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Department of the Treasury
Internal Revenue Service2007

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

income tax purposes, as reported on statements with D, but C and D fileSection references are to the Internal
Part I, line 11. separate U.S. income tax returns. TheRevenue Code unless otherwise noted.

consolidated accrual basis financialSchedule M-3 Parts II and IIIGeneral Instructions statements for C and D report totalreconcile financial statement net
assets at the end of the tax year of $12income (loss) for the U.S. tax return
million after intercompany eliminations.What’s New (per Schedule M-3, Part I, line 11) to
C reports separate company totaltotal income (loss) on Form 1120S,• The use of non-tax-basis and year-end assets on its Schedule L of $7page 3, Schedule K, line 18.tax-basis financial statements and the million. D reports separate company

selection of the income statement to be total year-end assets on its Schedule L
used for purposes of Schedule M-3 and Where To File of $6 million. Neither C nor D is
the related balance sheet amounts that If the corporation is required to file (or required to file Schedule M-3 for the
must be used by Schedule M-3 filers in voluntarily files) Schedule M-3 (Form 2007 tax year.
preparing Form 1120S, Schedule L, is 1120S), the corporation must file Form
clarified on pages 2 and 3. 1120S and all attachments and• Schedule M-3, Part I, line 7a, is used Other Issues Affectingschedules, including Schedule M-3
to report the income (loss) for any (Form 1120S), with the Department of Schedule M-3 Filingdisregarded entity that is not a qualified the Treasury, Internal Revenue Service
subchapter S subsidiary (QSub) and Center, Ogden, UT 84201-0013. Requirements
that is not included in Part I, line 4, but

If a corporation was required to filewhich is included in Part I, line 11. Who Must File Schedule M-3 for the preceding taxSchedule M-3, Part I, line 7b, is used to
year, but reports on Schedule L ofAny corporation required to file Formreport the income (loss) for any
Form 1120S total assets at the end of1120S, U.S. Income Tax Return for anqualified subchapter S subsidiary
the current tax year of less than $10S Corporation, that reports on Schedule(QSub) that is not included in Part I,
million, the corporation is not requiredL of Form 1120S total assets at the endline 4, but is included in Part I, line 11.
to file Schedule M-3 for the current taxof the corporation’s tax year that equalSee page 4.
year. The corporation may either (a) fileor exceed $10 million must complete• Form 8916-A, Supplemental
Schedule M-3, or (b) file Schedule M-1,and file Schedule M-3 instead ofAttachment to Schedule M-3, must be
for the current tax year. However, if theSchedule M-1, Reconciliation of Incomeattached to support any amounts on
corporation chooses to file Schedule(Loss) per Books With Income (Loss)Part II, line 11, Interest income; Part II,
M-1 for the current tax year, and for aper Return. A U.S. corporation filingline 15, Cost of goods sold; or Part III,
subsequent tax year the corporation isForm 1120S that is not required to fileline 26, Interest expense. See Form
required to file Schedule M-3, theSchedule M-3 may voluntarily file8916-A and its instructions.
corporation must complete ScheduleSchedule M-3 instead of Schedule M-1.• The notification made by a
M-3 in its entirety (Part I and allA corporation filing Schedule M-3 must“reportable entity partner” must be
columns in Parts II and III) for thatcheck the box on Form 1120S, page 1,retained by both the reportable entity
subsequent tax year.item C, indicating that Schedule M-3 ispartner and the partnership. See

attached (whether required orReportable Entity Partner Reporting For purposes of determining whether
voluntary). A corporation filing ScheduleResponsibilities on page 2. the corporation has total assets at the
M-3 must not file Schedule M-1. end of the current tax year of $10• The instructions for Part III clarify that

million or more, the corporation’s totalexpense amounts that reduce financial Example 1.
assets must be determined on anaccounting income and deduction 1. U.S. corporation A owns U.S.
overall accrual method of accountingamounts that reduce taxable income subsidiary B and foreign subsidiary F.
unless both of the following apply: (a)must be reported on Part III as positive For its 2007 tax year, A prepares
the tax return of the corporation isamounts. See page 14. consolidated financial statements with
prepared using an overall cash methodB and F that report total assets of $12
of accounting, and (b) no includiblePurpose of Schedule million. A files a U.S. income tax return
entity in the U.S. tax return prepares orSchedule M-3, Part I, asks certain with B (a corporation that has made a
is included in financial statementsquestions about the corporation’s qualified subchapter S subsidiary
prepared on an accrual basis.financial statements and reconciles election) and reports total assets on

financial statement worldwide net Schedule L of $8 million. A’s U.S. tax Note. See the instructions for Part I,
income (loss) for the corporation (or group is not required to file Schedule line 1, for a discussion of non-tax-basis
consolidated financial statement group, M-3 for the 2007 tax year. income statements and related
if applicable), as reported on Part I, line 2. U.S. corporation C owns U.S. non-tax-basis balance sheets to be
4, to income (loss) per the income subsidiary D. For its 2007 tax year, C used in the preparation of Schedule
statement of the corporation for U.S. prepares consolidated financial M-3 and of Form 1120S, Schedule L.
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must be shown on Schedule L as interests owned or deemed to beSchedule L corporate liabilities. In any event, any owned under these instructions by any
If a non-tax-basis income statement investments or other assets reported on member of the tax consolidated group;
and related non-tax-basis balance Schedule L can never be reported as 2. The owner of a disregarded entity
sheet is prepared for any purpose for a negative amounts. is deemed to own all corporate and
period ending with or within the tax partnership interests owned or deemed
year, Schedule L must be prepared to be owned under these instructionsEntity Considerations forshowing non-tax-basis amounts. See by the disregarded entity;
the instructions for Part I, line 1, for a Schedule M-3 3. The owner of 50 percent or more
discussion of non-tax-basis income of a corporation by vote on any day ofFor purposes of Schedule M-3,
statements and related non-tax-basis the corporation tax year is deemed toreferences to the classification of an
balance sheets prepared for any own all corporate and partnershipentity (for example, as a corporation, a
purpose and the impact on the interests owned or deemed to bepartnership, or a trust) are references to
selection of the income statement used owned under these instructions by thethe treatment of the entity for U.S.
for Schedule M-3 and the related corporation during the corporation taxincome tax purposes. An entity that
non-tax-basis balance sheet amounts year;generally is disregarded as separate
that must be used for Schedule L. 4. The owner of 50 percent or morefrom its owner for U.S. income tax

of partnership income, loss, or capitalTotal assets shown on Schedule L, purposes (disregarded entity) must not
on any day of the partnership tax yearline 15, column (d), must equal the total be separately reported on Schedule
is deemed to own all corporate andassets of the corporation as of the last M-3 except, if required, on Part I, line
partnership interests owned or deemedday of the tax year, and must be the 7a or line 7b. On Schedule M-3, Parts II
to be owned under these instructionssame total assets reported by the and III, any item of income, gain, loss,
by the partnership during thecorporation in the non-tax-basis deduction, or credit of a disregarded
partnership tax year; andfinancial statements, if any, used for entity must be reported as an item of its

5.  The beneficial owner of 50Schedule M-3. If the corporation does owner. In particular, the income or loss
percent or more of the beneficialnot prepare non-tax-basis financial of a disregarded entity must not be
interest of a trust or nomineestatements, Schedule L must be based reported on Part II, lines 7, 8, or 9 as
arrangement on any day of the trust oron the corporation’s books and records. from a separate partnership or other
nominee arrangement tax year isThe Schedule L balance sheet can pass-through. The financial statement
deemed to own all corporate andshow tax-basis balance sheet amounts income or loss of a disregarded entity
partnership interests owned or deemedif the corporation is allowed to use other than a qualified subchapter S
to be owned under these instructionsbooks and records for Schedule M-3 subsidiary (QSub) is included on Part I,
by the trust or nominee arrangement.and the corporation’s books and line 7a, if and only if its financial

records reflect only tax-basis amounts. statement income or loss is included on
A reportable entity partner withPart I, line 11, but not on Part I, line 4.Generally, total assets at the respect to a partnership (as definedThe financial statement income or lossbeginning of the year (Schedule L, line above) must report the following to theof a QSub is included on Part I, line 7b,15, column (b)) must equal total assets partnership within 30 days of firstif and only if its financial statementat the close of the prior year (Schedule becoming a reportable entity partnerincome or loss is included on Part I, lineL, line 15, column (d)). For each and, after first reporting to the11, but not on Part I, line 4.Schedule L balance sheet item reported partnership under these instructions,

for which there is a difference between Qualified Subchapter S Subsidiaries thereafter within 30 days of the date of
the current opening balance sheet (QSubs). Since a QSub is a any change in the interest it owns or is
amount and the prior closing balance disregarded entity, for purposes of deemed to own, directly or indirectly,
sheet amount, attach a schedule that Schedule M-3, Schedule L, and the tax under these instructions, in the
reports the balance sheet item, the return in general, the subsidiary is partnership.
prior closing amount, the current deemed to have liquidated into the 1. Name.opening amount, and a short parent S corporation. As such, all 2. Mailing address.explanation of the difference. In QSubs are treated as divisions of the S 3. Taxpayer identification numberparticular, indicate if the differences corporation parent and they must not (TIN or EIN), if applicable.occurred because of acquisitions or be separately reported on Schedule 4. Entity or organization type.mergers. M-3 except, if required, on Part I, line 5. State or country in which it is

7b.For purposes of measuring total organized.
assets at the end of the year, the 6. Date on which it first became aReportable Entity Partnercorporation’s assets may not be netted reportable entity partner.
or reduced by the corporation’s Reporting Responsibilities 7. Date with respect to which it is
liabilities. In addition, total assets may reporting a change in its ownershipA reportable entity partner with respect
not be reported as a negative amount. interest in the partnership, if applicable.to a partnership filing Form 1065 is an
If Schedule L is prepared on a 8.  The interest in the partnership itentity that (1) owns or is deemed to
non-tax-basis method, an investment in owns or is deemed to own in theown, directly or indirectly, under these
a partnership may be shown as partnership, directly or indirectly (asinstructions a 50 percent or greater
appropriate under the corporation’s defined under these instructions) as ofinterest in the income, loss or capital of
non-tax-basis method of accounting, the date with respect to which it isthe partnership on any day of the tax
including, if required by the reporting.year and (2) was required to complete
corporation’s reporting methodology, 9. Any change in that interest as ofSchedule M-3 on its most recently filed
the equity method of accounting for the date with respect to which it isU.S. income tax return or return of
investments. If Schedule L is prepared reporting.income filed prior to that day.
on a tax-basis method, an investment

For the purposes of theseby the corporation in a partnership must The reportable entity partner must
instructions:be shown as an asset and measured retain copies of required reports it

by the corporation’s adjusted basis in 1.  The parent corporation of a makes to partnerships under these
its partnership interest. Any liabilities consolidated tax group is deemed to instructions. Each partnership must
contributing to such adjusted basis own all corporate and partnership retain copies of the required reports it
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receives under these instructions from corporation filing the U.S. income tax 1120S), the U.S. corporation must
reportable entity partners. return. check “No” on questions 1a and 1b,

skip Part I, lines 2, 3a, and 3b, andExample 2.  A, an LLC filing a Non-Tax-Basis Financial enter the net income (loss) per theForm 1065 for 2007, is owned 50 Statements and Tax-Basis books and records of the U.S.percent by U.S. corporation Z which Financial Statements corporation on Part I, line 4.files Form 1120S. A owns 50 percent of
A tax-basis income statement iseach of B, C, D, and E, each also an Lines 2 and 3. Questionsallowed for Schedule M-3 and aLLC filing a Form 1065 for calendar
tax-basis balance sheet for Schedule L Regarding Income Statementyear 2007. Z was first required to
only if no non-tax-basis incomecomplete Schedule M-3 (Form 1120S) Period and Restatements
statement and no non-tax-basisfor its corporate tax year ended Enter the beginning and ending datesbalance sheet was prepared for anyDecember 31, 2006, and filed its Form on line 2 for the corporation’s annualpurpose and the books and records of1120S with Schedule M-3 for 2006 on income statement period ending with orthe corporation reflect only tax-basisSeptember 15, 2007. As of September within the current tax year.amounts. The corporation is deemed to16, 2007, Z was a reportable entity

