
Userid: SD_QMNBB schema instrx Leadpct: 0% Pt. size: 9 ❏ Draft ❏ Ok to Print

PAGER/XML Fileid: D:\Users\qmnbb\documents\Epicfiles\I1065SM3 (2011 working).xml (Init. & date)

Page 1 of 19 Instructions for Schedule M-3 (Form 1065) 10:05 - 22-NOV-2011

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

Department of the Treasury
Internal Revenue Service2011

Instructions for Schedule
M-3 (Form 1065)
Net Income (Loss) Reconciliation for Certain Partnerships

and schedules, including Schedule M-3 accounting, and (b) the partnership doesSection references are to the Internal
(Form 1065), with the Department of the not prepare financial statements using,Revenue Code unless otherwise noted.
Treasury, Internal Revenue Service and is not included in financial statements
Center, Ogden, UT 84201-0011. prepared on, an accrual basis.

What’s New See the Instructions for Schedule M-3,Who Must File Part I, line 1, regarding non-tax-basis• An attachment to support the Note. A U.S. partnership filing Form income statements and related
information reported on Part III, line 29, 1065 or Form 1065-B that is not required non-tax-basis balance sheets to be used
Research and development costs, is no to file Schedule M-3 may voluntarily file in the preparation of Schedule M-3 and
longer required. Schedule M-3 in place of Schedule M-1. the related non-tax-basis balance sheets• Instructions for Part I, line 12, clarify to be used in the preparation of ScheduleAny entity that files Form 1065, U.S.that assets and liabilities must be L.Return of Partnership Income, or Formreported on lines 12a-12d as positive

In the case of a partnership year1065-B, U.S. Return of Income foramounts.
ending because of a section 708Electing Large Partnerships, must• Instructions have been added to clarify
termination (sale or exchange within acomplete and file Schedule M-3 instead ofreporting by traders in securities or
12-month period of 50% or more of theSchedule M-1, Reconciliation of Incomecommodities that have made a valid
partnership interest in income and(Loss) per Books With Income (Loss) perelection under section 475(f) to use the
capital), the total assets of the partnershipReturn, if any of the following is true:mark-to-market method to account for
at the end of the year for determining thesecurities or commodities. See Traders in 1. The amount of total assets at the
requirement to file Schedule M-3 aresecurities or commodities, under the end of the tax year reported on Schedule
determined immediately before theinstructions for Part II, line 14, for more L, line 14, column (d), is equal to $10
section 708 termination and any actual orinformation. million or more.
deemed contribution or distribution of the• The IRS has created a page on 2. The amount of adjusted total assets
partnership assets under the provisions ofIRS.gov for information about Schedule for the tax year is equal to $10 million or
section 708.M-3 (Form 1065) and its instructions, at more. See Total Assets and Adjusted

Example 1.www.irs.gov/form1065. Information about Total Assets, below.
any future developments affecting 3. The amount of total receipts for the 1. U.S. partnership A, a limited liability
Schedule M-3 (Form 1065) will be posted tax year is equal to $35 million or more. company (LLC), owns 60% of the income
on that page. Total receipts is defined in the instructions and capital of U.S. partnership B, also an

for Codes for Principal Business Activity LLC. For its 2011 tax year ending
and Principal Product or Service in the December 31, 2011, A prepares
Instructions for Form 1065 or Instructions non-tax-basis GAAP (generally acceptedGeneral Instructions
for Form 1065-B. accounting principles) consolidated

Form 1065-B. Schedule M-3 (Form 4. An entity that is a reportable entity financial statements with B that report
1065) is filed with both Forms 1065 and partner with respect to the partnership (as total assets at the end of the year of $12
1065-B. Line references to these returns defined under these instructions) owns or million. For 2011, A files Form 1065 and
are the same unless otherwise noted. is deemed to own, directly or indirectly, an reports on its non-tax-basis

interest of 50% or more in the unconsolidated GAAP Schedule L total
partnership’s capital, profit, or loss, on assets at the end of the year of $7 million.Purpose of Schedule any day during the tax year of the The $7 million total includes $3 million for
partnership. its investment in B under the equity

