for which fines or penalties are assessed includes lines for specific items ofincome tax purposes and $6,000 for must be included on Part III, line 9, expense or deduction (expense items).financial statement purposes. In its column (a), regardless of the government (See Part III, lines 1 through 28.) If anfinancial statements, B treats the authority that imposed the fines or expense item is described on Part III,difference in IP amortization as a penalties, regardless of whether the fines lines 1 through 28, report the amount oftemporary difference. The goodwill is not or penalties are civil or criminal, the item on the applicable line, regardlessamortizable for U.S. federal income tax regardless of the classification, of whether there is a difference for thepurposes and is subject to impairment for nomenclature, or terminology attached to item. If there is a difference for thefinancial statement purposes. In the the fines or penalties by the imposing expense item, or only a portion of thecurrent year, B records an impairment authority in its actions or documents. expense item has a difference and acharge on the goodwill of $5,000. In its
If a corporation would be required to portion of the item does not have afinancial statements, B treats the goodwill

report in column (a) of Parts II and III the difference and the item is not described inimpairment as a permanent difference. B
amount of any item specifically listed on Part III, lines 1 through 28, report andmust report the amortization attributable
Schedule M-3 in accordance with the describe the entire amount of the item onto the IP on Part III, line 21, and report
preceding paragraph, except that the Part III, line 29.$6,000 in column (a), a temporary
corporation has capitalized the item ofdifference of $3,000 in column (b), and If there is no difference between theincome or expense and reports the$9,000 in column (d). B must report the financial accounting amount and theamount in its financial statement balancegoodwill impairment on Part III, line 19, taxable amount of an entire item ofsheet or in asset and liability accountsand report $5,000 in column (a), a income, loss, expense, or deduction andmaintained in the corporation’s books andpermanent difference of ($5,000) in the item is not described or included inrecords, the corporation must report thecolumn (c), and $0 in column (d). Part II, lines 1 through 21, or Part III, linesproper tax treatment of the item in 1 through 28, report the entire amount ofcolumns (b), (c), and (d), as applicable.Reporting Requirements the item in column (a) and (d) of Part II,

Furthermore, in applying the two line 25.for Parts II and III preceding paragraphs, a corporation is Separately stated and adequatelyrequired to report in column (a) of Parts II disclosed. Each difference reported inGeneral Reporting and III the amount of any item specifically Parts II and III must be separately statedRequirements listed on Schedule M-3 that is included in and adequately disclosed. In general, aIf an amount is attributable to a reportable the corporation’s financial statements or difference is adequately disclosed if thetransaction described in Regulations exists in the corporation’s books and difference is labeled in a manner thatsection 1.6011-4(b) the amount must be records, regardless of the nomenclature clearly identifies the item or transactionreported in columns (a), (b), (c), and (d), associated with that item in the financial from which the difference arises. Foras applicable, of Part II, line 10, Items statements or books and records. further guidance about adequaterelating to reportable transactions, Accurate completion of Schedule M-3 disclosure, see Regulations sectionregardless of whether the amount would requires reporting amounts according to 1.6662-4(f), Rev. Proc. 2004-45, 2004-31otherwise be reported on Part II or Part III the substantive nature of the specific line I.R.B. 140 and Rev. Proc. 2005-75,of Schedule M-3. Thus, if a taxpayer files items included in Schedule M-3 and 2005-50 I.R.B. 1137. If a specific item ofForm 8886, Reportable Transaction consistent reporting of all transactions of income, gain, loss, expense, or deductionDisclosure Statement, the amounts like substantive nature that occurred is described on Part II, lines 7 through 21,attributable to that reportable transaction during the tax year. For example, all or Part III, lines 1 through 28, and the linemust be reported on Part II, line 10. expense amounts that are included in the does not indicate to “ attach schedule” orfinancial statements or exist in the booksA corporation is required to report in “attach details,” and the specificand records that represent some form of “column (a) of Parts II and III the amount instructions for the line do not call for anBad debt expense, ” must be reported onof any item specifically listed on Schedule attachment of a schedule or statement,Part III, line 25, in column (a), regardlessM-3 that is in any manner included in the then the item is considered separatelyof whether the amounts are recorded orcorporation’s current year financial stated and adequately disclosed if thestated under different nomenclature in thestatement net income (loss) or in an item is reported on the applicable line andfinancial statements or the books andincome or expense account maintained in the amount(s) of the item(s) are reportedrecords such as: “ Provision for doubtfulthe corporation’s books and records, even in the applicable columns of theaccounts”; “Expense for uncollectibleif there is no difference between that applicable line. See the instructionsnotes receivable”; or “Impairment of tradeamount and the amount included in total beginning on page  for specificaccounts receivable.” Likewise, as statedincome(loss) unless (a) otherwise additional information required to bein the preceding paragraph, all fines andprovided in these instructions or (b) the provided for amounts reported on Part II,penalties must be included on Part III, lineamount is attributable to a reportable lines 1 through 6.9, column (a), regardless of thetransaction described in Regulations Note. A schedule or explanation may beterminology or nomenclature attached tosection 1.6011-4(b) and is therefore attached to any line even if none isthem by the corporation in its books andreported on Part II, line 10. For example, required.records or financial statements.with the exception of interest income
reflected on a Schedule K-1 received by a With limited exceptions, Part II Except as otherwise provided,
corporation as a result of the includes lines for specific items of income, differences for the same item must be
corporation’s investment in a partnership gain, or loss (income items). (See Part II, combined or netted together and reported
or other pass-through entity, all interest lines 1 through 21.) If an income item is as one amount on the applicable line of
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Schedule M-3. However, differences for 2007 tax year. On January 2, 2007, E entity for which the item is reported, the
separate items must not be combined or establishes an allowance for uncollectible type of entity (corporation, partnership,
netted together. Each item (and accounts receivable (bad debt reserve) of etc.), the entity’s EIN (if applicable), and
corresponding amount attributable to that $100,000. During 2007, E increased the the item amounts for columns (a) through
item) must be separately stated and reserve by $250,000 for additional (d). See the instructions for Part II, lines 2
adequately disclosed on the applicable accounts receivable that may become and 6, for the specific information
line of Schedule M-3, or any schedule uncollectible. Additionally, during 2007 E required for those particular lines.
required to be attached even if the decreases the reserve by $75,000 for