The questions on Part I, lines 3a andhave non-tax-basis income statementspartner with respect to A and, through
3b, regarding income statementand the related non-tax-basis balanceA, with respect to B, C, D, and E. On
restatements refer to the worldwidesheets for the current tax year forOctober 5, 2007, Z reports to A, B, C,
consolidated income statement issuedpurposes of Schedule M-3 andD, and E, as it is required to do within
by the corporation filing the U.S.Schedule L if such non-tax-basis30 days of September 16, that Z is a
income tax return and used to preparefinancial statements were prepared forreportable entity partner directly owning
Schedule M-3. Answer “Yes” on linesand presented to management,(with respect to A) or deemed to own
3a and/or 3b if the corporation’s annualcreditors, shareholders, governmentindirectly (with respect to B, C, D, and
income statement has been restated forregulators, or any other third parties forE) a 50 percent interest. Therefore,
any reason. Attach a short explanationa period ending with or within the taxbecause Z was a reportable entity
of the reasons for the restatement inyear.partner for 2007, each of A, B, C, D,
net income for each annual incomeand E is required to complete Schedule If a non-tax-basis income statement statement period that is restated,M-3 (Form 1065) for 2007, regardless is prepared that is a certified including the original amount andof whether they would otherwise be non-tax-basis income statement for the restated amount of each annualrequired to complete Schedule M-3 for period ending with or within the tax statement period’s net income.that year. year, the corporation must check “Yes”

for Part I, line 1a and use that income Line 4. WorldwideCompletion of Schedule statement for Schedule M-3. If no Consolidated Net Incomecertified non-tax-basis incomeM-3 (Loss) per Income Statementstatement is prepared but an unaudited
A corporation required to file Schedule non-tax-basis income statement is Report on Part I, line 4, the worldwide
M-3 must complete the form in its prepared for the period ending with or consolidated net income (loss) per the
entirety. At the time the Form 1120S is within the tax year, the corporation income statement (or books and
filed, all applicable questions must be must check “Yes” for Part I, line 1b and records, if applicable) of the
answered on Part I, all columns must use that income statement for Schedule corporation.
be completed on Parts II and III, and all M-3. In completing Schedule M-3, thenumerical data required by Schedule Order of priority in accounting corporation must use financialM-3 must be provided. Any schedule standards.  If two or more statement amounts from the financialrequired to support a line item on non-tax-basis income statements are statement type checked “Yes” on Part I,Schedule M-3 must be attached at the both certified non-tax-basis income line 1, or from its books and records iftime Schedule M-3 is filed and must statements for the period, the income Part I, line 1b is checked “No.”provide the information required for that statement prepared according to the If a corporation preparesline item. following order of priority in accounting non-tax-basis financial statements, thestandards shall be used. amount on line 4 must equal the

1. U.S. Generally Accepted financial statement net income (loss) forSpecific Instructions Accounting Principles (GAAP). the income statement period ending
2. International Financial Reporting with or within the tax year as indicatedfor Part I Standards (IFRS). on Part I, line 2.
3. Any other International If the corporation preparesAccounting Standards (IAS).Part I. Financial non-tax-basis financial statements and4. Other regulatory accrual the income statement period differsInformation and Net accounting. from the corporation’s tax year, the5. Any other accrual accountingIncome (Loss) income statement period indicated onstandard. Part I, line 2, applies for purposes of6. Any fair market value standard.Reconciliation Part I, lines 4 through 8.7. Any cash basis standard.

If the corporation does not prepareWhen To Complete Part I If no non-tax-basis income statement non-tax-basis financial statements and
Part I must be completed for any tax is certified and two or more has checked “No” on Part I, line 1b,
year for which the corporation files non-tax-basis income statements are enter the net income (loss) per the
Schedule M-3. prepared, the income statement books and records of the U.S.

prepared according to the first listed of corporation on Part I, line 4.Line 1. Questions Regarding
the accounting standards listed above Report on Part I, lines 5a through 10,the Type of Income shall be used. as instructed below, all adjustment

Statement Prepared If no non-tax-basis financial amounts required to adjust worldwide
For Part I, lines 1 through 11, use only statements are prepared for a U.S. net income (loss) reported on this Part
the financial statements of the U.S. corporation filing Schedule M-3 (Form I, line 4 (whether from financial
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statements or books and records), to (nonincludible U.S. entity). In addition, income reported on Part I, line 4, but is
net income (loss) of the corporation that included in Part I, line 11 (otheron Part I, line 8, adjust for consolidation
must be reported on Part I, line 11. disregarded entities). Include on line 7beliminations and correct for minority

the financial income of any QSub that isinterest and intercompany dividends
Line 5. Net Income (Loss) of not included in the income reported onbetween any nonincludible U.S. entity

line 4, but is included on line 11 (otherand any includible entity. Do notNonincludible Foreign
QSub). In addition, on Part I, line 8,remove in Part I the financial netEntities adjust for consolidation eliminationsincome (loss) of any nonincludible U.S.

Remove the financial net income (line and correct for minority interest andentity accounted for on line 4 using the
5a) or loss (line 5b) of each foreign intercompany dividends for any otherequity method.
entity that is included on line 4 and is disregarded entity or other QSub.

Attach a supporting schedule thatnot an includible entity in the U.S. tax
Attach a supporting schedule thatprovides the name, EIN, and netreturn (nonincludible foreign entity). In

provides the name, EIN, and netincome (loss) included on line 4 that isaddition, on Part I, line 8, adjust for
income (loss) per the financialremoved on this line 6 for eachconsolidation eliminations and correct
statement or books and records on thisseparate nonincludible U.S. entity. Thefor minority interest and intercompany
line 7 for each separate otheramounts of income (loss) detailed ondividends between any nonincludible
disregarded entity or other QSub. Thethe supporting schedule should beforeign entity and the entity filing Form
amounts of income (loss) detailed onreported for each separate1120S. Do not remove in Part I the
the supporting schedule should benonincludible U.S. entity without regardfinancial net income (loss) of any
reported for each separate otherto the effect of consolidation ornonincludible foreign entity accounted
disregarded entity or other QSubelimination entries. If there arefor on line 4 using the equity method.
without regard to the effect ofconsolidation or elimination entriesAttach a supporting schedule that consolidation or elimination entriesrelating to nonincludible U.S. entitiesprovides the name, EIN (if applicable), solely between or among the entitieswhose income (loss) is reported on theand net income (loss) included on line 4 listed. If there are consolidation orattached schedule that are notthat is removed on this line 5 for each elimination entries relating to such otherreportable on Part I, line 8, the netseparate nonincludible foreign entity. disregarded entities or other QSubamounts of all such consolidation andThe amounts of income (loss) detailed whose income (loss) is reported on theelimination entries must be reported onon the supporting schedule should be attached schedule that are nota separate line on the attachedreported for each separate reportable on Part I, line 8, the netschedule, so that the separate financialnonincludible foreign entity without amounts of all such consolidation andaccounting income (loss) of eachregard to the effect of consolidation or elimination entries must be reported onnonincludible U.S. entity remainselimination entries. If there are a separate line on the attachedseparately stated. For example, if theconsolidation or elimination entries schedule, so that the separate financialnet income (after consolidation andrelating to nonincludible foreign entities accounting income (loss) of each otherelimination entries) of a nonincludiblewhose income (loss) is reported on the disregarded entity or other QSubU.S. sub-consolidated group is beingattached schedule that are not remains separately stated. Forreported on line 6a, the attachedreportable on Part I, line 8, the net example, if the net income (aftersupporting schedule should report theamounts of all such consolidation and consolidation and elimination entries) ofincome (loss) of each separateelimination entries must be reported on a sub-consolidated group of othernonincludible U.S. legal entity froma separate line on the attached disregarded entities is being reportedeach such entity’s own financialschedule, so that the separate financial on line 7a, the attached supportingaccounting net income statement oraccounting income (loss) of each schedule should report the incomebooks and records, and anynonincludible foreign entity remains (loss) of each separate otherconsolidation or elimination entries (forseparately stated. disregarded entity from each entity’sintercompany dividends, minority

For example, if the net income (after own financial accounting net incomeinterests, etc.) not reportable on Part I,
consolidation and elimination entries) of statement or books and records, andline 8, should be reported on the
a nonincludible foreign any consolidation or elimination entriesattached supporting schedule as a net
sub-consolidated group is being (for intercompany dividends, minorityamount on a line separate and apart
reported on line 5a, the attached interests, etc.) not reportable on Part I,from lines that report each
supporting schedule should report the line 8, should be reported on thenonincludible U.S. entity’s separate net
income (loss) of each separate attached supporting schedule as a netincome (loss).
nonincludible foreign legal entity from amount on a line separate and apart
each such entity’s own financial from lines that report each otherLines 7a and 7b. Net Income
accounting net income statement or disregarded entity’s separate net(Loss) of Other Disregardedbooks and records, and any income (loss).

Entities (Except Qualifiedconsolidation or elimination entries (for
intercompany dividends, minority Subchapter S Subsidiaries) Line 8. Adjustment to
interests, etc.) not reportable on Part I, and Net Income (Loss) of Eliminations of Transactionsline 8, should be reported on the

Other Qualified Subchapter S Between Includible Entitiesattached supporting schedule as a net
amount on a line separate and apart Subsidiaries (QSubs) and Nonincludible Entities
from lines that report each Include on line 7a or 7b the financial Adjustments on Part I, line 8, to reverse
nonincludible foreign entity’s separate net income or (loss) of each certain financial accounting
net income (loss). disregarded entity in the U.S. tax return consolidation or elimination entries are

that is not included in the consolidated necessary to ensure that transactionsLine 6. Net Income (Loss) of financial group and therefore not between includible entities and
Nonincludible U.S. Entities included in the income reported on Part nonincludible U.S. or foreign entities

I, line 4. Include on line 7a the financialRemove the financial net income (line are not eliminated, in order to report the
income of any disregarded entity that is6a) or loss (line 6b) of each U.S. entity correct total amount on Part I, line 11.
not a qualified subchapter S subsidiarythat is included on line 4 and is not an Also, additional consolidation entries
(QSub) and that is not included in theincludible entity in the U.S. tax return and elimination entries may be
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necessary on Part I, line 8, related to entries reported, as well as the names adjusting entries (including workpaper
transactions between includible entities of the entities to which they pertain. It is adjustments) and dividend income or
that are in the consolidated financial not necessary, but it is permitted, to other income received from
group and other disregarded entities report intercompany eliminations that nonincludible entities.
and QSubs that are not in the net to zero on Part I, line 8, such as Example 3A.  U.S. corporation P
consolidated financial group but that intercompany interest income and files a Form 1120S U.S. tax return and
are reported on Part I, line 7a or 7b, in expense. prepares certified audited income
order to report the correct total amount statements for GAAP. P owns 100% ofLine 9. Adjustment Toon Part I, line 11. the stock of U.S. corporations DS1