Schedule M-3 Part I asks certain method of accounting. The amount of
Note. A common trust fund or foreignquestions about the partnership’s total liabilities at the end of 2011 reported
partnership must file Schedule M-3 if itfinancial statements and reconciles to A’s partners on Schedules K-1 is $5
meets any of the tests discussed above.financial statement net income (loss) for million. A made distributions of $1 million

the consolidated financial statement during 2011 reflected on Schedule M-2,Total Assets and Adjusted Totalgroup to income (loss) per the income line 6. The amount of A’s adjusted totalAssetsstatement for the partnership. assets is $8 million for the 2011 tax year.
The partnership should figure its adjusted A has total receipts for the 2011 tax yearSchedule M-3 Parts II and III reconcile total assets using the Adjusted Total of $15 million. A has no reportable entityfinancial statement net income (loss) for Assets Worksheet, below. partners (as defined under Reportablethe partnership (per Schedule M-3, Part I,

For purposes of determining for Entity Partner Reporting Responsibilities,line 11) to line 1 of the Analysis of Net
Schedule M-3 whether the partnership’s later). A is not required to file ScheduleIncome (Loss) found on Form 1065 and
adjusted total assets (under these M-3 for the 2011 tax year based on itsForm 1065-B.
instructions) equal $10 million or more, total assets or adjusted total assets. A is
the partnership’s total assets at the end of not required to file Schedule M-3 for theWhere To File the tax year must be determined on an 2011 tax year based on its total receipts.

If the partnership is required to file (or overall accrual method of accounting A is not required to file Schedule M-3 for
voluntarily files) Schedule M-3 (Form unless both of the following apply: (a) the the 2011 tax year based on reportable
1065), the partnership must file Form tax return of the partnership is prepared entity partners. A is not required to file
1065 or Form 1065-B and all attachments using an overall cash method of Schedule M-3 under any of the four tests
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and therefore is not required to file liabilities at the end of 2011 reported to of the negative adjustment stated as a
Schedule M-3 for the 2011 tax year. A positive amount that must be added backR’s partners on Schedules K-1). Because
may voluntarily file Schedule M-3 for the to determine adjusted total assets forR has adjusted total assets of $10 million
2011 tax year. If A does not file Schedule 2011), an amount that is not less than theor more for its tax year ending December
M-3, it must file Schedule M-1. total liabilities at the end of 2011 reported31, 2011, R must file Schedule M-3 for

to T’s partners on Schedules K-1.2011.2. Same facts as in Example 1.1
Because T has adjusted total assets ofexcept that U.S. partnership A has total 5. S, a U.S. partnership, files Form
$10 million or more for its tax year endingreceipts for 2011 of $40 million. Because 1065 for the tax year ending December
December 31, 2011, T must file ScheduleA has total receipts of $35 million or more 31, 2011. S has total assets at the end of
M-3 for 2011.for its tax year ending December 31, 2011 reported on Schedule L, line 14,

2011, A must complete Schedule M-3 for column (d), of $7.5 million. The amount of
Reportable Entity Partner2011. total liabilities at the end of 2011 reported

to S’s partners on Schedules K-1 is $5 Reporting Responsibilities3. R, a U.S. partnership, files Form
million. S made no distributions during1065 for the tax year ending December For the purposes of these instructions, a
2011 reflected on Schedule M-2, line 6. S31, 2011. R has total assets at the end of reportable entity partner with respect to a
reported a loss of ($3 million) for 2011 on2011 reported on Schedule L, line 14, partnership filing Form 1065 or Form
Schedule M-2, line 3. S did not reportcolumn (d), of $7.5 million. The aggregate 1065-B is an entity that:
adjustments to capital on Schedule M-2,amount of total liabilities at the end of • Owns or is deemed to own, directly or
lines 4 or 7. S has adjusted total assets2011 reported to R’s partners on indirectly, under these instructions, a 50%
for 2011 in the tentative amount of $10.5Schedules K-1 is $5 million. R made or greater interest in the income, loss, or
million, the sum of $7.5 million plus $3distributions of $3 million during 2011 capital of the partnership on any day of

reflected on Schedule M-2, line 6. R did million (the amount of the loss stated as a the tax year, and
not report a loss for 2011 on Schedule positive amount that must be added back • Was required to complete Schedule
M-2, line 3. R did not report adjustments to determine adjusted total assets for M-3 on its most recently filed U.S. federal
to capital on Schedule M-2, lines 4 or 7. R 2011). This tentative amount is compared income tax return or return of income filed
has adjusted total assets for 2011 in the to the total liabilities at the end of 2011 as prior to that day.
tentative amount of $10.5 million, the sum reported to S’s partners on Schedules For the purposes of these instructions,of $7.5 million plus $3 million (the amount K-1, and the greater of the two amounts is the following rules apply.of distributions that must be added back considered the adjusted total assets.