Line 1. Income (Loss) Fromamounts are below a certain dollar accounts receivable that were discharged
Equity Method Foreignamount. in bankruptcy during 2007. The balance in

the reserve account on December 31, CorporationsExample 7. Corporation C is a
2007, is $275,000. The $100,000 amount Report on line 1, column (a), the incomecalendar year taxpayer that placed in
to establish the reserve account and the statement income (loss) included in Part I,service ten depreciable fixed assets in
$250,000 to increase the reserve account line 11, for any foreign corporation2001. C was required to file Schedule M-3
are expenses on E’s 2007 financial accounted for on the equity method andfor its 2006 tax year and is required to file
statements but are not deductible for U.S. remove such amount in column (b) or (c),Schedule M-3 for its 2007 tax year. C’s
federal income tax purposes in 2007. as applicable. Report the amount oftotal depreciation expense for its 2007 tax
However, the $75,000 decrease to the dividends received and other taxableyear for five of the assets is $50,000 for
reserve is deductible for U.S. federal amounts received or includible fromincome statement purposes and $70,000
income tax purposes in 2007. In its foreign corporations on Part II, lines 2for U.S. federal income tax purposes. C’s
financial statements, E treats the reserve through 4, as applicable.total annual depreciation expense for its
account as giving rise to a temporary2007 tax year for the other five assets is
difference that will reverse in future tax Line 2. Gross Foreign$40,000 for income statement purposes
years. E must report on Part III, line 25, Dividends Not Previously Taxedand $30,000 for U.S. federal income tax
for its 2007 tax year income statementpurposes. In its financial statements, C Except as otherwise provided in thisbad debt expense of $350,000 in columntreats the differences between financial paragraph, report on line 2, column (d),(a), a temporary difference of ($275,000)statement and U.S. federal income tax the amount (before any withholding tax)in column (b), and U.S. federal incomedepreciation expense as giving rise to of any foreign dividends included intax bad debt expense of $75,000 intemporary differences that will reverse in current year total income (loss) on Formcolumn (d).future years. C must combine all of its 1120S, page 3, Schedule K, line 18 and

Example 10. Corporation F is adepreciation adjustments. Accordingly, C report on line 2, column (a), the amount of
calendar year taxpayer that was requiredmust report on Part III, line 24, for its dividends from any foreign corporation
to file Schedule M-3 for its 2006 tax year2007 tax year income statement included in Part I, line 11. Do not report
and is required to file Schedule M-3 for itsdepreciation expense of $90,000 in any amounts that are reported on Part II,
2007 tax year. During 2007, F incurscolumn (a), a temporary difference of line 3, or dividends that were previously
$200 of meals and entertainment$10,000 in column (b), and U.S. federal taxed and must be reported on Part II,
expenses that F deducts in computing netincome tax depreciation expense of line 4. (See the instructions below for Part
income per the income statement. $50 of$100,000 in column (d). II, lines 3 and 4.) Report withholding taxes
the $200 is subject to the $50% limitation on Part III, line 29, Other expense/Example 8. Corporation D is a under section 274(n). In its financial deduction items with differences, or Partcalendar year taxpayer that was required statements, F treats the limitation on II, line 25, Other items with no difference,to file Schedule M-3 for its 2006 tax year deductions for meals and entertainment as applicable.and is required to file Schedule M-3 for its as a permanent difference. Because2007 tax year. On December 31, 2007, D For any dividends reported on Part II,meals and entertainment expenses areestablishes three reserve accounts in the line 2, that are received on a class ofspecifically described in Part III, line 8,amount of $100,000 for each account. voting stock of which the corporationMeals and entertainment, F must reportOne reserve account is an allowance for directly or indirectly owned 10% or moreall of its meals and entertainmentaccounts receivable that are estimated to of the outstanding shares of that class atexpenses on this line, regardless ofbe uncollectible. The second reserve is any time during the tax year, report on anwhether there is a difference. Accordingly,an estimate of coupons outstanding that attached supporting schedule (1) theF must report $200 in column (a), $25 inmay have to be paid. The third reserve is name of the dividend payer, (2) thecolumn (c), and $175 in column (d). Fan estimate of future warranty expenses. payer’s EIN (if applicable), (3) the class ofmust not report the $150 of meals andIn its financial statements, D treats the voting stock on which the dividend wasentertainment expenses that arethree reserve accounts as giving rise to paid, (4) the percentage of the classdeducted in F’s financial statement nettemporary differences that will reverse in directly or indirectly owned, and (5) to (8)income and are fully deductible for U.S.future years. The three reserves are the item amounts for columns (a) throughfederal income tax purposes on Part II,expenses in D’s 2007 financial (d).line 25, Other items with no differences,statements but are not deductions for and the $50 subject to the limitation under Line 3. Subpart F, QEF, andU.S. federal income tax purposes in 2007. section 274(n) on Part III, line 8.D must not combine the Schedule M-3 Similar Income Inclusions

differences for the three reserve Report on line 3, column (d), the amountPart II. Reconciliation ofaccounts. D must report the amounts included in income under section 951
attributable to the allowance for Net Income (Loss) per (relating to Subpart F), gains or other
uncollectible accounts receivable on Part income inclusions resulting from electionsIncome Statement of theIII, line 25, Bad debt expense, and must under sections 1291(d)(2) and 1298(b)(1),
separately state and adequately disclose Corporation With Total and any amount included in income
the amounts attributable to each of the pursuant to section 1293 (relating toIncome (Loss) per Returnother two reserves, pending litigation and qualified electing funds). The amount of
warranty costs, on a required, attached Subpart F income corresponds to the totalLines 1 Through 6. Additionalschedule that supports the amounts at of the amounts reported by theInformation for EachPart III, line 29. corporation on line 6, Schedule I, of all

CorporationExample 9. Corporation E is a Forms 5471, Information Return of U.S.
calendar year taxpayer that was required For any item reported on Part II, lines 1, Persons With Respect to Certain Foreign
to file Schedule M-3 for its 2006 tax year and 3 through 5, attach a supporting Corporations. The amount of qualified
and is required to file Schedule M-3 for its schedule that provides the name of the electing fund income corresponds to the
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total of the amounts reported by the or loss from the pass-through entity that isLine 7. Income (Loss) From U.S.
included in Part I, line 11;corporation on line 3(a), Part II, of all Partnerships and Line 8.

2. In column (b) or (c), as applicable,Forms 8621, Return by a Shareholder of Income (Loss) From Foreign the sum of all differences, if any,a Passive Foreign Investment Company Partnerships attributable to the pass-through entity;or Qualified Electing Fund.
For any interest owned by the corporation and
that is treated as an investment in aAlso include on line 3 PFIC 3. In column (d), the sum of all taxable
partnership for U.S. federal income tax amounts of income, gain, loss, ormark-to-market gains and losses under
purposes (other than an interest in a deduction reportable on the corporation’ssection 1296. Do not report such gains
disregarded entity), report amounts on Schedules K-1 received from theand losses on Part II, line 14.
Part II, line 7 or 8, as described below: pass-through entity (if applicable).