Reconcile Income StatementInclude on Part I, line 8, the total of through DS75, between 51% and 99%
the following: (a) amounts of any of the stock of U.S. corporations DS76Period to Tax Year
adjustments to consolidation entries through DS100, and 100% of the stockInclude on line 9 any adjustments
and elimination entries that are of foreign entities FS1 through FS50. Pnecessary to the income (loss) of
contained in the amount reported on eliminates all dividend income fromincludible entities to reconcile
Part I, line 4, required as a result of DS1 through DS100 and FS1 throughdifferences between the corporation’s
removing amounts on Part I, line 5 or 6; FS50 in financial statementincome statement period reported on
and (b) amounts of any additional consolidation entries. Furthermore, Pline 2 and the corporation’s tax year.
consolidation entries and elimination eliminates the minority interestAttach a schedule describing the
entries that are required as a result of ownership, if any, of DS76 throughadjustment.
including amounts on Part I, line 7a or DS100 in financial statement
7b. This is necessary in order that the consolidation entries.Line 10. Other Adjustments
consolidation entries and intercompany P must check “Yes” on Part I, lineTo Reconcile to Amount onelimination entries included in the 1a. On Part I, line 4, P must report theLine 11amount reported on Part I, line 11, are consolidated net income for the

Include on line 10 any otheronly those applicable to the financial consolidated financial statement group
adjustments to reconcile net incomenet income (loss) of includible entities of P, DS1 through DS100, and FS1
(loss) on Part I, line 4, through Part I,for the financial statement period. For through FS50. P must remove the net
line 9, with net income (loss) on Part I,example, adjustments must be reported income (loss) of FS1 through FS50 on
line 11.on line 8 to remove minority interest Part I, lines 5a or 5b, as applicable, and

and to reverse the elimination of For any adjustments reported on remove on Part I, lines 6a or 6b, as
intercompany dividends included on Part I, line 10, attach a supporting applicable, any net income (loss) from
Part I, line 4, that relate to the net schedule with an explanation of each DS1 through DS75 where a QSub
income of entities removed on Part I, net adjustment included on line 10. election has not been made by P. P
line 5 or 6, because the income to must remove the net income (loss)
which the consolidation or elimination Line 11. Net Income (Loss) before minority interests of DS76
entries relate has been removed. Also, through DS100 on Part I, lines 6a or 6b,per Income Statement of the
for example, consolidation or as applicable. P must reverse on Part I,Corporationelimination entries must be reported on line 8, the elimination of any

Report on line 11 the net income (loss)line 8 to eliminate any intercompany transactions between the includible
per the income statement (or booksdividends between entities whose entity (P and any QSubs) and the
and records, if applicable) of theincome is included on Part I, line 7a or nonincludible entities (DS1 through
corporation. Amounts reported in7b, and other entities included in the DS75 with no QSub election, DS76
column (a) of Parts II and III (seeU.S. income tax return. See Examples through DS100 and FS1 through
instructions below) must be reported on3A, 3B, and 4 in the instructions for line FS50), including dividends received
the same accounting method used to11. from non-QSub DS1 through DS75,
report the amount of net income (loss)If a corporate owner of an interest in DS76 through DS100 and FS1 through
per income statement of the corporationanother entity: (a) accounts for the FS50 and the minority interest’s share
on Part I, line 11.interest in entity in the owner of the net income (loss) of DS76

Do not, in any event, report on thiscorporation’s separate general ledger through DS100.
line 11 the net income of entities noton the equity method, and (b) fully P reports on Part I, line 11, theincluded in the U.S. income tax returnconsolidates entity in the owner consolidated financial statement netfor the tax year. For example, it is notcorporation’s consolidated financial income (loss) attributable to thepermissible to remove the income ofstatements, but entity is not includible corporation and QSubs. Intercompanynonincludible entities on lines 5 and/orin the owner corporation’s U.S. income transactions between the corporation6, above, then to add back suchtax return, then, as part of reversing all and the QSubs that had beenincome on lines 7 through 10, such thatconsolidation and elimination entries for eliminated in the net income amount onthe amount reported at line 11 includesthe nonincludible entity, the corporate line 4 remain eliminated in the netthe net income of entities not includibleowner must reverse on Schedule M-3, income amount on line 11.in the U.S. income tax return. APart I, line 8, the elimination of the Transactions between the corporationprincipal purpose of Schedule M-3 is toequity income inclusion from entity. If and the nonincludible entities that arereport on this Part I, line 11, only thethe owner corporation does not account eliminated in the net income amount onfinancial accounting net income of onlyfor entity on the equity method on its line 4 are included in the net incomethe entities included in the U.S. incomeown general ledger, it will not have amount on line 11 since the eliminationtax return.eliminated the equity income for of those transactions were reversed on

consolidated financial statement Whether or not the corporation line 8.
purposes, and therefore will have no prepares financial statements, Part I, Example 3B.elimination of equity income to reverse. line 11, must include all items that

The attached supporting schedule impact the net income (loss) of the 1. U.S. corporation P owns 60% of
for Part I, line 8, must identify the type corporation even if they are not corporation DS1 which is fully
(for example, minority interest, recorded in the profit and loss accounts consolidated in P’s financial
intercompany dividends, etc.) and in the corporation’s general ledger, statements. P does not account for
amount of consolidation or elimination including, for example, all post-closing DS1 in P’s separate general ledger on
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the equity method. DS1 has net income P’s taxable dividend income from its DS1 and the consolidation of DS1
of $100 (before minority interests) and investment in DS1 must be reported on operations, plus the entire $140 net
pays dividends of $50, of which P Part II, line 6, column (d). income of DS1, measured before
receives $30. The dividend is 4. U.S. corporation C owns 60% of interest expense to P. P’s U.S. income
eliminated in the consolidated financial the capital and profits interests in U.S. tax group is not required to include on
statements. In its financial statements, LLC N. C accounts for N in C’s the attached supporting schedule for
P consolidates DS1 and includes $60 separate general ledger on the equity Part I, line 8 the offsetting adjustment to
of net income ($100 less the minority method. N has net income of $100 the intercompany elimination of interest
interest of $40) on Part I, line 4. (before minority interests) and makes income and interest expense (though it

no distributions during the tax year. C is permitted to do so).P must remove the $100 net income
treats N as a corporation for financialof DS1 on Part I, line 6a. P must
statement purposes and as areverse on Part I, line 8, the elimination
partnership for U.S. income taxof the $40 minority interest net income Specific Instructions for
purposes. For equity method reportingof DS1. In addition, P reverses its
on C’s separate general ledger, C Parts II and IIIelimination of the $30 intercompany
includes its 60% equity share of Ndividend in its financial statements on
income, which is $60. In its financial General Format of Parts IIPart I, line 8. The net result is that P
statements, C eliminates the $60 of Nincludes the $30 dividend from DS1 at and IIInet income ($100 less the minorityPart I, line 11, and on Part II, line 6, For each line item in Parts II and III,interest of $40) on Part I, line 4.column (a). P’s taxable dividend income report in column (a) the amount of netfrom DS1 must be reported on Part II, C must remove the $100 net income income (loss) included in Part I, line 11,line 6, column (d). of N on Part I, line 6a. C must reverse and report in column (d) the amounton Part I, line 8, the elimination of the2. U.S. corporation C owns 60% of included in total income (loss) on Form$40 minority interest net income of Nthe capital and profits interests in U.S. 1120S, page 3, Schedule K, line 18.and the elimination of the $60 of NLLC N. C does not account for N in C’s

Note. A schedule or explanation mayequity method income. The result isseparate general ledger on the equity
be attached to any line even if none isthat C includes the $60 of equitymethod. N has net income of $100
required.method income for N on Part I, line 11,(before minority interests) and makes

and on Part II, line 7, column (a). C’sno distributions during the tax year. C
When To Complete Columnstaxable income from N must betreats N as a corporation for financial

reported by C on Part II, line 7, columnstatement purposes and as a (a) and (d)
(d).partnership for U.S. income tax A corporation is not required to

purposes. In its financial statements, C complete columns (a) and (d) of Parts II
Example 4. U.S. corporation Pconsolidates N and includes $60 of net and III for the first tax year the

owns 100% of the stock of QSubincome ($100 less the minority interest corporation is required to file Schedule
corporation DS1. DS1 is included in P’sof $40) on Part I, line 4. M-3. However, the corporation must
federal income tax return, even thoughC must remove the $100 net income complete columns (a) and (d) for all tax
DS1 is not included in P’s consolidatedof N on Part I, line 6a. C must reverse years subsequent to the first tax year
financial statements on either aon Part I, line 8, the elimination of the the corporation is required to file
consolidated basis or on the equity$40 minority interest net income of N. Schedule M-3.
method. DS1 has current year netThe result is that C includes no income

If, for any tax year (or tax years)income of $100 after taking intofor N either on Part I, line 11, or on Part
prior to the first tax year a corporation isaccount its $40 interest payment to P.II, line 7, column (a). C’s taxable
required to file Schedule M-3, aP has net income of $1,040 afterincome from N must be reported by C
corporation voluntarily files Schedulerecognition of the interest income fromon Part II, line 8.
M-3 instead of Schedule M-1, then inDS1. Because DS1 is a QSub, 100% of3. U.S. corporation P owns 60% of those voluntary filing years thethe net income of both P and DS1 mustcorporation DS1, which is fully corporation is not required to completebe reported on Form 1120S of P’s U.S.consolidated in P’s financial columns (a) and (d) of Parts II and III.income tax return, and thestatements. P accounts for DS1 in P’s In addition, in the first tax year theintercompany interest income andseparate general ledger on the equity corporation is required to file Scheduleexpense must be removed bymethod. DS1 has net income of $100 M-3, the corporation is not required toconsolidation elimination entries.(before minority interests) and pays complete columns (a) and (d) of Parts IIdividends of $50, of which P receives P must report its financial statement and III.$30. The dividend reduces P’s net income of $1,040 on Part I, line 4,

investment in DS1 for equity method If a corporation chooses not toand reports DS1’s net income of $100
reporting on P’s separate general complete columns (a) and (d) of Parts IIon Part I, line 7b. Then, in order to
ledger where P includes its 60% equity and III in the first tax year thereflect the full consolidation of the
share of DS1 income, which is $60. In corporation is required to file Schedulefinancial accounting net income of P
its financial statements, P eliminates M-3 (or in any year in which theand DS1 at Part I, line 11, the following
the DS1 equity method income of $60 corporation voluntarily files Scheduleconsolidation and elimination entries
and consolidates DS1, including $60 of M-3), then Part II, line 26, is reconciledare reported on Part I, line 8: offsetting
net income ($100 less the minority by the corporation in the followingentries to remove the $40 of interest
interest of $40) on Part I, line 4. manner:income received from DS1 included by

P must remove the $100 net income P on line 4, and to remove the $40 of 1. Report the amount from Part I,
of DS1 on Part I, line 6a. P must interest expense of DS1 included in line line 11, on Part II, line 26, column (a);
reverse on Part I, line 8, the elimination 7b for a net change of zero. The result 2. Leave blank Part II, lines 1
of the $40 minority interest net income is that Part I, line 11, reports $1,140: through 25, columns (a) and (d);
of DS1 and the elimination of the $60 of $1,040 from line 4, and $100 from line 3. Leave blank Part III, columns (a)
DS1 equity income. The net result is 7b. Stated another way, Part I, line 11, and (d); and
that P includes the $60 of equity includes the entire $1,000 net income 4. Report on Part II, line 26, column
method income from DS1 at Part I, line of P, measured before recognition of (d), the sum of Part II, line 26, columns
11, and on Part II, line 5, column (a). the intercompany interest income from (a), (b), and (c).
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Note. Part II, line 26, column (d), must For A’s 2008 tax year, A is required 1.6011-4(b) and is therefore reported
to complete Schedule M-3 in its on Part II, line 10. For example, withequal the amount on Form 1120S,
entirety. the exception of interest incomepage 3, Schedule K, line 18.