1.  The parent corporation of ato determine adjusted total assets for Because S has adjusted total assets of
consolidated tax group is deemed to own2011), an amount that is not less than the $10 million or more for its tax year ending
all corporate and partnership intereststotal liabilities at the end of 2011 reported December 31, 2011, S must file Schedule
owned or deemed to be owned underto R’s partners on Schedules K-1. M-3 for 2011.
these instructions by any member of theBecause R has adjusted total assets of 6.  T, a U.S. partnership, files Form
tax consolidated group.$10 million or more for its tax year ending 1065 for the tax year ending December

2. The owner of a disregarded entityDecember 31, 2011, R must file Schedule 31, 2011. T has total assets at the end of
is deemed to own all corporate andM-3 for 2011. 2011 reported on Schedule L, line 14,
partnership interests owned or deemed tocolumn (d), of $7.5 million. The amount of4. Same facts as in Example 1.3
be owned under these instructions by thetotal liabilities at the end of 2011 reportedexcept that the amount of total liabilities at
disregarded entity.to T’s partners on Schedules K-1 is $5the end of 2011 reported to R’s partners

3. The owner of 50% or more of amillion. T made no distributions duringon Schedules K-1 is $11 million. R made
corporation by vote on any day of the2011 reflected on Schedule M-2, line 6. Tdistributions of $1.5 million during 2011
corporation tax year is deemed to own alldid not report a loss for 2011 on Scheduleas reflected on Schedule M-2, line 6. R
corporate and partnership interestsM-2, line 3. T did not report adjustmentshas adjusted total assets for 2011 equal
owned or deemed to be owned underto capital on Schedule M-2, line 7, but didto $11 million, the greater of the tentative
these instructions by the corporationreport a negative adjustment of ($3amount of $9 million, the sum of $7.5
during the corporation tax year.million) on Schedule M-2, line 4. T hasmillion plus $1.5 million (the amount of

4.  The owner of 50% or more ofadjusted total assets for 2011 in thedistributions that must be added back to
partnership income, loss, or capital ontentative amount of $10.5 million, the sumdetermine adjusted total assets for 2011),
any day of the partnership tax year isof $7.5 million plus $3 million (the amountor $11 million (the amount of the total
deemed to own all corporate and
partnership interests owned or deemed to
be owned under these instructions by the
partnership during the partnership tax

Adjusted Total Assets Worksheet Keep for Your Records year.
5.  The beneficial owner of 50% or

1. Enter total assets at the end of the tax year on Schedule L, more of the beneficial interest of a trust or
line 14, column (d) . . . . . . . . . . . . . . . . . . . . . . . . . . 1. nominee arrangement on any day of the

2. Enter capital distributions on Schedule M-2, lines 6a and 6b trust or nominee arrangement tax year is
(shown as a positive amount) . . . . . . . . . . . . . . . . . . 2. deemed to own all corporate and

3. Enter any loss reported on Schedule M-2, line 3 (shown as partnership interests owned or deemed to
a positive amount) . . . . . . . . . . . . . . . . . . . . . . . . . . 3. be owned under these instructions by the

4. Enter the amount of any positive adjustment on Schedule trust or nominee arrangement.
M-2, line 7 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.