1. In column (a), the sum of theLine 4. Gross Foreign
For each pass-through entity reportedcorporation’s distributive share of incomeDistributions Previously Taxed on line 9, attach a supporting scheduleor loss from a U.S. or foreign partnership

Report on line 4, column (a), any that provides that entity’s name, EIN (ifthat is included in Part I, line 11;
distributions received from foreign applicable), the corporation’s end of year2. In column (b) or (c), as applicable,
corporations that were included in Part I, profit-sharing percentage (if applicable),the sum of all differences, if any,
line 11, and that were previously taxed for the corporation’s end of year loss-sharingattributable to the corporation’s
U.S. federal income tax purposes. For percentage (if applicable), and thedistributive share of income or loss from a
example, include in column (a) amounts amounts reported by the corporation inU.S. or foreign partnership;
that are excluded from income under column (a), (b), (c), or (d) of line 9, asand
sections 959 and 1293(c). Remove such applicable.3. In column (d), the sum of all
amount in column (b) or (c), as amounts of income, gain, loss, or Line 10. Items Relating toapplicable. Report the full amount of the deduction attributable to the corporation’s Reportable Transactionsdistribution before any withholding tax. distributive share of income or loss from a
Report withholding taxes on Part III, line Any amounts attributable to anyU.S. or foreign partnership (i.e., the sum

reportable transactions (as described in29, Other expense/deduction items with of all amounts reportable on the
Regulations section 1.6011-4) must bedifferences, or Part II, line 25, Other items corporation’s Schedule(s) K-1 received
included on Part II, line 10, regardless ofwith no differences, as applicable. Since from the partnership (if applicable)),
whether the difference, or differences,previously taxed foreign distributions are without regard to any limitations
would otherwise be reported elsewhere innot currently taxable, line 4, column (d) is computed at the partner level.
Part II or Part III. Thus, if a taxpayer filesshaded. (Also, see instructions above for
Form 8886 for any reportable transactionPart II, line 2.) For each partnership reported on line 7
described in Regulations section 1.6011-4or 8, attach a supporting schedule that
the amounts attributable to that reportableprovides the name, EIN (if applicable),Line 5. Income (Loss) From
transaction must be reported on Part II,end of year profit-sharing percentage (ifEquity Method U.S. line 10. In addition, all income andapplicable), end of year loss-sharingCorporations expense amounts attributable to apercentage (if applicable), and the

Report on line 5, column (a), the income reportable transaction must be reportedamount reported in column (a), (b), (c), or
statement income (loss) included in Part I, on Part II, line 10, columns (a) and (d),(d) of lines 7 or 8, as applicable.

even if there is no difference between theline 11, for any U.S. corporation
Example 11. U.S. corporation H is a financial statement amounts and theaccounted for on the equity method and

calendar year taxpayer that was required taxable amounts.remove such amount in column (b) or (c),
to file Schedule M-3 for its 2006 tax yearas applicable. Report on Part II, line 6, Each difference attributable to aand is required to file Schedule M-3 for itsdividends received from any U.S. reportable transaction must be separately2007 tax year. H has an investment in acorporation accounted for on the equity stated and adequately disclosed. AU.S. partnership USP. H preparesmethod. corporation will be considered to havefinancial statements in accordance with

separately stated and adequatelyGAAP. In its financial statements, H treatsLine 6. U.S. Dividends Not disclosed a reportable transaction on linethe difference between financial
10 if the corporation sequentially numbersEliminated in Tax Consolidation statement net income and taxable income
each Form 8886 and lists by identifyingfrom its investment in USP as aReport on line 6, column (a), the amount
number on the supporting schedule forpermanent difference. For its 2007 taxof dividends included in Part I, line 11,
Part II, line 10, each sequentiallyyear, H’s financial statement net incomethat were received from any U.S.
numbered reportable transaction and theincludes $10,000 of income attributable tocorporation. Report on line 6, column (d),
amounts required for Part II, line 10,its share of USP’s net income. H’sthe amount of any U.S. dividends
columns (a) through (d).Schedule K-1 from USP reports $5,000 ofincluded in total income (loss) on Form

ordinary income, $7,000 of long-term1120S, page 3, Schedule K, line 18 (that In lieu of the requirements of the
capital gains, $4,000 of charitable preceding paragraph, a corporation willis, taxable dividends received from any
contributions, and $200 of section 179 be considered to have separately statedU.S. corporation that is not a QSub.).
expense. H must report on Part II, line 7, and adequately disclosed a reportable
$10,000 in column (a), a permanentFor any dividends reported on Part II, transaction if the corporation attaches a
difference of ($2,200) in column (c), andline 6, that are received on classes of supporting schedule that provides the
$7,800 in column (d).voting stock in which the corporation following for each reportable transaction:

directly or indirectly owned 10% or more 1. A description of the reportableLine 9. Income (Loss) Fromof the outstanding shares of that class at transaction disclosed on Form 8886 forOther Pass-Through Entitiesany time during the tax year, report on an which amounts are reported on Part II,
For any interest in a pass-through entityattached supporting schedule for Part II, line 10;
(other than an interest in a partnershipline 6, (1) the name of the dividend payer, 2. The name and tax shelter
reportable on Part II, line 7 or 8, as(2) the payer’s EIN (if applicable), (3) the registration number, if applicable, as
applicable) owned by the corporationclass of voting stock on which the reported on lines 1a and 1b, respectively,
(other than an interest in a disregardeddividend was paid, (4) the percentage of of Form 8886; and
entity), report the following on line 9:the class directly or indirectly owned, and 3. The type of reportable transaction

(5) to (8) the item amounts for columns 1. In column (a), the sum of the (i.e., listed transaction, confidential
(a) through (d). corporation’s distributive share of income transaction, transaction with contractual
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protection, etc.) as reported on line 2 of and (c), and ($7 million) in column (d). method of accounting for U.S. federal
Form 8886. The transaction will be adequately income tax purposes. L’s financial

disclosed if K attaches a supporting statements for the year ending December
If a transaction is a listed transaction schedule for line 10 that (a) sequentially 31, 2007, report accounts receivable of

described in Regulations section numbers the Form 8886 and refers to the $35,000, an allowance for bad debts of
1.6011-4(b)(2), the description also must sequentially-numbered Form 8886-X1 $10,000, and accounts payable of
include the description provided on line 3 and (b) reports the applicable amounts $17,000 related to current year
of Form 8886. In addition, if the reportable required for line 10, columns (a) through acquisition and reorganization legal and
transaction involves an investment in the (d). Alternatively, the transaction will be accounting fees. In addition, for L’s year
transaction through another entity such as adequately disclosed if the supporting ending December 31, 2007, L reported
a partnership, the description must statement for line 10 includes a financial statement depreciation expense
include the name and EIN (if applicable) description of the transaction, the name of $15,000 and depreciation for U.S.
of that entity as reported on line 5 of Form and tax shelter registration number, if federal income tax purposes of $25,000.
8886. any, and the type of reportable For L’s 2007 tax year using an overall