reflected on a Schedule K-1 receivedExample 6. Corporation B is a U.S. by a corporation as a result of theWhen To Complete Columns corporation that files a U.S. tax return corporation’s investment in aand prepares GAAP financial(b) and (c) partnership or other pass-throughstatements. In prior years, B acquiredColumns (b) and (c) of Parts II and III entity, all interest income included onintellectual property (IP) and goodwillmust be completed for any tax year for Part I, line 11, whether from affiliatedthrough several corporate acquisitions.which the corporation files Schedule companies, third parties, banks, orThe IP is amortizable for both U.S.M-3. other entities, whether from foreign orincome tax and financial statement domestic sources, whether taxable orFor any item of income, gain, loss, purposes. In the current year, B’s exempt from tax, and whether classifiedexpense, or deduction for which there annual amortization expense for IP is as some other type of income for U.S.is a difference between columns (a) $9,000 for U.S. income tax purposes income tax purposes (such asand $6,000 for financial statementand (d), the portion of the difference dividends), must be included on Part II,purposes. In its financial statements, Bthat is temporary must be entered in line 11, column (a). Likewise, all finestreats the difference in IP amortizationcolumn (b) and the portion of the and penalties included in Part I, line 11,as a temporary difference. The goodwilldifference that is permanent must be paid to a government or other authorityis not amortizable for U.S. income taxentered in column (c). for the violation of any law for whichpurposes and is subject to impairment fines or penalties are assessed must beIf financial statements are prepared for financial statement purposes. In the included on Part III, line 9, column (a),by the corporation in accordance with current year, B records an impairment regardless of the government authoritygenerally accepted accounting charge on the goodwill of $5,000. In its that imposed the fines or penalties,principles (GAAP), differences that are financial statements, B treats the regardless of whether the fines ortreated as temporary for GAAP must be goodwill impairment as a permanent penalties are civil or criminal,reported in column (b) and differences difference. B must report the regardless of the classification,that are permanent (that is, not amortization attributable to the IP on nomenclature, or terminology attachedtemporary for GAAP) must be reported Part III, line 21, and report $6,000 in to the fines or penalties by the imposingin column (c). Generally, pursuant to column (a), a temporary difference of authority in its actions or documents.GAAP, a temporary difference affects $3,000 in column (b), and $9,000 in
(creates, increases, or decreases) a If a corporation would be required tocolumn (d). B must report the goodwill
deferred tax asset or liability. report in column (a) of Parts II and IIIimpairment on Part III, line 19, and

the amount of any item specificallyreport $5,000 in column (a), aIf the corporation does not prepare listed on Schedule M-3 in accordancepermanent difference of ($5,000) infinancial statements, or the financial with the preceding paragraph, exceptcolumn (c), and $0 in column (d).statements are not prepared in that the corporation has capitalized theaccordance with GAAP, report in item of income or expense and reportscolumn (b) any difference that the Reporting Requirements the amount in its financial statementcorporation believes will reverse in a balance sheet or in asset and liabilityfor Parts II and IIIfuture tax year (that is, have an accounts maintained in theopposite effect on total income (loss) in corporation’s books and records, theGeneral Reportinga future tax year (or years) due to the corporation must report the proper taxdifference in timing of recognition for Requirements treatment of the item in columns (b),financial accounting and U.S. income If an amount is attributable to a (c), and (d), as applicable.tax purposes) or is the reversal of such reportable transaction described in
Furthermore, in applying the twoa difference that arose in a prior tax Regulations section 1.6011-4(b), the

preceding paragraphs, a corporation isyear. Report in column (c) any amount must be reported in columns
required to report in column (a) of Partsdifference that the corporation believes (a), (b), (c), and (d), as applicable, of
II and III the amount of any itemwill not reverse in a future tax year (and Part II, line 10, regardless of whether
specifically listed on Schedule M-3 thatis not the reversal of such a difference the amount would otherwise be
is included in the corporation’s financialthat arose in a prior tax year). reported on Part II or Part III of
statements or exists in the corporation’sSchedule M-3. Thus, if a taxpayer filesIf the corporation is unable to books and records, regardless of theForm 8886, Reportable Transactiondetermine whether a difference nomenclature associated with that itemDisclosure Statement, the amountsbetween column (a) and column (d) for in the financial statements or books andattributable to that reportablean item will reverse in a future tax year records. Accurate completion oftransaction must be reported on Part II,or is the reversal of a difference that Schedule M-3 requires reportingline 10.arose in a prior tax year, report the amounts according to the substantive

difference for that item in column (c). A corporation is required to report in nature of the specific line items
column (a) of Parts II and III the amount included in Schedule M-3 andExample 5. For the 2006, 2007,
of any item specifically listed on consistent reporting of all transactionsand 2008 tax years, corporation A has
Schedule M-3 that is in any manner of like substantive nature that occurredtotal assets on the last day of the tax
included in the corporation’s current during the tax year. For example, allyear as reported on Schedule L, line
year financial statement net income expense amounts that are included in15, column (d), of $8 million, $11
(loss) or in an income or expense the financial statements or exist in themillion, and $12 million, respectively. A
account maintained in the corporation’s books and records that represent someis required to file Schedule M-3 for its
books and records, even if there is no form of “Bad debt expense,” must be2007 and 2008 tax years.
difference between that amount and the reported on Part III, line 25, in column

For A’s 2007 tax year, the first tax amount included in total income (loss) (a), regardless of whether the amounts
year that A is required to file Schedule unless (a) otherwise provided in these are recorded or stated under different
M-3, A is only required to complete Part instructions or (b) the amount is nomenclature in the financial
I and columns (b) and (c) of Parts II and attributable to a reportable transaction statements or the books and records
III. described in Regulations section such as: “Provision for doubtful
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accounts”; “Expense for uncollectible considered separately stated and warranty expenses. In its financial
notes receivable”; or “Impairment of adequately disclosed if the item is statements, D treats the three reserve
trade accounts receivable.” Likewise, reported on the applicable line and the accounts as giving rise to temporary
as stated in the preceding paragraph, amount(s) of the item(s) are reported in differences that will reverse in future
all fines and penalties must be included the applicable columns of the years. The three reserves are expenses
on Part III, line 9, column (a), applicable line. See the instructions for in D’s 2007 financial statements but are
regardless of the terminology or Part II, lines 1 through 6, for specific not deductions for U.S. income tax
nomenclature attached to them by the additional information required to be purposes in 2007. D must not combine
corporation in its books and records or provided for these particular lines. the Schedule M-3 differences for the
financial statements. three reserve accounts. D must reportNote. A schedule or explanation may

the amounts attributable to thebe attached to any line even if none isWith limited exceptions, Part II allowance for uncollectible accountsrequired.includes lines for specific items of receivable on Part III, line 25, Bad debtincome, gain, or loss (income items). Except as otherwise provided, expense, and must separately state(See Part II, lines 1 through 21.) If an differences for the same item must be and adequately disclose the amountsincome item is described in Part II, lines combined or netted together and attributable to each of the other two1 through 21, report the amount of the reported as one amount on the reserves, coupons outstanding anditem on the applicable line, regardless applicable line of Schedule M-3. warranty costs, on a required, attachedof whether there is a difference for the However, differences for separate items schedule that supports the amounts atitem. If there is a difference for the must not be combined or netted Part III, line 29.income item, or only a portion of the together. Each item (and corresponding Example 9. Corporation E is aincome item has a difference and a amount attributable to that item) must calendar year taxpayer that wasportion of the item does not have a be separately stated and adequately required to file Schedule M-3 for itsdifference, and the item is not disclosed on the applicable line of 2006 tax year and is required to filedescribed in Part II, lines 1 through 21, Schedule M-3, or any schedule Schedule M-3 for its 2007 tax year. Onreport and describe the entire amount required to be attached, even if the January 2, 2007, E establishes anof the item on Part II, line 22. amounts are below a certain dollar allowance for uncollectible accountsamount.With limited exceptions, Part III receivable (bad debt reserve) ofincludes lines for specific items of $100,000. During 2007, E increasedExample 7. Corporation C is aexpense or deduction (expense items). the reserve by $250,000 for additionalcalendar year taxpayer that placed in(See Part III, lines 1 through 28.) If an accounts receivable that may becomeservice ten depreciable fixed assets inexpense item is described on Part III, uncollectible. Additionally, during 20072001. C was required to file Schedulelines 1 through 28, report the amount of E decreases the reserve by $75,000 forM-3 for its 2006 tax year and isthe item on the applicable line, accounts receivable that wererequired to file Schedule M-3 for itsregardless of whether there is a discharged in bankruptcy during 2007.2007 tax year. C’s total depreciationdifference for the item. If there is a The balance in the reserve account onexpense for its 2007 tax year for five ofdifference for the expense item, or only December 31, 2007, is $275,000. Thethe assets is $50,000 for incomea portion of the expense item has a $100,000 amount to establish thestatement purposes and $70,000 fordifference and a portion of the item reserve account and the $250,000 toU.S. income tax purposes. C’s totaldoes not have a difference and the item increase the reserve account areannual depreciation expense for itsis not described in Part III, lines 1 expenses on E’s 2007 financial2007 tax year for the other five assetsthrough 28, report and describe the statements but are not deductible foris $40,000 for income statemententire amount of the item on Part III, U.S. income tax purposes in 2007.purposes and $30,000 for U.S. incomeline 29. However, the $75,000 decrease to thetax purposes. In its financial
reserve is deductible for U.S. incomeIf there is no difference between the statements, C treats the differences
tax purposes in 2007. In its financialfinancial accounting amount and the between financial statement and U.S.
statements, E treats the reservetaxable amount of an entire item of income tax depreciation expense as
account as giving rise to a temporaryincome, loss, expense, or deduction giving rise to temporary differences that
difference that will reverse in future taxand the item is not described or will reverse in future years. C must
years. E must report on Part III, line 25,included in Part II, lines 1 through 21, combine all of its depreciation
for its 2007 tax year income statementor Part III, lines 1 through 28, report the adjustments. Accordingly, C must
bad debt expense of $350,000 inentire amount of the item in columns (a) report on Part III, line 24, for its 2007
column (a), a temporary difference ofand (d) of Part II, line 25. tax year income statement depreciation
($275,000) in column (b), and U.S.expense of $90,000 in column (a), aSeparately stated and adequately
income tax bad debt expense oftemporary difference of $10,000 indisclosed. Each difference reported in
$75,000 in column (d).column (b), and U.S. income taxParts II and III must be separately

depreciation expense of $100,000 instated and adequately disclosed. In Example 10. Corporation F is a
column (d).general, a difference is adequately calendar year taxpayer that was

disclosed if the difference is labeled in Example 8. Corporation D is a required to file Schedule M-3 for its
a manner that clearly identifies the item calendar year taxpayer that was 2006 tax year and is required to file
or transaction from which the difference required to file Schedule M-3 for its Schedule M-3 for its 2007 tax year.
arises. For further guidance about 2006 tax year and is required to file During 2007, F incurs $200 of meals
adequate disclosure, see Regulations Schedule M-3 for its 2007 tax year. On and entertainment expenses that F
section 1.6662-4(f). If a specific item of December 31, 2007, D establishes deducts in computing net income per
income, gain, loss, expense, or three reserve accounts in the amount of the income statement. $50 of the $200
deduction is described on Part II, lines $100,000 for each account. One is subject to the 50% limitation under
7 through 21, or Part III, lines 1 through reserve account is an allowance for section 274(n). In its financial
28, and the line does not indicate to accounts receivable that are estimated statements, F treats the limitation on
“attach schedule” or “attach details,” to be uncollectible. The second reserve deductions for meals and entertainment
and the specific instructions for the line is an estimate of coupons outstanding as a permanent difference. Because
do not call for an attachment of a that may have to be paid. The third meals and entertainment expenses are
schedule or statement, then the item is reserve is an estimate of future specifically described in Part III, line 8,
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F must report all of its meals and Part II, line 25, Other items with no Line 5. Income (Loss) From
entertainment expenses on this line, difference, as applicable. Equity Method U.S.regardless of whether there is a