A reportable entity partner with respect5. Enter the amount of any negative adjustment on Schedule
to a partnership (as defined above) mustM-2, line 4 (shown as a positive amount) . . . . . . . . . . . 5.
report the following to the partnership6. Add lines 1 through 5 . . . . . . . . . . . . . . . . . . . . . . . . . 6.
within 30 days of first becoming a7. Enter combined total liabilities (recourse and nonrecourse)
reportable entity partner and, after firston all Schedules K-1 (Form 1065), Part II, Item K, or
reporting to the partnership under theseSchedules K-1 (Form 1065-B) . . . . . . . . . . . . . . . . . . 7.
instructions, thereafter within 30 days of8. Adjusted Total Assets. Enter the greater of line 6 or line 7 8.
the date of any change in the interest it

Note: For line 2 above, if the partnership reflects partner capital account changes resulting from the sale of a owns or is deemed to own, directly orpartnership interest on Schedule M-2 as matching contributions and distributions (on lines 2a and 2b and on
indirectly, under these instructions, in thelines 6a and 6b, respectively), reduce the amounts shown on lines 6a and 6b by such matching amounts.
partnership.
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1. Name. for its tax year ending December 31, of September 16, 2011, Z was a
2011. reportable entity partner with respect to A2. Mailing address.

and, through A, with respect to B, C, D,2. Throughout 2011, A, a limited3. Employer identification number
and E. On October 5, 2011, Z reports toliability company (LLC) filing Form 1065(EIN), if applicable.
A, B, C, D, and E, as it is required to dofor calendar year 2011, owns, as its only4. Entity or organization type.
within 30 days of September 16, that Z isasset, 50% of each of B, C, D, and E,5. State or country in which it is
a reportable entity partner directly owningeach also an LLC filing Form 1065 fororganized.
(with respect to A) or deemed to owncalendar year 2011. A is owned by6. Date on which it first became a
indirectly (with respect to B, C, D, and E)individuals and S corporations notreportable entity partner.
a 50% interest. Therefore, because Z wasrequired to complete Schedule M-3 for7. Date with respect to which it is
a reportable entity partner for 2011, each2010, 2011, or 2012. B, C, D, and E arereporting a change in its ownership
of A, B, C, D, and E is required toowned by A and by individuals and Sinterest in the partnership, if applicable.
complete Schedule M-3 for 2011,corporations not required to complete8. The interest in the partnership it
regardless of whether they wouldSchedule M-3 for 2010, 2011, or 2012.owns or is deemed to own in the
otherwise be required to completeFor the partnership tax years endingpartnership, directly or indirectly (as
Schedule M-3 for that year.December 31, 2011, each of B, C, D, anddefined under these instructions) as of the

E has no year-end liabilities, $3 million indate with respect to which it is reporting.
total assets and $6 million in adjusted Other Form 1065 Schedules9. Any change in that interest as of
total assets (the difference equal to thethe date with respect to which it is Affected by Schedule M-3distributions by each in 2011), and 2011reporting. Requirementstotal receipts of $20 million. As of
December 31, 2011, no owner, direct or

The reportable entity partner must Schedule Lindirect, of B, C, D, or E was required to
retain copies of required reports it makes If a non-tax-basis income statement andcomplete Schedule M-3 on its most
to partnerships under these instructions. related non-tax-basis balance sheet isrecently filed U.S. income tax return or
Each partnership must retain copies of prepared for any purpose for a periodreturn of income. Neither B, C, D, or E is
the required reports it receives under ending with or within the tax year,required to complete Schedule M-3 for
these instructions from reportable entity Schedule L must be prepared showing2011. For the partnership tax year ending
partners. non-tax-basis amounts. See theDecember 31, 2011, A has no year-end

discussion in the instructions for Scheduleliabilities, $6 million in total assets andFor more information, see Item D.
M-3, Part I, line 1, of non-tax-basis$12 million in adjusted total assets (theReportable Entity Partner, below.
income statements and relateddifference equal to the distributions in
non-tax-basis balance sheets preparedExample 2. 2011), and 2011 total receipts of $6
for any purpose and the impact on themillion. As of December 31, 2011, no1. P, a U.S. corporation, is the parent
selection of the income statement usedowner, direct or indirect, of A wasof a financial consolidation group with 50
for Schedule M-3 and the relatedrequired to complete Schedule M-3 on itsdomestic subsidiaries DS1 through DS50
non-tax-basis balance sheet amounts thatmost recently filed U.S. income tax return.and 50 foreign subsidiaries FS1 through
must be used for Schedule L.A must complete Schedule M-3 when itFS50, all 100% owned on September 16,

completes its Form 1065 for 20112011. On September 15, 2011, P filed a Total assets at the end of the tax yearbecause A has adjusted total assets ofconsolidated tax return on Form 1120 and shown on Schedule L, line 14, column (d),$10 million or more.was required to complete Schedule M-3 must equal the total assets of the
3. Same ownership facts as infor the tax year ending December 31, partnership as of the last day of the tax