Example 12. Corporation J is a transaction disclosed on Form 8886. cash method of accounting, L does not
calendar year taxpayer that was required recognize the $35,000 of revenueLine 11. Interest incometo file Schedule M-3 for its 2006 tax year attributable to the accounts receivable,
and is required to file Schedule M-3 for its Report on Part II, line 11, column (a), the cannot deduct the $10,000 allowance for
2007 tax year. J incurred seven different total amount of interest income included bad debt, and cannot deduct the $17,000
abandonment losses during its 2007 tax on Part I, line 11, and report on Part II, of accounts payable. In its financial
year. One loss of $12 million results from line 11, column (d), the total amount of statements, L treats both the difference in
a reportable transaction described in interest income included on Form 1120S, overall accounting methods used for
Regulations section 1.6011-4(b)(5), page 3, Schedule K, line 18, that is not financial statement and U.S. federal
another loss of $5 million results from a required to be reported elsewhere on income tax purposes and the difference in
reportable transaction described in Schedule M-3 In columns (b) or (c), as depreciation expense as temporary
Regulations section 1.6011-4(b)(4), and applicable, adjust for any amounts treated differences. L must combine all
the remaining five abandonment losses for U.S. federal income tax purposes as adjustments attributable to the differences
are not reportable transactions. J interest income that are treated as some related to the overall accounting methods
discloses the reportable transactions other form of income in the financial on Part II, line 12. As a result, L must
giving rise to the $12 million and $5 statements, or vice versa. For example, report on Part II, line 12, $8,000 in column
million losses on separate Forms 8886 adjustments to interest income resulting (a) ($35,000 -$10,000 - $17,000),
and sequentially numbers them X1 and from adjustments made in accordance ($8,000) in column (b), and zero in
X2, respectively. J must separately state with instructions for Part II, line 16, should column (d). L must not report the accrual
and adequately disclose the $12 million be made in columns (b) and (c) of this line to cash adjustment attributable to the
and $5 million losses on Part II, line 10. 11. legal and accounting fees on Part III, line
The $12 million loss and the $5 million 17, Current year acquisition orDo not report on this line 11 amountsloss will be adequately disclosed if J reorganization legal and accounting fees.reported in accordance with instructionsattaches a supporting schedule for line 10 Because the difference in depreciationfor Part II, lines 7, 8, 9, 10, and 20.that lists each of the sequentially expense does not relate to the use of the
numbered forms, Form 8886-X1 and Line 12. Total Accrual to Cash cash or accrual method of accounting, LForm 8886-X2, and with respect to each must report the depreciation difference onAdjustmentreportable transaction reports the Part III, line 24, Depreciation, and reportThis line is completed by a corporationappropriate amounts required for Part II, $15,000 in column (a), $10,000 in columnthat prepares financial statements (orline 10, columns (a) through (d). (b), and $25,000 in column (d).books and records, if permitted) using anAlternatively, J’s disclosures will be

overall accrual method of accounting andadequate if the description provided for Line 13. Hedging Transactionsuses an overall cash method ofeach loss on the supporting schedule
Report on line 13, column (a), the netaccounting for U.S. federal income taxincludes the names and tax shelter
gain or loss from hedging transactionspurposes (or vice-versa). With theregistration numbers, if any, disclosed on
included in net income per the incomeexception of amounts required to bethe applicable Form 8886, identifies the
statement. Report in column (d) thereported on Part II, line 10, thetype of reportable transaction for the loss,
amount of income (loss) from hedgingcorporation must report on Part II, line 12,and reports the appropriate amounts
transactions as defined in section 1221a single amount net of all adjustmentsrequired for Part II, line 10, columns (a)

attributable solely to the use of the (b)(2). Use columns (b) and (c) to reportthrough (d). J must report the losses
different overall methods of accounting all differences caused by treating hedgingattributable to the other five abandonment
(e.g., adjustments related to accounts transactions differently for financiallosses on Part II, line 21e, regardless of
receivable, accounts payable, accounting purposes and for U.S. federalwhether a difference exists for any or all
compensation, accrued liabilities, etc.), income tax purposes. For example, if aof those abandonment losses.
regardless of whether a separate line on portion of a hedge is consideredExample 13. Corporation K is a
Schedule M-3 corresponds to an item ineffective under GAAP but still is a validcalendar year taxpayer that was required
within the accrual to cash reconciliation. hedge under section 1221(b)(2), theto file Schedule M-3 for its 2006 tax year
Differences not attributable to the use of difference must be reported on line 13.and is required to file Schedule M-3 for its
the different overall methods of The hedge of a capital asset, which is not2007 tax year. K enters into a transaction
accounting must be reported on the a valid hedge for U.S. federal income taxwith contractual protection that is a
appropriate lines of Schedule M-3 (e.g., a purposes but may be considered a hedgereportable transaction described in
depreciation difference must be reported for GAAP purposes, must also beRegulations section 1.6011-4(b)(4). This
on Part III, line 24). reported here.reportable transaction is the only

reportable transaction for K’s 2007 tax Example 14. Corporation L is a Report hedging gains and losses
year and results in a $7 million capital calendar year taxpayer that was required computed under the mark-to-market
loss for both financial statement purposes to file Schedule M-3 for its 2006 tax year method of accounting on line 13 and not
and U.S. federal income tax purposes. and is required to file Schedule M-3 for its on Part II, line 14.
Although the transaction does not result 2007 tax year. L prepares financial

Report any gain or loss from inventoryin a difference, K is required to report on statements in accordance with GAAP
hedging transactions on line 13 and notPart II, line 10, the following amounts: ($7 using an overall accrual method of
on Part II, line 15.million) in column (a), zero in columns (b) accounting. L uses an overall cash
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and $30,000 for U.S. federal income tax calendar year taxpayer that was requiredLine 14. Mark-to-Market Income
purposes. In addition, C incurs $200 of to file Schedule M-3 for its 2006 tax year(Loss)
meals and entertainment expenses that C and is required to file Schedule M-3 for its

Report on line 14 any amount deducts in computing net income per the 2007 tax year. For financial accounting
representing the mark-to-market income income statement. All $200 of is subject purposes, M accounts for each
or loss for any securities held by a dealer to the $50% limitation under section transaction as a sale. For U.S. federal
in securities, a dealer in commodities 274(n). In its financial statements, C income tax purposes, each of M’s
having made a valid election under treats the $50,000 depreciation and $100 transactions must be treated as a lease.
section 475(e), or a trader in securities or of the meals and entertainment as other In its financial statements, M treats the
commodities having made a valid election costs in computing Cost of Goods Sold. difference in the financial accounting and
under section 475(f). “ Securities” for Accordingly, C must include on Part II, the U.S. federal income tax treatment of
these purposes are securities described line 15, in column (a), the $50,000 of these transactions as temporary. During
in section 475(c)(2) and section 475(e)(2). depreciation and $100 of meals and 2007, M reports in its financial statements
“ Securities”do not include any items entertainment. C must also include a $1,000 of sales and $700 of cost of goods
specifically excluded from sections temporary difference of $20,000 in sold with respect to 2007 lease
475(c)(2) and 475(e)(2), such as certain column (b) a permanent difference of transactions. M receives periodic
contracts to which section 1256(a) $(50) in column (c) and $70,050 in payments of $500 in 2007 with respect to
applies. column (d) [$70,000 depreciation and $50 these 2007 transactions and similar