For any dividends reported on Part Corporationsdifference. Accordingly, F must report
II, line 2, that are received on a class of$200 in column (a), $25 in column (c), Report on line 5, column (a), the
voting stock of which the corporationand $175 in column (d). F must not financial income (loss) included in Part
directly or indirectly owned 10% orreport the $150 of meals and I, line 11, for any U.S. corporation
more of the outstanding shares of thatentertainment expenses that are accounted for on the equity method and
class at any time during the tax year,deducted in F’s financial statement net remove such amount in column (b) or

income and are fully deductible for U.S. report on an attached supporting (c), as applicable. Report on Part II, line
income tax purposes on Part II, line 25, schedule (1) the name of the dividend 6, dividends received from any U.S.
Other items with no differences, and payer, (2) the payer’s EIN (if corporation accounted for on the equity
the $50 subject to the limitation under applicable), (3) the class of voting stock method.
section 274(n) on Part III, line 8. on which the dividend was paid, (4) the

percentage of the class directly or Line 6. U.S. Dividends Not
indirectly owned, and (5) the amounts Eliminated in TaxPart II. Reconciliation of
for columns (a) through (d). ConsolidationNet Income (Loss) per

Report on line 6, column (a), theLine 3. Subpart F, QEF, andIncome Statement of the amount of dividends included in Part I,
Similar Income Inclusions line 11, that were received from anyCorporation With Total U.S. corporation. Report on line 6,Report on line 3, column (d), the

column (d), the amount of any U.S.amount included in income underIncome (Loss) per
dividends included in total income (loss)section 951 (relating to Subpart F),Return on Form 1120S, page 3, Schedule K,gains or other income inclusions

For any item reported on Part II, lines 1, line 18 (that is, taxable dividendsresulting from elections under sections
and 3 through 5, attach a supporting received from any U.S. corporation that1291(d)(2) and 1298(b)(1), and any
schedule that provides the name of the is not a QSub).amount included in income pursuant to
entity for which the item is reported, the section 1293 (relating to qualified For any dividends included on Partentity’s EIN (if applicable), the type of electing funds). The amount of Subpart II, line 6, that are received on classes ofentity (corporation, partnership, etc.), F income corresponds to the total of the voting stock in which the corporationand the item amounts for columns (a) amounts reported by the corporation on directly or indirectly owned 10% orthrough (d). See the instructions for line 6, Schedule I, of all Forms 5471, more of the outstanding shares of thatPart II, lines 2 and 6, for the specific Information Return of U.S. Persons class at any time during the tax year,information required for those particular With Respect To Certain Foreign report on an attached supportinglines. Corporations. The amount of qualified schedule for Part II, line 6, (1) the name

electing fund income corresponds to of the dividend payer, (2) the payer’sLine 1. Income (Loss) From the total of the amounts reported by the EIN (if applicable), (3) the class of
Equity Method Foreign corporation on line 3(a), Part II, of all voting stock on which the dividend was

Forms 8621, Return by a Shareholder paid, (4) the percentage of the classCorporations
of a Passive Foreign Investment directly or indirectly owned, and (5) theReport on line 1, column (a), the Company or Qualified Electing Fund. item amounts for columns (a) throughfinancial income (loss) included in Part

(d).I, line 11, for any foreign corporation Also include on line 3 PFIC
accounted for on the equity method and mark-to-market gains and losses under Line 7. Income (Loss) Fromremove such amount in column (b) or section 1296. Do not report such gains U.S. Partnerships and Line 8.(c), as applicable. Report the amount of and losses on Part II, line 14.dividends received and other taxable Income (Loss) From Foreign
amounts received or includible from PartnershipsLine 4. Gross Foreignforeign corporations on Part II, lines 2

For any interest owned by thethrough 4, as applicable. Distributions Previously
corporation that is treated as anTaxed investment in a partnership for U.S.Line 2. Gross Foreign

Report on line 4, column (a), any income tax purposes (other than anDividends Not Previously distributions received from foreign interest in a disregarded entity), report
Taxed amounts on Part II, line 7 or 8, ascorporations that were included in Part

described below.I, line 11, and that were previouslyExcept as otherwise provided in this
taxed for U.S. income tax purposes. Forparagraph, report on line 2, column (d), 1. In column (a), the sum of the
example, include in column (a) amountsthe amount (before any withholding tax) corporation’s distributive share of
that are excluded from income underof any foreign dividends included in income or loss from a U.S. or foreign
sections 959 and 1293(c). Removecurrent year total income (loss) on partnership that is included in Part I,
such amount in column (b) or (c), asForm 1120S, page 3, Schedule K, line line 11.
applicable. Report the full amount of18, and report on line 2, column (a), the 2. In column (b) or (c), as
the distribution before any withholdingamount of dividends from any foreign applicable, the sum of all differences, if
tax. Report withholding taxes on Partcorporation included in Part I, line 11. any, attributable to the corporation’s
III, line 29, Other expense/deductionDo not report on line 2 any amounts distributive share of income or loss from
items with differences, or Part II, linethat must be reported on Part II, line 3, a U.S. or foreign partnership.
25, Other items with no differences, asor dividends that were previously taxed 3. In column (d), the sum of all
applicable. Since previously taxedand must be reported on Part II, line 4. amounts of income, gain, loss, or
foreign distributions are not currently(See the instructions below for Part II, deduction attributable to the
taxable, line 4, column (d) is shaded.lines 3 and 4.) Report withholding taxes corporation’s distributive share of
(Also, see instructions above for Part II,on Part III, line 29, Other expense/ income or loss from a U.S. or foreign
line 2.)deduction items with differences, or partnership (that is, the sum of all
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amounts reportable on the corporation’s column (a), (b), (c), or (d) of line 9, as Example 12. Corporation J is a
Schedule(s) K-1 received from the applicable. calendar year taxpayer that was
partnership (if applicable)), without required to file Schedule M-3 for its
regard to any limitations computed at 2006 tax year and is required to fileLine 10. Items Relating to
the partner level. Schedule M-3 for its 2007 tax year. JReportable Transactions

incurred seven different abandonmentAny amounts attributable to anyFor each partnership reported on losses during its 2007 tax year. Onereportable transactions (as described inline 7 or 8, attach a supporting loss of $12 million results from aRegulations section 1.6011-4) must beschedule that provides the name, EIN reportable transaction described inincluded on Part II, line 10, regardless(if applicable), end of year profit-sharing Regulations section 1.6011-4(b)(5),of whether the difference, orpercentage (if applicable), end of year another loss of $5 million results from adifferences, would otherwise beloss-sharing percentage (if applicable), reportable transaction described inreported elsewhere in Part II or Part III.and the amount reported in column (a), Regulations section 1.6011-4(b)(4), andThus, if a taxpayer files Form 8886 for(b), (c), or (d) of lines 7 or 8, as the remaining five abandonment lossesany reportable transaction described inapplicable. are not reportable transactions. JRegulations section 1.6011-4, the discloses the reportable transactionsExample 11. U.S. corporation H is amounts attributable to that reportable giving rise to the $12 million and $5a calendar year taxpayer that was transaction must be reported on Part II, million losses on separate Forms 8886required to file Schedule M-3 for its line 10. In addition, all income and and sequentially numbers them X1 and2006 tax year and is required to file expense amounts attributable to a X2, respectively. J must separatelySchedule M-3 for its 2007 tax year. H reportable transaction must be reported state and adequately disclose the $12has an investment in a U.S. partnership on Part II, line 10, columns (a) and (d), million and $5 million losses on Part II,USP. H prepares financial statements even if there is no difference between line 10. The $12 million loss and the $5in accordance with GAAP. In its the financial amounts and the taxable million loss will be adequately disclosedfinancial statements, H treats the amounts. if J attaches a supporting schedule fordifference between financial statement
line 10 that lists each of theEach difference attributable to anet income and taxable income from its
sequentially numbered forms, Formreportable transaction must beinvestment in USP as a permanent
8886-X1 and Form 8886-X2, and withseparately stated and adequatelydifference. For its 2007 tax year, H’s
respect to each reportable transactiondisclosed. A corporation will befinancial statement net income includes
reports the appropriate amountsconsidered to have separately stated$10,000 of income attributable to its
required for Part II, line 10, columns (a)and adequately disclosed a reportableshare of USP’s net income. H’s
through (d). Alternatively, J’stransaction on line 10 if the corporationSchedule K-1 from USP reports $5,000
disclosures will be adequate if thesequentially numbers each Form 8886of ordinary income, $7,000 of long-term
description provided for each loss onand lists by identifying number on thecapital gains, $4,000 of charitable
the supporting schedule includes thesupporting schedule for Part II, line 10,contributions, and $200 of section 179
names and tax shelter registrationeach sequentially numbered reportableexpense. H must report on Part II, line
numbers, if any, disclosed on thetransaction and the amounts required7, $10,000 in column (a), a permanent
applicable Form 8886, identifies thefor Part II, line 10, columns (a) throughdifference of ($2,200) in column (c),
type of reportable transaction for the(d).and $7,800 in column (d).
loss, and reports the appropriate

In lieu of the requirements of the amounts required for Part II, line 10,Line 9. Income (Loss) From preceding paragraph, a corporation will columns (a) through (d). J must reportOther Pass-Through Entities be considered to have separately the losses attributable to the other five
stated and adequately disclosed aFor any interest in a pass-through entity abandonment losses on Part II, line
reportable transaction if the corporation(other than an interest in a partnership 21e, regardless of whether a difference
attaches a supporting schedule thatreportable on Part II, line 7 or 8, as exists for any or all of those
provides the following for eachapplicable) owned by the corporation abandonment losses.
reportable transaction:(other than an interest in a disregarded

entity), report the following on line 9: 1. A description of the reportable Example 13. Corporation K is a
transaction disclosed on Form 8886 for calendar year taxpayer that was1. In column (a), the sum of the
which amounts are reported on Part II, required to file Schedule M-3 for itscorporation’s distributive share of
line 10; 2006 tax year and is required to fileincome or loss from the pass-through

2. The name and tax shelter Schedule M-3 for its 2007 tax year. Kentity that is included in Part I, line 11;
registration number, if applicable, as enters into a transaction with2. In column (b) or (c), as
reported on lines 1a and 1c, contractual protection that is aapplicable, the sum of all differences, if
respectively, of Form 8886; and reportable transaction described inany, attributable to the pass-through

3. The type of reportable transaction Regulations section 1.6011-4(b)(4).entity; and
(that is, listed transaction, confidential This reportable transaction is the only3. In column (d), the sum of all
transaction, transaction with contractual reportable transaction for K’s 2007 taxtaxable amounts of income, gain, loss,
protection, etc.) as reported on line 2 of year and results in a $7 million capitalor deduction reportable on the
Form 8886. loss for both financial accountingcorporation’s Schedules K-1 received

purposes and U.S. income taxfrom the pass-through entity (if
If a transaction is a listed transaction purposes. Although the transactionapplicable).