Example 2.2 continued to calendar year2010. On September 16, 2011, DS1, year, and must be the same total assets
2012. On March 3, 2012, A files its FormDS2, DS3, FS1, and FS2 each acquire a reported by the partnership in the
1065 with Schedule M-3 for the10% partnership interest in partnership K, non-tax-basis financial statements, if any,
partnership tax year ended December 31,which files Form 1065 for the tax year used for Schedule M-3. If the partnership
2011. As of March 4, 2012, A becomes aending December 31, 2011. P is deemed prepares non-tax-basis financial
reportable entity partner with respect toto own, directly or indirectly, under these statements, Schedule L must report the
any partnership in which it owns or isinstructions all corporate and partnership non-tax-basis financial statement total
deemed to own, directly or indirectly,interests of DS1, DS2, and DS3, as the assets. If the partnership does not
under these instructions a 50% or greaterparent of the tax consolidation group, and prepare non-tax-basis financial
interest in the income, loss, or capital oftherefore is deemed to own 30% of K on statements, Schedule L must be based
the partnership. A owns 50% of each ofSeptember 16, 2011. P is deemed to on the partnership’s books and records.
B, C, D, and E and is therefore aown, directly or indirectly, under these The Schedule L balance sheet can show
reportable entity partner with respect toinstructions all corporate and partnership tax-basis balance sheet amounts if the
each as of March 4, 2012, the day after itinterests of FS1 and FS2 as the owner of partnership is allowed to use books and
filed its 2011 Form 1065 with a required50% or more of each corporation by vote records for Schedule M-3 and the
Schedule M-3. On March 20, 2012, Aand therefore is deemed to own 20% of K partnership’s books and records reflect
reports to B, C, D, and E, as it is requiredon September 16, 2011. P is therefore only tax-basis amounts.
to do within 30 days of March 4, that it isdeemed to own 50% of K on September
a reportable entity partner owning a 50%16, 2011. P owns or is deemed to own, Generally, total assets at the beginning
interest. Each of B, C, D, and E isdirectly or indirectly, under these of the year (Schedule L, line 14, column
required to complete Schedule M-3 forinstructions 50% or more of K on (b)) must equal total assets at the close of
2012 because each has a reportableSeptember 16, 2011, and was required to the prior year (Schedule L, line 14,
entity partner. A will determine if it mustcomplete Schedule M-3 on its most column (d)). For each Schedule L balance
complete Schedule M-3 for 2012 basedrecently filed U.S. income tax return filed sheet item reported for which there is a
on its separate facts for 2012.prior to that date. Therefore, P is a difference between the current opening