Report hedging gains and losses meals]. In addition, C must report: on Part transactions from prior years and treats
computed under the mark-to-market III, line 24, for its 2006 tax year income $400 as principal and $100 as interest
method of accounting on Part II, line 13, statement, depreciation expense of income. For financial income purposes, M
Hedging transactions, and not on line 14. $40,000 in column (a), a temporary reports gross profit of $300 ($1,000

difference of $(10,000) in column (b) and -$700) and interest income of $100 from
Line 15. Cost of Goods Sold $30,000 in column (d); and on Part III, line these transactions. For U.S. federal
Report on line 15 any amounts deducted 8, meals and entertainment expense of income tax purposes, M reports $500 of
as part of cost of goods sold during the $100 in column (a), a permanent gross rental income (the periodic
tax year, regardless of whether the difference of $(50) in column (c), and $50 payments) and (based on other facts)
amounts would otherwise be reported in column (d). All other COGS items $200 of depreciation deduction on the
elsewhere in Part II or Part III. However, would be added to the amounts included property. On its 2007 Schedule M-3, M
do not report the items mentioned in the on Part II, line 15 detailed in this example must report on Part II, line 11, $100 in
next paragraph on this line 15. Examples and reported on Part II, line 15, in the column (a), ($100) in column (b), and
of amounts that must be included on line appropriate columns. zero in column (d). In addition, M must
15 are amounts attributable to inventory report on Part II, line 16, $300 of grossLine 16. Sale Versus Lease (forvaluation, such as amounts attributable to profit in column (a), $200 in column (b),

Sellers and/or Lessors)cost-flow assumptions, additional costs and $500 of gross rental income in
required to be capitalized (including column (d). Lastly, M must report on Part(Also see the instructions at Part III, line
depreciation) such as section 263A costs, III, line 24, $200 in column (b) and (d).28, for purchasers and/or lessees.)
inventory shrinkage accruals, inventory Asset transfer transactions with Line 17. Section 481(a)obsolescence reserves, and lower of cost periodic payments characterized for Adjustmentsor market (LCM) write-downs. financial accounting purposes as either a With the exception of a section 481(a)Do not report the following on this line sale or a lease may, under some adjustment that is required to be reported15: circumstances, be characterized as the on Part II, line 10, for reportable• Amounts reportable on Part II, line 10; opposite for tax purposes. If the transactions, any difference between an• Any gain or loss from inventory hedging transaction is treated as a lease, the income or expense item attributable to antransactions reportable on Part II, line 13; seller/lessor reports the periodic authorized (or unauthorized) change in• Mark-to-market income or (loss) payments as gross rental income and method of accounting made for U.S.associated with the inventories of dealers also reports depreciation expense or federal income tax purposes that resultsin securities under section 475 reportable deduction. If the transaction is treated as in a section 481(a) adjustment must beon Part II, line 14; a sale, the seller/lessor reports gross reported on Part II, line 17, regardless of• Section 481(a) adjustments related to profit (sale price less cost of goods sold) whether a separate line for that income orcost of goods sold or inventory valuation from the sale of assets and reports the expense item exists in Part II or Part III.reportable on Part II, line 17; periodic payments as payments of

Example 17. Corporation N is a• Fines and penalties reportable on Part principal and interest income.
calendar year taxpayer that was requiredIII, line 9; and On Part II, line 16, column (a), report to file Schedule M-3 for its 2006 tax year• Judgments, damages, awards and the gross profit or gross rental income for and is required to file Schedule M-3 for itssimilar costs, reportable on Part III, line financial income purposes for all sale or 2007 tax year. N was depreciating certain10. lease transactions that must be given the fixed assets over an erroneous recovery

For the amount reported on Part II, line opposite characterization for U.S. federal period and, effective for its 2007 tax year,
15, attach Form 8916-A and report income tax purposes. On Part II, line 16, N receives IRS consent to change its
amounts for each item listed on Form column (d), report the gross profit or method of accounting for the depreciable
8916-A in columns (a) through (d). gross rental income for federal income tax fixed assets and begins using the proper

purposes. Interest income amounts forExample 15: Corporation C is a recovery period. The change in method of
such transactions must be reported oncalendar year taxpayer that placed in accounting results in a positive section
Part II, line 11, Interest income, in columnservice ten depreciable fixed assets in 481(a) adjustment of $100,000 that is
(a) or (d), as applicable. Depreciation2000. C was required to file Schedule M-3 required to be spread over four tax years,
expense for such transactions must befor its 2005 tax year and is required to file beginning with the 2007 tax year. In its
reported on Part III, line 24, Depreciation,Schedule M-3 for its 2006 tax year. C’s financial statements, N treats the section
in column (a) or (d), as applicable. Usetotal depreciation expense for its 2006 tax 481(a) adjustment as a temporary
columns (b) and (c) of Part II, lines 11 andyear for five of the assets is $50,000 for difference. N must report on Part II, line
16, and Part III, line 24, as applicable toincome statement purposes and $70,000 17, $25,000 in columns (b) and (d) for its
report the differences between column (a)for U.S. federal income tax purposes. C’s 2007 tax year and each of the
and (d).total annual depreciation expense for its subsequent three tax years (unless N is

2006 tax year for the other five assets is Example 16. Corporation M sells and otherwise required to recognize the
$40,000 for income statement purposes leases property to customers. M is a remainder of the 481(a) adjustment
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earlier). N must not report the section Reverse the amount reported in column Line 22. Other Income (Loss)
481(a) adjustment on Part III, line 24. (a) in column (b) or (c), as applicable. The Items With Differences

corresponding gains and losses for U.S.
Separately state and adequately discloseLine 18. Unearned/Deferred federal income tax purposes are reported
on Part II, line 22, all items of incomeRevenue on Part II, lines 21b through 21g, as
(loss) with differences that are notapplicable.Report on line 18, column (a), amounts of otherwise listed on Part II, lines 1 throughrevenues included in Part I, line 11, that 21. Attach a schedule that itemizes theLine 21b. Gross Capital Gainswere deferred from a prior financial type of income (loss) and the amount ofFrom Schedule D, Excludingaccounting year. Report on line 18, each item.Amounts From Pass-Throughcolumn (d), amounts of revenues