described in Regulations section does not result in a difference, K is
For each pass-through entity 1.6011-4(b)(2), the description also required to report on Part II, line 10, the

reported on line 9, attach a supporting must include the description provided following amounts: ($7 million) in
schedule that provides that entity’s on line 3 of Form 8886. In addition, if column (a), zero in columns (b) and (c),
name, EIN (if applicable), the the reportable transaction involves an and ($7 million) in column (d). The
corporation’s end of year profit-sharing investment in the transaction through transaction will be adequately disclosed
percentage (if applicable), the another entity such as a partnership, if K attaches a supporting schedule for
corporation’s end of year loss-sharing the description must include the name line 10 that (a) sequentially numbers
percentage (if applicable), and the and EIN (if applicable) of that entity as the Form 8886 and refers to the
amounts reported by the corporation in reported on line 5 of Form 8886. sequentially-numbered Form 8886-X1
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and (b) reports the applicable amounts Example 14. Corporation L is a be reported on line 13. The hedge of a
required for line 10, columns (a) calendar year taxpayer that was capital asset, which is not a valid hedge
through (d). Alternatively, the required to file Schedule M-3 for its for U.S. income tax purposes but may
transaction will be adequately disclosed 2006 tax year and is required to file be considered a hedge for GAAP
if the supporting statement for line 10 Schedule M-3 for its 2007 tax year. L purposes, must also be reported here.
includes a description of the prepares financial statements in

Report hedging gains and lossestransaction, the name and tax shelter accordance with GAAP using an overall
computed under the mark-to-marketregistration number, if any, and the type accrual method of accounting. L uses
method of accounting on line 13 andof reportable transaction disclosed on an overall cash method of accounting
not on Part II, line 14.Form 8886. for U.S. income tax purposes. L’s

financial statements for the year ending Report any gain or loss from
December 31, 2007, report accounts inventory hedging transactions on lineLine 11. Interest Income
receivable of $35,000, an allowance for 13 and not on Part II, line 15.Report on Part II, line 11, column (a), bad debts of $10,000, and accountsthe total amount of interest income payable of $17,000 related to current Line 14. Mark-to-Marketincluded on Part I, line 11, and report year acquisition and reorganization Income (Loss)on Part II, line 11, column (d), the total legal and accounting fees. In addition,amount of interest income included on Report on line 14 any amountfor L’s year ending December 31, 2007,Form 1120S, page 3, Schedule K, line representing the mark-to-marketL reported financial statement18, that is not required to be reported income or loss for any securities helddepreciation expense of $15,000 andelsewhere on Schedule M-3. In by a dealer in securities, a dealer indepreciation for U.S. income taxcolumns (b) or (c), as applicable, adjust commodities having made a validpurposes of $25,000. For L’s 2007 taxfor any amounts treated for U.S. election under section 475(e), or ayear using an overall cash method ofincome tax purposes as interest income trader in securities or commoditiesaccounting, L does not recognize thethat are treated as some other form of having made a valid election under$35,000 of revenue attributable to theincome for financial accounting section 475(f). “Securities” for theseaccounts receivable, cannot deduct thepurposes, or vice versa. For example, purposes are securities described in$10,000 allowance for bad debt, andadjustments to interest income resulting section 475(c)(2) and section 475(e)(2).cannot deduct the $17,000 of accountsfrom adjustments made in accordance “Securities” do not include any itemspayable. In its financial statements, Lwith the instructions for Part II, line 16, specifically excluded from sectionstreats both the difference in overallshould be made in columns (b) and (c) 475(c)(2) and 475(e)(2), such as certainaccounting methods used for financialof this line 11. contracts to which section 1256(a)statement and U.S. income tax

applies.purposes and the difference inComplete Part II of Form 8916-A.
depreciation expense as temporary Report hedging gains and lossesEnter the amounts from line 6, columns
differences. L must combine all computed under the mark-to-market(a) through (d) of Form 8916-A, on
adjustments attributable to the method of accounting on Part II, lineSchedule M-3, Part II, line 11, columns
differences related to the overall 13, Hedging transactions, and not on(a) through (d), as applicable. Attach
accounting methods on Part II, line 12. line 14.Form 8916-A.
As a result, L must report on Part II, line
12, $8,000 in column (a) ($35,000 –Do not report on this line 11 or Line 15. Cost of Goods Sold
$10,000 – $17,000), ($8,000) ininclude on Form 8916-A amounts Report on line 15 any amountscolumn (b), and zero in column (d). Lreported in accordance with instructions deducted as part of cost of goods soldmust not report the accrual to cashfor Part II, lines 7, 8, 9, 10, and 20. during the tax year, regardless ofadjustment attributable to the legal and whether the amounts would otherwiseaccounting fees on Part III, line 17,Line 12. Total Accrual to be reported elsewhere in Part II or PartCurrent year acquisition or III.Cash Adjustment reorganization legal and accounting

This line is completed by a corporation fees. Because the difference in Examples of amounts that must be
that prepares financial statements (or depreciation expense does not relate to included as cost of goods sold items
books and records, if permitted) using the use of the cash or accrual method are amounts attributable to inventory
an overall accrual method of accounting of accounting, L must report the valuation, such as amounts attributable
and uses an overall cash method of depreciation difference on Part III, line to cost-flow assumptions, additional
accounting for U.S. income tax 24, Depreciation, and report $15,000 in costs required to be capitalized
purposes (or vice versa). With the column (a), $10,000 in column (b), and (including depreciation) such as section
exception of amounts required to be $25,000 in column (d). 263A costs, inventory shrinkage
reported on Part II, line 10, the accruals, inventory obsolescence
corporation must report on Part II, line reserves, and lower of cost or marketLine 13. Hedging12, a single amount net of all (LCM) write-downs.Transactionsadjustments attributable solely to the

Complete Part I of Form 8916-A.use of the different overall methods of Report on line 13, column (a), the net
Enter the amounts from line 8, columnsaccounting (for example, adjustments gain or loss from hedging transactions
(a) through (d) of Form 8916-A, onrelated to accounts receivable, included on Part I, line 11. Report in
Schedule M-3, Part II, line 15, columnsaccounts payable, compensation, column (d) the amount of income (loss)
(a) through (d), as applicable. Attachaccrued liabilities, etc.), regardless of from hedging transactions as defined in
Form 8916-A.whether a separate line on Schedule section 1221(b)(2). Use columns (b)

M-3 corresponds to an item within the and (c) to report all differences caused Note.  The entries in columns (a) and
accrual to cash reconciliation. by treating hedging transactions (d) of Schedule M-3, line 15, are
Differences not attributable to the use differently for financial accounting negative amounts.
of the different overall methods of purposes and for U.S. income tax
accounting must be reported on the purposes. For example, if a portion of a Do not report the following on line 15
appropriate lines of Schedule M-3 (for hedge is considered ineffective under or on Form 8916-A.
example, a depreciation difference GAAP but still is a valid hedge under • Amounts reportable on Part II, line
must be reported on Part III, line 24). section 1221(b)(2), the difference must 10.
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• Any gain or loss from inventory and (based on other facts) $200 ofLine 16. Sale Versus Lease
hedging transactions reportable on Part depreciation deduction on the property.(for Sellers and/or Lessors)II, line 13. On its 2007 Schedule M-3, M must

Also see the instructions at Part III, report on Part II, line 11, $100 in• Amounts reportable on Part II, line
line 28, Purchase Versus Lease (for column (a), ($100) in column (b), and16.
Purchasers and/or Lessees), on page zero in column (d). In addition, M must• Amounts reportable on Part II, line 16. report on Part II, line 16, $300 of gross19.

profit in column (a), $200 in column (b),Asset transfer transactions with• Mark-to-market income or (loss) and $500 of gross rental income inperiodic payments characterized forassociated with the inventories of column (d). Lastly, M must report onfinancial accounting purposes as eitherdealers in securities under section 475 Part III, line 24, $200 in column (b) anda sale or a lease may, under somereportable on Part II, line 14. (d).circumstances, be characterized as the• Section 481(a) adjustments related to opposite for tax purposes. If thecost of goods sold or inventory Line 17. Section 481(a)transaction is treated as a lease, thevaluation reportable on Part II, line 17. Adjustmentsseller/lessor reports the periodic• Fines and penalties reportable on payments as gross rental income and With the exception of a section 481(a)
Part III, line 9. also reports depreciation expense or adjustment that is required to be• Judgments, damages, awards, and deduction. If the transaction is treated reported on Part II, line 10, for
similar costs, reportable on Part III, line as a sale, the seller/lessor reports gross reportable transactions, any difference
10. profit (sale price less cost of goods between an income or expense item
• Amounts included on Part III, line 28. sold) from the sale of assets and attributable to an authorized (or

reports the periodic payments as unauthorized) change in method ofExample 15. Corporation C is a payments of principal and interest accounting made for U.S. income taxcalendar year taxpayer that placed in income. purposes that results in a sectionservice ten depreciable fixed assets in 481(a) adjustment must be reported onOn Part II, line 16, column (a), report2001. C was required to file Schedule Part II, line 17, regardless of whether athe gross profit or gross rental incomeM-3 for its 2006 tax year and is separate line for that income orfor financial accounting purposes for allrequired to file Schedule M-3 for its expense item exists in Part II or Part III.sale or lease transactions that must be2007 tax year. C’s total depreciation
Example 17. Corporation N is agiven the opposite characterization forexpense for its 2007 tax year for five of

calendar year taxpayer that wasU.S. income tax purposes. On Part II,the assets is $50,000 for financial
required to file Schedule M-3 for itsline 16, column (d), report the grossaccounting purposes and $70,000 for
2006 tax year and is required to fileprofit or gross rental income for federalU.S. income tax purposes. C’s total
Schedule M-3 for its 2007 tax year. Nincome tax purposes. Interest incomeannual depreciation expense for its
was depreciating certain fixed assetsamounts for such transactions must be2007 tax year for the other five assets
over an erroneous recovery period and,reported on Part II, line 11, in columnis $40,000 for financial accounting
effective for its 2007 tax year, N(a) or (d), as applicable. Depreciationpurposes and $30,000 for U.S. income
receives IRS consent to change itsexpense for such transactions must betax purposes. In addition, C incurs $200
method of accounting for thereported on Part III, line 24, in columnof meals and entertainment expenses
depreciable fixed assets and begins(a) or (d), as applicable. Use columnsthat C deducts in computing net income
using the proper recovery period. The(b) and (c) of Part II, lines 11 and 16,for financial accounting purposes. All
change in method of accounting resultsand Part III, line 24, as applicable to$200 of the meals and entertainment
in a positive section 481(a) adjustmentreport the differences between columnexpenses is subject to the 50%
of $100,000 that is required to be(a) and (d).limitation under section 274(n). In its
spread over four tax years, beginningfinancial statements, C treats the Example 16. Corporation M sells
with the 2007 tax year. In its financial$50,000 depreciation and $100 of the and leases property to customers. M is
statements, N treats the section 481(a)meals and entertainment as other costs a calendar year taxpayer that was
adjustment as a temporary difference.in computing cost of goods sold. C required to file Schedule M-3 for its
N must report on Part II, line 17,must include on Form 8916-A and on 2006 tax year and is required to file
$25,000 in columns (b) and (d) for itsSchedule M-3, Part II, line 15, in Schedule M-3 for its 2007 tax year. For
2007 tax year and each of thecolumn (a), the $50,000 of depreciation financial accounting purposes, M
subsequent three tax years (unless N isand $100 of meals and entertainment. accounts for each transaction as a sale.
otherwise required to recognize theC must also include a temporary For U.S. income tax purposes, each of
remainder of the 481(a) adjustmentdifference of $20,000 in column (b), a M’s transactions must be treated as a
earlier). N must not report the sectionpermanent difference of ($50) in lease. In its financial statements, M
481(a) adjustment on Part III, line 24.column (c), and $70,050 in column (d) treats the difference in the financial

($70,000 depreciation and $50 meals accounting and the U.S. income tax Line 18. Unearned/Deferredand entertainment expenses). In treatment of these transactions as
Revenueaddition, C must report on Part III, line temporary. During 2007, M reports in its