reportable entity partner of K as of 4. Same ownership facts as in balance sheet amount and the prior
September 16, 2011. On October 5, Example 2.2 for calendar year 2011 closing balance sheet amount, attach a
2011, P reports to K, as it is required to except that A is owned 50% by statement that reports the balance sheet
do, that P is a reportable entity partner as corporation Z that was first required to item, the prior closing amount, the current
of September 16, 2011, deemed to own complete Schedule M-3 for its corporate opening amount, and a short explanation
under these instructions a 50% interest in tax year ended December 31, 2010, and of the change. Such reasons for these
K. K is therefore required to complete that filed its Form 1120 with Schedule differences include technical terminations
Schedule M-3 when it files its Form 1065 M-3 for 2010 on September 15, 2011. As and mergers.
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For purposes of measuring total assets (for example, as a corporation, a owned under these instructions by the
at the end of the year, the partnership’s partnership, or a trust) are references to reportable entity partner in the
assets may not be netted or reduced by the treatment of the entity for U.S. income partnership’s capital, profit, or loss on any
partnership liabilities. In addition, total tax purposes. An entity that generally is day during the tax year of the partnership.
assets may not be reported as a negative disregarded as separate from its owner The reportable entity partner must
amount. If Schedule L is prepared on a for U.S. income tax purposes retain copies of required reports it makes
non-tax-basis method, an investment in (disregarded entity) must not be to partnerships under these instructions.
another partnership may be shown as separately reported on Schedule M-3 Each partnership must retain copies of
appropriate under the partnership’s except, if required, on Part I, line 7a or 7b. the required reports it received under
non-tax-basis method of accounting, On Schedule M-3, Parts II and III, any these instructions from reportable entity
including, if required by the partnership’s item of income, gain, loss, deduction, or partners. See Reportable Entity Partner
reporting methodology, the equity method credit of a disregarded entity must be Reporting Responsibilities, above.
of accounting for investments. If Schedule reported as an item of its owner. In
L is prepared on a tax-basis method, an particular, the income or loss of a
investment by the partnership in another disregarded entity must not be reported Part I. Financialpartnership must be shown as an asset on Part II, lines 7, 8, or 9 as from a
and measured by the partnership’s separate partnership or other Information and Net
adjusted basis in its partnership interest. pass-through. The financial statement Income (Loss)Any liabilities contributing to such income or loss of a disregarded entity is
adjusted basis must be shown on included on Part I, line 7a or 7b, only if its Reconciliation
Schedule L as partnership liabilities. financial statement income or loss is

included on Part I, line 11, but not on PartExample 3. A, a limited liability I, line 4a. When To Complete Part Icompany (LLC), files Form 1065 for
Part I must be completed for any tax yearcalendar year 2011. B, a general Completion of Schedule M-3
for which the partnership files Schedulepartnership, also files Form 1065 for A partnership required to file Schedule M-3.calendar year 2011. A is a general M-3 must complete the schedule in its

partner in B. A’s capital account in B at entirety. At the time the Form 1065 or Line 1. Questions Regardingthe close of 2011 is negative $4 million. Form 1065-B is filed, all applicable the Type of Income StatementThis reflects A’s 2011 contribution to B’s questions must be answered on Part I, all Preparedcapital of $2 million reduced by A’s share columns must be completed on Parts II
of 2011 losses passing through to it from For lines 1 through 11, use only theand III, and all numerical data required by
B, $6 million. A’s adjusted basis in B at financial statements of the U.S.Schedule M-3 must be provided. Any
December 31, 2011, is $16 million, its $4 partnership filing Form 1065 or Formschedule required to support a line item
million negative tax capital account in B 1065-B. If the U.S. partnership filing Formon Schedule M-3 must be attached at the
plus its $20 million share of B’s liabilities 1065 or Form 1065-B is controlled bytime Schedule M-3 is filed and must
under section 752. A prepares only another entity, the U.S. partnership mustprovide the information required for that
tax-basis income statements and balance use for its Schedule M-3, Part I, its ownline item.
sheets. On its Schedule L, A reports as financial statements and not the financial

Any partnership required to filean asset the adjusted basis of its statements of the controlling entity.
Schedule M-3 must check all boxes thatinvestment in B, $16 million. A also
apply on the top of page 1 above Part I of Non-Tax-Basis Financialreports its $20 million share of B’s
Schedule M-3 with respect to the reasons Statements and Tax-Basisliabilities in the liabilities section of
for which the Schedule M-3 is required toSchedule L. A does not report its $4 Financial Statements
be filed. A partnership not required to filemillion negative capital account in B on  A tax-basis income statement is allowedSchedule M-3, but that is doing soSchedule L. for Schedule M-3 and a tax-basis balancevoluntarily, should check box E on page 1 sheet for Schedule L only if noExample 4. Same facts as in of Schedule M-3. non-tax-basis income statement and noExample 3, except that B is an LLC and A