If any “comprehensive income” asrecognizable for U.S. federal income tax Entities
defined by Statement of Financialpurposes in the current tax year that are Report on line 21b, gross capital gains
Accounting Standards (SFAS) No. 130 isrecognized for financial accounting reported on Schedule D, excluding capital
reported on this line, describe the item(s)purposes in a different year. Also report gains from pass-through entities, which
in detail. Examples of sufficiently detailedon line 18, column (d), any amount of must be reported on Part II, lines 7, 8, or
descriptions include “Foreign currencyrevenues reported on line 18, column (a), 9, as applicable.
translation adjustments” and “gains andthat are recognizable for U.S. federal
losses on available-for-sale securities.”income tax purposes in the current tax Line 21c. Gross Capital Losses

year. Use columns (b) and (c) of line 18, From Schedule D, Excluding Line 24. Total Expense/as applicable, to report differences Amounts From Pass-Through Deduction Itemsbetween column (a) and (d). Entities, Abandonment Losses, Report on Part II, line 24, columns (a)Line 18 must not be used to report and Worthless Stock Losses through (d), as applicable, the negative ofincome recognized from long-term Report on line 21c, gross capital losses the amounts reported on Part III, line 30,contracts. Instead, use line 19. reported on Schedule D, excluding capital columns (a) through (d). For example, if
losses from (a) pass-through entities, Part III, line 30, column (a), reflects anLine 19. Income Recognition
which must be reported on Part II, lines 7, amount of $1 million then report on PartFrom Long-Term Contracts
8, or 9, as applicable; (b) abandonment II, line 24, column (a), ($1 million).Report on line 19 the amount of net losses, which must be reported on Part II, Similarly, if Part III, line 30, column (b),income or loss for financial statement line 21e; and (c) worthless stock losses, reflects an amount of ($50,000), thenpurposes (or books and records, if which must be reported on Part II, line report on Part II, line 24, column (b),applicable) or U.S. federal income tax 21f. $50,000.purposes for any contract accounted for

under a long-term contract method of Line 21d. Net Gain/Loss Line 25. Other Items With No
accounting. Reported on Form 4797, Line Differences

17, Excluding Amounts From If there is no difference between theLine 20. Original Issue Discount
Pass-Through Entities, financial accounting amount and theand Other Imputed Interest

taxable amount of an entire item ofAbandonment Losses, andReport on line 20 any amounts of original
income, gain, loss, expense, or deductionWorthless Stock Lossesissue discount (OID) and other imputed
and the item is not described or includedinterest. The term 00original issue Report on line 21d the net gain or loss in Part II, lines 1 through 22, or Part III,discount and other imputed interest’’ reported on line 17 of Form 4797, Sales lines 1 through 29, report the entireincludes, but is not limited to: of Business Property, excluding amounts amount of the item in columns (a) and (d)from (a) pass-through entities, which must1. The difference between issue price of line 25. If a portion of an item ofbe reported on Part II, lines 7, 8, or 9, asand the stated redemption price at income, loss, expense, or deduction hasapplicable; (b) abandonment losses,maturity of a debt instrument, which may a difference and a portion of the itemwhich must be reported on Part II, linebe wholly or partially realized on the does not have a difference, do not report21e; and (c) worthless stock losses,disposition of a debt instrument under any portion of the item on line 25. Instead,which must be reported on Part II, linesection 1273; report the entire amount of the item (i.e.,21f.2. Amounts that are imputed interest both the portion with a difference and the

on a deferred sales contract under portion without a difference) on theLine 21e. Abandonment Lossessection 483; applicable line of Part II, lines 1 throughReport on line 21e any abandonment3. Amounts treated as interest or OID 22, or Part III, lines 1 through 29. Seelosses, regardless of whether the loss isunder the stripped bond rules under Example 10 on page .characterized as an ordinary loss or aSection 1286; and
capital loss.4. Amounts treated as OID under the Line 26. Reconciliation Totals.

below-market interest rate rules under Combine lines 23 through 25.Line 21f. Worthless StockSection 7872. If a corporation chooses not to completeLosses
columns (a) and (d) of Parts II and III inReport on line 21f any worthless stockLine 21a. Income Statement the first tax year the corporation isloss, regardless of whether the loss isGain/loss on Sale, Exchange, required to file Schedule M-3 (or for anycharacterized as an ordinary loss or a year in which the corporation voluntarilyAbandonment, Worthlessness, capital loss. Attach a schedule that files Schedule M-3), Part II, line 26, isor Other Disposition of Assets separately states and adequately reconciled by the corporation in theOther Than Inventory and discloses each transaction that gives rise following manner:to a worthless stock loss and the amountPass-Through Entities

1. Report the amount from Part I, lineof each loss.Report on line 21a, column (a) all gains 11, on Part II, line 26, column (a);and losses on the disposition of assets Line 21g. Other Gain/Loss on 2. Leave blank Part II, lines 1 throughexcept for (a) gains and losses on the 25, columns (a) and (d);Disposition of Assets Otherdisposition of inventory, and (b) gains and 3. Leave blank Part III, columns (a)Than Inventorylosses allocated to the corporation from a and (d); andpass-through entity (e.g., on Schedule Report on line 21g any gains or losses 4. Report on Part II, line 26, columnK-1) that are included in the net income from the sale or exchange of property (d), the sum of Part II, line 26, columns(loss) per income statement of the other than inventory and that are not (a), (b), and (c).corporation reported on Part I, line 11. reported on lines 21b through 21f.
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regardless of the classification, benefits not otherwise includible on PartPart III. Reconciliation of
nomenclature, or terminology used for the III, line 11, for example, retiree health and

Net Income (Loss) per fines or penalties by the imposing life insurance coverage, dental coverage,
authority in its actions or documents, and etc.Income Statement of the
regardless of how or where the fines or Line 13. DeferredCorporation With Total penalties are classified in the

Compensationcorporation’s financial income statementIncome (Loss) per Return Report on line 13, column (a), anyor the income and expense accounts
compensation expense included in themaintained in the corporation’s books and— Expense/ Deduction
net income (loss) amount reported in Partrecords. Also report on line 9, column (a),Items I, line 11 that is not deductible for U.S.the reversal of any overaccrual of any
federal income tax purposes in theamount described in this paragraph. SeeLines 1 Through 6. Income Tax current tax year and that was not reportedsection 162(f) for additional guidance.

Expense elsewhere on Schedule M-3, column (a).Report on line 9, column (d), any such
Report on line 13, column (d), anyIf the corporation does not distinguish amounts as are described in the
compensation deductible in the currentbetween current and deferred income tax preceding paragraph that are includible in
tax year that was not included in the netexpense in its financial statements (or its taxable income, regardless of the
income (loss) amount reported in Part I,books and records, if applicable), report financial accounting period in which such
line 11 for the current tax year and that isincome tax expense as current income amounts were or are included in financial
not reportable elsewhere on Scheduletax expense using lines 1, 3, and 5, as accounting net income. Complete
M-3. For example, report originations andapplicable. columns (b) and (c), as appropriate.
reversals of deferred compensation

Do not report on this Part III, line 9,Line 7. Equity-Based subject to section 409A on line 13.
amounts required to be reported inCompensation Line 15. Charitable Contributionaccordance with instructions for Part III,Report on line 7 any amounts for of Intangible Propertyline 10.equity-based compensation or

Report on line 15 any charitableDo not report on this Part III, line 9,consideration that are reflected as
contribution of intangible property, foramounts recovered from insurers or anyexpense in the financial statements
example, contributions of:other indemnitors for any fines and(column (a)) or deducted in the U.S.
• Intellectual property, patents (includingpenalties described above.federal income tax return (column (d))
any amounts of additional contributionsother than amounts reportable elsewhere Line 10. Judgments, Damages, allowable by virtue of income earned byon Schedule M-3, Parts II and III .