24, for its 2007 tax year income financial statements $1,000 of sales Report on line 18, column (a), amounts
statement, depreciation expense of and $700 of cost of goods sold with of revenues included in Part I, line 11,
$40,000 in column (a), a temporary respect to 2007 lease transactions. M that were deferred from a prior financial
difference of ($10,000) in column (b), receives periodic payments of $500 in accounting year. Report on line 18,
and $30,000 in column (d); and on Part 2007 with respect to these 2007 column (d), amounts of revenues
III, line 8, meals and entertainment transactions and similar transactions recognizable for U.S. income tax
expense of $100 in column (a), a from prior years and treats $400 as purposes in the current tax year that
permanent difference of ($50) in principal and $100 as interest income. are recognized for financial accounting
column (c), and $50 in column (d). All For financial accounting purposes, M purposes in a different year. Also report
other cost of goods sold items would be reports gross profit of $300 ($1,000 – on line 18, column (d), any amount of
added to the amounts included on Part $700) and interest income of $100 from revenues reported on line 18, column
II, line 15 detailed in this example and these transactions. For U.S. income tax (a), that are recognizable for U.S.
reported on Form 8916-A and on Part purposes, M reports $500 of gross income tax purposes in the current tax
II, line 15, in the appropriate columns. rental income (the periodic payments) year. Use columns (b) and (c) of line
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18, as applicable, to report the Line 21b. Gross Capital Line 21g. Other Gain/Loss on
differences between column (a) and (d). Gains From Schedule D, Disposition of Assets Other

Excluding Amounts From Than InventoryLine 18 must not be used to report
Report on line 21g any gains or lossesPass-Through Entitiesincome recognized from long-term
from the sale or exchange of propertycontracts. Instead, use line 19. Report on line 21b gross capital gains
other than inventory that are notreported on Schedule D (Form 1120S),
reported on lines 21b through 21f.Capital Gains and Losses and Built-In

Line 19. Income Recognition Gains, excluding capital gains from Line 22. Other Income (Loss)pass-through entities, which must beFrom Long-Term Contracts Items With Differencesreported on Part II, lines 7, 8, or 9, asReport on line 19 the amount of net
Separately state and adequatelyapplicable.income or loss for financial statement
disclose on Part II, line 22, all items ofpurposes (or books and records, if Line 21c. Gross Capital income (loss) with differences that areapplicable) or U.S. income tax not otherwise listed on Part II, lines 1Losses From Schedule D,purposes for any contract accounted for through 21. Attach a schedule thatExcluding Amounts Fromunder a long-term contract method of itemizes the type of income (loss) and

accounting. Pass-Through Entities, the amount of each item.
Abandonment Losses, and If any “comprehensive income” as

defined by Statement of FinancialLine 20. Original Issue Worthless Stock Losses
Accounting Standards (SFAS) No. 130Report on line 21c gross capital lossesDiscount and Other Imputed is reported on this line, describe thereported on Schedule D (Form 1120S),Interest item(s) in detail. Examples ofexcluding capital losses from (a) sufficiently detailed descriptions includeReport on line 20 any amounts of pass-through entities, which must be “foreign currency translationoriginal issue discount (OID) and other reported on Part II, lines 7, 8, or 9, as adjustments” and “gains and losses onimputed interest. The term “original applicable; (b) abandonment losses, available-for-sale securities.”issue discount and other imputed which must be reported on Part II, line

interest” includes, but is not limited to: 21e; and (c) worthless stock losses, Line 23. Total Income (Loss)
which must be reported on Part II, line1. The difference between issue Items21f.price and the stated redemption price at

Combine lines 1 through 22 and entermaturity of a debt instrument, which
the total on line 23.Line 21d. Net Gain/Lossmay be wholly or partially realized on
Note. Line 15, Cost of goods sold,the disposition of a debt instrument Reported on Form 4797, Line
columns (a) and (d), are negativeunder section 1273; 17, Excluding Amounts From amounts which will affect the totals

2. Amounts that are imputed Pass-Through Entities, entered on line 23.
interest on a deferred sales contract Abandonment Losses, and
under section 483; Line 24. Total Expense/Worthless Stock Losses

3. Amounts treated as interest or Deduction ItemsReport on line 21d the net gain or lossOID under the stripped bond rules Report on Part II, line 24, columns (a)reported on line 17 of Form 4797, Salesunder section 1286; and through (d), as applicable, the negativeof Business Property, excluding
4. Amounts treated as OID under of the amounts reported on Part III, lineamounts from (a) pass-through entities,

30, columns (a) through (d). Forthe below-market interest rate rules which must be reported on Part II, lines
example, if Part III, line 30, column (a),under section 7872. 7, 8, or 9, as applicable; (b)
reflects an amount of $1 million, thenabandonment losses, which must be
report on Part II, line 24, column (a),reported on Part II, line 21e; and (c)
($1 million). Similarly, if Part III, line 30,worthless stock losses, which must beLine 21a. Income Statement
column (b), reflects an amount ofreported on Part II, line 21f. TheGain/Loss on Sale, ($50,000), then report on Part II, lineamount reported on line 21d is the
24, column (b), $50,000.Exchange, Abandonment, amount that would have been carried to

line 17 of Form 4797 in the case of aWorthlessness, or Other Line 25. Other Items With Nocorporation that is not an S corporation.Disposition of Assets Other Differences
Than Inventory and Line 21e. Abandonment If there is no difference between the

financial accounting amount and thePass-Through Entities Losses
taxable amount of an entire item ofReport on line 21a, column (a), all Report on line 21e any abandonment income, gain, loss, expense, orgains and losses on the disposition of losses, regardless of whether the loss deduction and the item is not describedassets except for (a) gains and losses is characterized as an ordinary loss or or included in Part II, lines 1 throughon the disposition of inventory, and (b) a capital loss. 22, or Part III, lines 1 through 29, reportgains and losses allocated to the the entire amount of the item inLine 21f. Worthless Stockcorporation from a pass-through entity columns (a) and (d) of line 25. If a

(for example, on Schedule K-1) that are Losses portion of an item of income, loss,
included in the net income (loss) of the Report on line 21f any worthless stock expense, or deduction has a difference
corporation reported on Part I, line 11. loss, regardless of whether the loss is and a portion of the item does not have
Reverse the amount reported in column characterized as an ordinary loss or a a difference, do not report any portion
(a) in column (b) or (c), as applicable. capital loss. Attach a schedule that of the item on line 25. Instead, report
The corresponding gains and losses for separately states and adequately the entire amount of the item (that is,
U.S. income tax purposes are reported discloses each transaction that gives both the portion with a difference and
on Part II, lines 21b through 21g, as rise to a worthless stock loss and the the portion without a difference) on the
applicable. amount of each loss. applicable line of Part II, lines 1 through
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22, or Part III, lines 1 through 29. See stock options, phantom stock units, Do not report on this Part III, line 9,
Example 10 on page 8. amounts recovered from insurers orstock warrants, stock appreciation

any other indemnitors for any fines andrights, and restricted stock, regardlessLine 26. Reconciliation penalties described above.of whether such payments are made to
Totals employees or non-employees, or as

Line 10. Judgments,payment for property or compensationIf a corporation chooses not to
for services. Damages, Awards, andcomplete columns (a) and (d) of Parts II

and III in the first tax year the Similar Costs
Line 8. Meals andcorporation is required to file Schedule Report on line 10, column (a), the

M-3 (or for any year in which the Entertainment amount of any estimated or actual
corporation voluntarily files Schedule judgments, damages, awards,Report on line 8, column (a), anyM-3), Part II, line 26, is reconciled by settlements, and similar costs, howeveramounts paid or accrued by thethe corporation in the following manner: named or classified, included incorporation during the tax year for

1. Report the amount from Part I, financial accounting income, regardlessmeals, beverages, and entertainment
line 11, on Part II, line 26, column (a); of whether the amount deducted wasthat are accounted for in financial

2. Leave blank Part II, lines 1 attributable to an estimate of futureaccounting income, regardless of the
through 25, columns (a) and (d); anticipated payments or actualclassification, nomenclature, or

3. Leave blank Part III, columns (a) payments. Also report on line 10,terminology used for such amounts,
and (d); and column (a), the reversal of anyand regardless of how or where such

4. Report on Part II, line 26, column overaccrual of any amount described inamounts are classified in the
(d), the sum of Part II, line 26, columns this paragraph.corporation’s financial income
(a), (b), and (c). statement or the income and expense Report on line 10, column (d), any

accounts maintained in the such amounts as are described in the
corporation’s books and records. preceding paragraph that are includiblePart III. Reconciliation of
Report only amounts not otherwise in taxable income, regardless of theNet Income (Loss) per reportable elsewhere on Schedule M-3, financial accounting period in which
Parts II and III (for example, Part II, line such amounts were or are included inIncome Statement of the 15). financial accounting net income.

Complete columns (b) and (c) asCorporation With Total
appropriate.Line 9. Fines and PenaltiesIncome (Loss) per

Report on line 9 any fines or similar Do not report on this Part III, line 10,
penalties paid to a government or otherReturn—Expense/ amounts required to be reported in
authority for the violation of any law for accordance with instructions for Part III,Deduction Items which fines or penalties are assessed. line 9.

Note. Expense amounts that reduce All fines and penalties expensed in Do not report on this Part III, line 10,financial accounting income must be financial accounting income (paid or amounts recovered from insurers orreported on Part III, column (a), as accrued) must be included on this line any other indemnitors for anypositive amounts. Deduction amounts 9, column (a), regardless of the judgments, damages, awards, or similarthat reduce taxable income must be government or other authority that costs described above.reported on Part III, column (d), as imposed the fines or penalties,
positive amounts. Amounts reported on regardless of whether the fines and Line 11. Pension and
Part II, line 24, must be the negative of penalties are civil or criminal, Profit-Sharingthe amounts reported on Part III, line regardless of the classification,

Report on line 11 any amounts30. nomenclature, or terminology used for
attributable to the corporation’s pensionthe fines or penalties by the imposingLines 1 Through 6. Income plans, profit-sharing plans, and anyauthority in its actions or documents,
other retirement plans.Tax Expense and regardless of how or where the

fines or penalties are classified in theIf the corporation does not distinguish Line 12. Othercorporation’s financial incomebetween current and deferred income Post-Retirement Benefitsstatement or the income and expensetax expense in its financial statements
Report on line 12 any amountsaccounts maintained in the(or its books and records, if applicable),
attributable to other post-retirementcorporation’s books and records. Alsoreport income tax expense as current
benefits not otherwise includible on Partreport on line 9, column (a), theincome tax expense using lines 1, 3,
III, line 11 (for example, retiree healthreversal of any overaccrual of anyand 5, as applicable.
and life insurance coverage, dentalamount described in this paragraph.