non-tax-basis balance sheet wereis a member of B. None of B’s liabilities
prepared for any purpose and the booksare recourse with respect to A. A is not
and records of the partnership reflect onlyobligated to restore any deficit capital Specific Instructions
tax-basis amounts. The partnership isaccount in B. A prepares non-tax-basis
deemed to have non-tax-basis incomeincome statements and balance sheets
statements and the related non-tax-basisunder an accounting method that requires Item D. Reportable Entity balance sheets for the current tax year forthe use of the equity method of
purposes of Schedule M-3 and SchedulePartneraccounting to account for its investment in
L if such non-tax-basis financialB. On its non-tax-basis books and On Schedule M-3, page 1, if the
statements were prepared for andrecords, A initially reports $2 million as its partnership has any reportable entity
presented to management, creditors,investment in B, the amount of A’s capital partners for the year, check Item D. A
members or partners, governmentcontribution. A then reduces its $2 million partnership must report the name, EIN if
regulators, or any other third parties for ainvestment in B by its share of B’s applicable, and maximum percentage of
period ending with or within the tax year.allocable losses. Because A’s allocable actual or deemed ownership of each

share of B’s losses is $6 million, A’s reportable entity partner if there are one If a Form 10-K is filed with the SEC for
investment in B under the equity method or two reportable entity partners for the the period ending with or within the tax
is reduced to $0. Because A is not liable tax year of the partnership, or, if there are year, the partnership must check “Yes” for
to repay any of B’s liabilities and is not more than two reportable entity partners line 1a and use that income statement for
obligated to restore any deficit with for the tax year of the partnership, of the Schedule M-3. If Form 10-K is not filed
respect to its capital account in B, A does two reportable entity partners with the and a non-tax-basis income statement is
not report any of B’s liabilities on A’s largest maximum percentage of actual or prepared that is a certified non-tax-basis
Schedule L balance sheet. deemed ownership for the tax year of the income statement for the period ending

partnership. The maximum percentage of with or within the tax year, the partnershipEntity Considerations for actual or deemed ownership for a must check “Yes” for line 1b and use that
Schedule M-3 reportable entity partner for a tax year of income statement for Schedule M-3. If
For purposes of Schedule M-3, the partnership is the maximum Form 10-K is not filed and no certified
references to the classification of an entity percentage interest owned or deemed non-tax-basis income statement is
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prepared but an unaudited non-tax-basis net income (loss) amounts shown on its Report on lines 5a through 10, as
income statement is prepared for the separate income statement. instructed below, all adjustment amounts
period ending with or within the tax year, required to adjust worldwide net incomeLines 2 and 3. Questionsthe partnership must check “Yes” for line (loss) reported on line 4a (whether from

Regarding Income Statement1c and use that income statement for financial statements or books and
Period and RestatementsSchedule M-3. records) to net income (loss) of the

partnership that must be reported on lineEnter the beginning and ending dates onOrder of priority in accounting
11. Report on line 12a the worldwideline 2 for the partnership’s annual incomestandards. If no Form 10-K is filed and
consolidated total assets and totalstatement period ending with or within thetwo or more non-tax-basis income
liabilities amounts for the partnershipcurrent tax year.statements are both certified
using the same financial statements (ornon-tax-basis income statements for the The questions on lines 3a and 3b,
books and records) used for theperiod, the income statement prepared regarding income statement
worldwide consolidated income (loss)according to the following order of priority restatements, refer to the worldwide
amount reported on line 4a.in accounting standards shall be used. consolidated income statement issued by

the partnership filing Form 1065 or Form1. U.S. Generally Accepted Line 5. Net Income (Loss) of
1065-B and used to prepare ScheduleAccounting Principles (GAAP). Nonincludible Foreign EntitiesM-3. Answer “Yes” on lines 3a and/or 3b2. International Financial Reporting

Remove the financial statement netif the partnership’s annual incomeStandards (IFRS).
income (line 5a) or loss (line 5b) of eachstatement has been restated for any3. Any other International Accounting
foreign entity that is included on line 4areason. Attach a short explanation of theStandards (IAS).
and is not the partnership (nonincludiblereasons for the restatement in net income4. Any regulatory accrual accounting.
foreign entity). In addition, on line 8,for each annual income statement period5. Any other accrual accounting
adjust for consolidation eliminations andthat is restated, including the originalstandard.
correct for minority interest andamount and restated amount of each6. Section 704(b) book accounting.
intercompany dividends between anyannual statement period’s net income.7. Any other fair market value
nonincludible foreign entity and theThe attached schedule is not required toreporting standard.
partnership filing Form 1065 or Formreport restatements on an entity-by-entity8. Any cash basis standard.
1065-B. Do not remove in Part I thebasis.
financial statement net income (loss) ofIf no non-tax-basis income statement