Awards, Similar Costs donees subsequent to the year ofExamples of amounts reportable on line 7
donation), copyrights, trademarks;Report on line 10, column (a), the amountinclude payments attributable to stock
• Securities (including stocks and theirof any estimated or actual judgments,options (including incentive stock options
derivatives, stock options, and bonds);damages, awards, settlements, andand nonqualified stock options),
• Conservation easements (includingsimilar costs, however named oremployee stock purchase plans (ESPPs),
scenic easements or air rights);classified, included in financial accountingphantom stock options, phantom stock
• Railroad rights of way;income, regardless of whether theunits, stock warrants, stock appreciation
• Mineral rights; andamount deducted was attributable to anrights, and restricted stock, regardless of
• Other intangible property.estimate of future anticipated payments orwhether such payments are made to

actual payments. Also report on line 10,employees or non-employees, or as Line 16. Current Year
column (a), the reversal of anypayment for property or compensation for Acquisition or Reorganizationoveraccrual of any amount described inservices. Investment Banking Feesthis paragraph.

Line 8. Meals and Report on line 16 any investment bankingReport on line 10, column (d), anyEntertainment fees paid or incurred in connection with asuch amounts as are described in the
taxable or tax-free acquisition of propertyReport on line 8, column (a), any amounts previous paragraph that are includible in
(e.g., stock or assets) or a tax-freepaid or accrued by the corporation during taxable income, regardless of the
reorganization. Report on this line anythe tax year for meals, beverages, and financial accounting period in which such
investment banking fees incurred at anyentertainment that are accounted for in amounts were or are included in financial
stage of the acquisition or reorganizationfinancial accounting income, regardless of accounting net income. Complete
process including, for example, fees paidthe classification, nomenclature, or columns (b) and (c), as appropriate.
or incurred to evaluate whether toterminology used for such amounts, and Do not report on this Part III, line 10, investigate an acquisition, fees to conductregardless of how or where such amounts amounts required to be reported in an actual investigation, and fees toare classified in the corporation’s financial accordance with instructions for Part III, consummate the acquisition. Also includeincome statement or the income and line 9. on this line 16 investment banking feesexpense accounts maintained in the
incurred in connection with the liquidationDo not report on this Part III, line 10,corporation’s books and records. Report
of a subsidiary, a spin-off of a subsidiary,amounts recovered from insurers or anyonly amounts not otherwise reportable
or an initial public stock offering.other indemnitors for any judgments,elsewhere on Schedule M-3, Parts II and

damages, awards, or similar costsIII (e.g., Part II, line 15). Line 17. Current Yeardescribed above. Acquisition or ReorganizationLine 9. Fines and Penalties
Line 11. Pension and Legal and Accounting FeesReport on line 9 any fines or similar
Profit-Sharingpenalties paid to a government or other Report on line 17 any legal and
Report on line 11 any amountsauthority for the violation of any law for accounting fees paid or incurred in
attributable to the corporation’s pensionwhich fines or penalties are assessed. All connection with a taxable or tax-free
plans, profit-sharing plans, and any otherfines and penalties expensed in financial acquisition of property (e.g., stock or
retirement plans.accounting income (paid or accrued) must assets) or tax-free reorganization. Report

be included on this line 9, column (a), on this line any legal and accounting feesLine 12. Other Post-Retirementregardless of the government or other incurred at any stage of the acquisition or
Benefitsauthority that imposed the fines or reorganization process including, for

penalties, regardless of whether the fines Report on line 12 any amounts example, fees paid or incurred to evaluate
and penalties are civil or criminal, attributable to other post-retirement whether to investigate an acquisition, fees
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to conduct an actual investigation, and elsewhere on Schedule M-3 (e.g., on Part transaction is treated as a purchase, the
fees to consummate the acquisition. Also II, lines, 7, 8, 9, or 15). purchaser/lessee reports the periodic
include on this line 17 legal and payments as payments of principal andLine 24. Depreciationaccounting fees incurred in connection interest and also reports depreciation

Report on line 24 any depreciationwith the liquidation of a subsidiary, a expense or deduction with respect to the
expense that is not required to bespin-off of a subsidiary, or an initial public purchased asset.
reported elsewhere on Schedule M-3stock offering. Report on Part III, line 28, column (a),
(e.g., on Part II, lines, 7, 8, 9, or 15). gross rent expense for a transactionLine 18. Current Year

treated as a lease for income statementLine 25. Bad Debt ExpenseAcquisition/Reorganization purposes but as a sale for U.S. federalReport on line 25, column (a), anyOther Costs income tax return purposes. Report onamounts attributable to an allowance forReport on line 18 any other fees paid or Part III, line 28, column (d), gross rentaluncollectible accounts receivable orincurred in connection with a taxable or deductions for a transaction treated as aactual write-offs of accounts receivabletax-free acquisition of property (e.g., stock lease for U.S. federal income taxincluded in net income per the incomeor assets) or a tax-free reorganization not purposes but as a purchase for incomestatement. Report in column (d) theotherwise reportable on Schedule M-3 statement purposes. Report interestamount of bad debt expense deductible(e.g., Part III, line 16 or 17). Report on expense or deduction amounts for suchfor federal income tax purposes inthis line any fees paid or incurred at any transactions on Part III, line 26, in columnaccordance with section 166.stage of the acquisition or reorganization (a) or (d), as applicable. Report
process including, for example, fees paid depreciation expense or deductions forLine 26. Interest Expense
or incurred to evaluate whether to such transactions on Part III, line 24, inReport on Part III, line 26, column (a), the
investigate an acquisition, fees to conduct column (a) or (d), as applicable. Usetotal amount of interest expense included
an actual investigation, and fees to columns (b) and (c) of Part III, lines 24,on Part I, line 11, and report on Part III,
consummate the acquisition. Also include 26, and 28, as applicable, to report theline 26, column (d), the total amount of
on this line 18 other acquisition/ differences between column (a) and (d)interest deduction included on Form
reorganization costs incurred in for such recharacterized transactions.1120S, page 3, Schedule K, line 18, that
connection with the liquidation of a Example 18. U.S. corporation Xis not reported elsewhere on Schedule
subsidiary, a spin-off of a subsidiary, or acquired property in a transaction that, forM-3. In columns (b) or (c), as applicable,
an initial public stock offering. financial accounting purposes, X treats asadjust for any amounts treated for U.S.

a lease. X is a calendar year taxpayerfederal income tax purposes as interestLine 19. Amortization/
that was required to file Schedule M-3 fordeduction that are treated as some otherImpairment of Goodwill its 2006 tax year and is required to fileform of expense in the financial