Line 7. Equity-Based coverage, etc.).See section 162(f) for additional
guidance.Compensation Line 13. DeferredReport on line 7 any amounts for Report on line 9, column (d), any Compensationequity-based compensation or such amounts as described in the

consideration that are reflected as Report on line 13, column (a), anypreceding paragraph that are includible
expense for financial accounting compensation expense included in thein taxable income, regardless of the
purposes (column (a)) or deducted in net income (loss) amount reported infinancial accounting period in which
the U.S. income tax return (column (d)) Part I, line 11, that is not deductible forsuch amounts were or are included in
other than amounts reportable U.S. income tax purposes in the currentfinancial accounting net income.
elsewhere on Schedule M-3, Parts II tax year and that was not reportedComplete columns (b) and (c) as
and III. Examples of amounts elsewhere on Schedule M-3, columnappropriate.
reportable on line 7 include payments (a). Report on line 13, column (d), any

Do not report on this Part III, line 9,attributable to stock options (including compensation deductible in the current
amounts required to be reported inincentive stock options and nonqualified tax year that was not included in the net
accordance with instructions for Part III,stock options), employee stock income (loss) amount reported in Part I,
line 10.purchase plans (ESPPs), phantom line 11, for the current tax year and that

-14- Instructions for Schedule M-3 (Form 1120S)



Page 15 of 16 Instructions for Schedule M-3 (Form 1120S) 20:51 - 17-JAN-2008

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

is not reportable elsewhere on subsidiary, a spin-off of a subsidiary, or Line 23b. Depletion—Other
Schedule M-3. For example, report an initial public stock offering. than Oil & Gasoriginations and reversals of deferred

Report on line 23b any depletioncompensation subject to section 409A Line 18. Current Year expense/deduction other than oil andon line 13. Acquisition/Reorganization gas that is not required to be reported
elsewhere on Schedule M-3 (forOther CostsLine 15. Charitable
example, on Part II, line 7, 8, 9, or 15).Report on line 18 any other fees paid orContribution of Intangible

incurred in connection with a taxable orProperty Line 24. Depreciationtax-free acquisition of property (for
Report on line 15 any charitable Report on line 24 any depreciationexample, stock or assets) or a tax-free
contribution of intangible property, for expense that is not required to bereorganization not otherwise reportable
example, contributions of: reported elsewhere on Schedule M-3on Schedule M-3 (for example, Part III,• Intellectual property, patents (for example, on Part II, line 7, 8, 9, orline 16 or 17). Report on this line any
(including any amounts of additional 15).fees paid or incurred at any stage of the
contributions allowable by virtue of acquisition or reorganization process
income earned by donees subsequent Line 25. Bad Debt Expenseincluding, for example, fees paid or
to the year of donation), copyrights, incurred to evaluate whether to Report on line 25, column (a), anytrademarks; investigate an acquisition, fees to amounts attributable to an allowance• Securities (including stocks and their conduct an actual investigation, and for uncollectible accounts receivable orderivatives, stock options, and bonds); fees to consummate the acquisition. actual write-offs of accounts receivable• Conservation easements (including Also include on this line other included on Part I, line 11. Report in
scenic easements or air rights); acquisition/reorganization costs column (d) the amount of bad debt• Railroad rights of way; incurred in connection with the expense deductible for federal income• Mineral rights; and liquidation of a subsidiary, a spin-off of tax purposes under section 166.• Other intangible property. a subsidiary, or an initial public stock

offering. Line 26. Interest Expense
Line 16. Current Year Report on Part III, line 26, column (a),
Acquisition or Line 19. Amortization/ the total amount of interest expense

included on Part I, line 11, and reportReorganization Investment Impairment of Goodwill
on Part III, line 26, column (d), the totalBanking Fees Report on line 19 amortization of amount of interest deduction includedgoodwill or amounts attributable to theReport on line 16 any investment on Form 1120S, page 3, Schedule K,impairment of goodwill.banking fees paid or incurred in line 18, that is not required to be

connection with a taxable or tax-free reported elsewhere on Schedule M-3.
acquisition of property (for example, Line 20. Amortization of In columns (b) or (c), as applicable,
stock or assets) or a tax-free include any adjustments for anyAcquisition, Reorganization,reorganization. Report on this line any amounts treated for U.S. income taxand Start-Up Costsinvestment banking fees incurred at any purposes as interest deduction that are
stage of the acquisition or Report on line 20 amortization of treated as some other form of expense
reorganization process including, for acquisition, reorganization, and start-up for financial accounting purposes, or
example, fees paid or incurred to costs. For purposes of columns (b), (c), vice versa. For example, adjustments to
evaluate whether to investigate an and (d), include amounts amortizable interest expense/deduction resulting
acquisition, fees to conduct an actual under section 167, 195, or 248. from adjustments made in accordance
investigation, and fees to consummate with the instructions for Part III, line 28,
the acquisition. Also include on this line Purchase versus lease (for purchasersLine 21. Other Amortization16 investment banking fees incurred in and/or lessees), should be made inor Impairment Write-Offsconnection with the liquidation of a columns (b) and (c), as applicable, of
subsidiary, a spin-off of a subsidiary, or Report on line 21 any amortization or this line 26.
an initial public stock offering. impairment write-offs not otherwise

Complete Part III of Form 8916-A.includible on Schedule M-3.
Enter the amounts from line 5, columnsLine 17. Current Year
(a) through (d) of Form 8916-A, onLine 22. Section 198Acquisition or
Schedule M-3, Part III, line 26, columnsEnvironmental RemediationReorganization Legal and (a) through (d), as applicable. Attach

Costs Form 8916-A.Accounting Fees
Report on line 22, column (a), anyReport on line 17 any legal and Do not report on this Form 8916-A
amounts attributable to environmentalaccounting fees paid or incurred in and line 26 amounts reported in
remediation costs included on Part I,connection with a taxable or tax-free accordance with the instructions for
line 11. Report in columns (b), (c), andacquisition of property (for example, Part II, lines 7, 8, 9, and 10.

stock or assets) or tax-free (d), as applicable, any deductible
reorganization. Report on this line any amounts attributable to environmental Line 27. Corporate Ownedlegal and accounting fees incurred at remediation costs described in section

Life Insurance Premiumsany stage of the acquisition or 198 that are paid or incurred during the
reorganization process including, for Report on line 27 all amounts ofcurrent tax year.
example, fees paid or incurred to insurance premiums attributable to any
evaluate whether to investigate an life insurance policy if the corporation isLine 23a. Depletion—Oil &
acquisition, fees to conduct an actual directly or indirectly a beneficiary underGasinvestigation, and fees to consummate the policy or if the policy has a cash

Report on line 23a, column (a), any oilthe acquisition. Also include on this line value. Report in column (d) the amount
and gas depletion included on Part I,legal and accounting fees incurred in of the premiums that are deductible for
line 11.connection with the liquidation of a federal income tax purposes.
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column (b), ($1,000); and column (d), expenses for a discontinued operationLine 28. Purchase Versus
zero. On Part III, line 26, X reports zero as a single amount, and its generalLease (for Purchasers and/or in column (a) and $300 in columns (b) ledger or other books, records, and

Lessees) and (d) for the interest deduction. On workpapers provide details for the
Part III, line 24, X reports zero in anticipated expenses under moreNote. Also see the instructions for
column (a) and $1,200 in columns (b) explanatory and defined categoriessellers and/or lessors in the instructions
and (d) for the depreciation deduction. such as employee termination costs,for Part II, line 16.

lease cancellation costs, loss on sale ofAsset transfer transactions with Line 29. Other Expense/ equipment, etc., a supporting scheduleperiodic payments characterized for that lists those categories of expensesDeduction Items Withfinancial accounting purposes as either and their details will satisfy theDifferencesa purchase or a lease may, under some requirement to separately state andcircumstances, be characterized as the Report on Part III, line 29, all items of adequately disclose. In order toopposite for tax purposes. expense/deduction that are not separately state and adequately
otherwise listed on Part III, lines 1If a transaction is treated as a lease, disclose the employee termination
through 28.the purchaser/lessee reports the costs, it is not required that an

periodic payments as gross rental Comprehensive income. If any anticipated termination cost amount be
expense. If the transaction is treated as “comprehensive income” as defined by listed for each employee, or that each
a purchase, the purchaser/lessee SFAS No. 130 is reported on this line, asset (or category of asset) be listed
reports the periodic payments as describe the item(s) in detail as, for along with the anticipated loss on
payments of principal and interest and example, “Foreign currency translation disposition.
also reports depreciation expense or adjustments” and “Gains and losses on Example 19. Corporation Q is adeduction with respect to the purchased available-for-sale securities.” calendar year taxpayer that wasasset. Reserves and contingent liabilities. required to file Schedule M-3 for its

Report in column (a) gross rent Report on line 29 amounts related to 2006 tax year and is required to file
expense for a transaction treated as a the change in each reserve or Schedule M-3 for its 2007 tax year. On
lease for financial accounting purposes contingent liability that is not required to July 1 of each year, Q has a fixed
but as a sale for U.S. income tax be reported elsewhere on Schedule liability for its annual insurance
purposes. Report in column (d), gross M-3. For example, amounts relating to premiums that provides a 12-month
rental deductions for a transaction changes in reserves for litigation must coverage period beginning July 1
treated as a lease for U.S. income tax be reported on Part III, line 10, and through June 30. In addition, Q
purposes but as a purchase for amounts relating to changes in historically prepays 12 months of
financial accounting purposes. Report reserves for uncollectible accounts advertising expense on July 1. On July
interest expense for such transactions receivable must be reported on Part III, 1, 2007, Q prepays its insurance
on Part III, line 26, in column (a) or (d), line 25. See Examples 8, 18, and 19. premium of $500,000 and advertising
as applicable. Report depreciation Report on line 29, the amortization of expenses of $800,000. For financial
expense or deductions for such various items of prepaid expense, such accounting purposes, Q capitalizes and
transactions on Part III, line 24, in as prepaid subscriptions and license amortizes the prepaid insurance and
column (a) or (d), as applicable. Use fees, prepaid insurance, etc. advertising over 12 months. For U.S.
columns (b) and (c) of Part III, lines 24, income tax purposes, Q deducts theReport on line 29, column (a),26, and 28, as applicable, to report the insurance premium when paid andexpenses included in net incomedifferences between column (a) and (d) amortizes the advertising over thereported on Part I, line 11, that arefor such recharacterized transactions. 12-month period. In its financialrelated to reserves and contingent

Example 18. U.S. corporation X statements, Q treats the differencesliabilities. Report on line 29, column (d),
acquired property in a transaction that, attributable to the financial statementamounts related to liabilities for
for financial accounting purposes, X treatment and U.S. income taxreserves and contingent liabilities that
treats as a lease. X is a calendar year treatment of the prepaid insurance andare deductible in the current tax year
taxpayer that was required to file advertising as temporary differences. Qfor U.S. income tax purposes.
Schedule M-3 for its 2006 tax year and must separately state and adequatelyExamples of items that must be
is required to file Schedule M-3 for its disclose on Part III, line 29, its prepaidreported on line 29 include warranty
2007 tax year. Because of its terms, the insurance premium and reportreserves, restructuring reserves,
transaction is treated for U.S. income $250,000 in column (a) ($500,000/12reserves for discontinued operations,
tax purposes as a purchase and X must months X 6 months), $250,000 inand reserves for acquisitions and
treat the periodic payments it makes column (b), and $500,000 in columndispositions. Only report on line 29
partially as payment of principal and (d). Q must also separately state anditems that are not required to be
partially as payment of interest. In its adequately disclose on Part II, line 25,reported elsewhere on Schedule M-3,
financial statements, X treats the its prepaid advertising and reportParts II and III. For example, the
difference between the financial $400,000 in column (a) and (d).expense for a reserve for inventory
accounting and U.S. income tax obsolescence must be reported on Part Line 30. Total Expense/treatment of this transaction as a II, line 15.
temporary difference. During 2007, X Deduction ItemsThe schedule of details attached toreports in its financial statements Report on Part II, line 24, columns (a)the return for line 29 must separately$1,000 of gross rental expense that, for though (d), as applicable, the negativestate and adequately disclose theU.S. income tax purposes, is of the amounts reported on Part III, linenature and amount of the expenserecharacterized as a $700 payment of 30, columns (a) through (d), asrelated to each reserve and/orprincipal and a $300 payment of applicable. For example, if Part III, linecontingent liability. The appropriateinterest, accompanied by a depreciation 30, column (a), reflects an amount oflevel of disclosure depends upon eachdeduction of $1,200 (based on other $1 million, then report on Part II, linetaxpayer’s operational activity and thefacts). On its 2007 Schedule M-3, X 24, column (a), ($1 million). Similarly, ifnature of its accounting records. Formust report the following on Part III, line Part III, line 30, column (b), reflects anexample, if a corporation’s net income28: column (a), $1,000, its financial amount of ($50,000), then report onamount reported in the incomeaccounting gross rental expense; Part II, line 24, column (b), $50,000.statement includes anticipated
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