Report on line 19 amortization of goodwill Schedule M-3 for its 2007 tax year. Forstatements, or vice versa. For example,
or amounts attributable to the impairment U.S. federal income tax purposes,adjustments to interest expense /
of goodwill. because of its terms, the transaction isdeduction resulting from adjustments

treated for U.S. federal income taxmade in accordance with instructions forLine 20. Amortization of purposes as a purchase and X must treatPart III, line 28, Purchase versus leaseAcquisition, Reorganization, the periodic payments it makes partially(for purchasers and/or lessees), should
and Start-Up Costs as payment of principal and partially asbe made in columns (b) and (c), as

payment of interest. In its financialReport on line 20 amortization of applicable, of this line 26.
statements, X treats the differenceacquisition, reorganization, and start-up Do not report on this line 26 amounts
between the financial accounting andcosts. For purposes of column (b), (c), reported in accordance with instructions
U.S. federal tax treatment of thisand (d), include amounts amortizable for (i) Part II, lines 7, 8 and 9, Income
transaction as a temporary difference.under sections 167, 195, or 248. (loss) from U.S. partnerships, foreign
During 2007, X reports in its financialpartnerships and other pass-throughLine 21. Other Amortization or statements $1,000 of gross rentalentities, and (ii) Part II, line 10, ItemsImpairment Write-Offs expense that, for federal income taxrelating to reportable transactions.
purposes, is recharacterized as a $700Report on line 21 any amortization or
payment of principal and a $300 paymentLine 27. Corporate Owned Lifeimpairment write-offs not otherwise
of interest, accompanied by aincludible on Schedule M-3. Insurance Premiums
depreciation deduction of $1,200 (basedReport on line 27 all amounts ofLine 22. Section 198 on other facts). On its 2007 Scheduleinsurance premiums attributable to any M-3, X must report the following on PartEnvironmental Remediation life insurance policy if the corporation is III, line 28: column (a) $1,000, its financialCosts directly or indirectly a beneficiary under accounting gross rental expense; columnReport on line 22, column (a), any the policy or if the policy has a cash (b), ($1,000); and column (d), zero. Onamounts attributable to environmental value. Report in column (d) the amount of Part III, line 26, X reports zero in columnremediation costs included in the net the premiums that are deductible for (a) and $300 in columns (b) and (d) forincome per the income statement. Report federal income tax purposes. the interest deduction. On Part III, line 24,in columns (b), (c), and (d), as applicable,
X reports zero in column (a) and $1,200Line 28. Purchase Versus Leaseany deductible amounts attributable to
in columns (b) and (d) for the depreciation(for Purchasers and/orenvironmental remediation costs
deduction.described in section 198 that are paid or Lessees)

incurred during the current tax year. Line 29. Other Expense/Note: Also see the instructions at Part II,
line 16, for sellers and/or lessors. Deduction Items WithLine 23a. Depletion – Oil & Gas

DifferencesAsset transfer transactions withReport on line 23a, column (a), any oil
periodic payments characterized for Report on Part III, line 29, all items ofand gas depletion included in Part I, line
financial accounting purposes as either a expense/deduction that are not otherwise11.
purchase or a lease may, under some listed on Part III, lines 1 through 28.

Line 23b. Depletion – Other circumstances, be characterized as the Comprehensive income. If any
opposite for tax purposes.than Oil & Gas “comprehensive income” as defined by

Report on line 23b any depletion If a transaction is treated as a lease, SFAS No. 130 is reported on this line,
expense/deduction other than oil and gas the purchaser/lessee reports the periodic describe the item(s) in detail as, for
that is not required to be reported payments as gross rental expense. If the example, “Foreign currency translation
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adjustments” and “ Gains and losses on discontinued operation as a single months. For U.S. federal income tax
available-for-sale securities.” amount, and its general ledger or other purposes, Q deducts the insurance

books, records, and workpapers provide premium when paid and amortizes theReserves and contingent liabilities.
details for the anticipated expenses under advertising over the 12-month period. In

Report on line 29 each reserve or more explanatory and defined categories its financial statements, Q treats thecontingent liability that is not required to such as employee termination costs, differences attributable to the financialbe reported elsewhere on Schedule M-3. lease cancellation costs, loss on sale of statement treatment and U.S. federalReport on line 29, column (a), expenses equipment, etc., a supporting schedule income tax treatment of the prepaidincluded in net income reported on Part I, that lists those categories of expenses insurance and advertising as temporaryline 11, that are related to reserves and and their details will satisfy the differences. Q must separately state andcontingent liabilities. Report on line 29, requirement to separately state and adequately disclose on Part III, line 29, itscolumn (d), amounts related to liabilities adequately disclose. In order to prepaid insurance premium and reportfor reserves and contingent liabilities that separately state and adequately disclose $250,000 in column (a) ($500,000/12are deductible in the current tax year for the employee termination costs, it is not months X 6 months), $250,000 in columnU.S. federal income tax purposes. required that an anticipated termination
Examples of items that must be reported (b), and $500,000 in column (d). Q mustcost amount be listed for each employee,
on line 29 include warranty reserves, also separately state and adequatelyor that each asset (or category of asset)restructuring reserves, reserves for disclose on Part II, line 25, Other itemsbe listed along with the anticipated lossdiscontinued operations, and reserves for with no differences, its prepaid advertisingon disposition.acquisitions and dispositions. Only report and report $400,000 in column (a) and
on line 29 items that are not required to Example 19. Corporation Q is a (d).
be reported elsewhere on Schedule M-3, calendar year taxpayer that was required
Parts II and III. For example, the expense to file Schedule M-3 for its 2006 tax year Line 30. Total Expense/ Deduction
for a reserve for inventory obsolescence and is required to file Schedule M-3 for its Itemsmust be reported on Part II, line 15. 2007 tax year. On July 1 of each year, Q

Report on Part II, line 24, columns (a)has a fixed liability for its annualThe schedule of details attached to the
though (d), as applicable, the negative ofinsurance premiums that provides areturn for line 29 must separately state
the amounts reported on Part III, line 30,12-month coverage period beginning Julyand adequately disclose the nature and
column (a) through (d), as applicable. For1 through June 30. In addition, Qamount of the expense related to each
example, if Part III, line 30, column (a),historically prepays 12 months ofreserve and/or contingent liability. The
reflects an amount of $1 million, thenadvertising expense on July 1. On July 1,appropriate level of disclosure depends
report on Part II, line 24, column (a), ($12007, Q prepays its insurance premium ofupon each taxpayer’s operational activity
million). Similarly, if Part III, line 30,$500,000 and advertising expenses ofand the nature of its accounting records.
column (b), reflects an amount of$800,000. For financial statementFor example, if a corporation’s net income
($50,000), then report on Part II, line 24,purposes, Q capitalizes and amortizes theamount reported in the income statement

prepaid insurance and advertising over 12 column (b), $50,000.includes anticipated expenses for a
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