Line 4. Worldwide Consolidated any nonincludible foreign entity accountedis certified and two or more non-tax-basis
Net Income (Loss) per Income for on line 4a using the equity method.income statements are prepared, the

income statement prepared according to Statement Attach a supporting schedule thatthe first listed of the accounting standards Report on line 4a the worldwide provides the name, EIN (if applicable),above shall be used. consolidated net income (loss) per the and net income (loss) included on line 4a
If no non-tax-basis financial income statement (or books and records, that is removed on this line 5 for each

statements are prepared for the U.S. if applicable) of the partnership. separate nonincludible foreign entity. Also
partnership filing Schedule M-3, the U.S. state the total assets and total liabilitiesIn completing Schedule M-3, the
partnership must check “No” on questions for each such separate nonincludiblepartnership must use financial statement
1a, 1b, and 1c, skip lines 2 through 3b, foreign entity and include those assetsamounts from the financial statement type
and enter the net income (loss) per the and liabilities amounts in the total assetschecked “Yes” on line 1, or from its books
books and records of the U.S. partnership and total liabilities reported on line 12b ofand records if line 1c is checked “No.” If
on line 4a. Part I. The amounts of income (loss)line 1a is checked “Yes,” report on line 4a

detailed on the supporting schedulethe net income amount reported in theConsolidated Financial Statements
should be reported for each separateincome statement presented to the SECIf a partnership filing a Schedule M-3 nonincludible foreign entity without regardon the partnership’s Form 10-K.(a) is included in the non-tax-basis to the effect of consolidation orIf a partnership prepares non-tax-basisconsolidated financial statements of a elimination entries. If there arefinancial statements, the amount on linegroup (consolidated financial statement consolidation or elimination entries4a must equal the financial statement netgroup) with an entity parent filing a U.S relating to nonincludible foreign entitiesincome (loss) for the income statementtax return and Schedule M-3, (b) has its whose income (loss) is reported on theperiod ending with or within the tax yearincome (loss) included and removed by attached schedule that are not reportableas indicated on line 2.the entity parent on that entity parent’s on line 8, the net amounts of all suchSchedule M-3, Part I, and (c) does not If the partnership prepares consolidation and elimination entries musthave a separate non-tax-basis financial non-tax-basis financial statements and be reported on a separate line on thestatement (certified or otherwise) of its the income statement period differs from attached schedule, so that the separateown, the partnership must answer the partnership’s tax year, the income financial accounting income (loss) of eachquestions 1a, 1b, and 1c as appropriate statement period indicated on line 2 nonincludible foreign entity remainsfor its own tax return and must report on applies for purposes of lines 4a through 8. separately stated.its own Schedule M-3, as appropriate, the If the partnership does not prepareamount for the partnership’s net income  For example, if the net income (afternon-tax-basis financial statements and(loss) that is equal to the amount included consolidation and elimination entries) of ahas checked “No” on line 1c, enter the netand removed in the entity parent’s nonincludible foreign sub-consolidatedincome (loss) per the books and recordsSchedule M-3, Part I. However, if in the group is being reported on line 5a, theof the partnership on line 4a.circumstances described immediately attached supporting schedule should

Check the appropriate box on line 4babove, the partnership does have report the income (loss) of each separate
to indicate which of the followingseparate non-tax-basis financial nonincludible foreign legal entity from
accounting standards was used for linestatements (certified or otherwise) of its each such entity’s own financial
4a.own, independent of the amount of the accounting net income statement or

partnership’s net income included in the 1. U.S. Generally Accepted books and records, and any consolidation
consolidated financial statements with the Accounting Principles (GAAP). or elimination entries (for intercompany
entity parent, the partnership must 2. International Financial Reporting dividends, minority interests, etc.) not
answer questions 1a, 1b, and 1c, as Standards (IFRS). reportable on line 8 should be reported on
appropriate, for its own tax return, based 3. Section 704(b). the attached supporting schedule as a net
on its own separate non-tax-basis income 4. Tax-basis. amount on a line separate and apart from
statement, and must report on line 4a the 5. Other (specify). lines that report each nonincludible
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foreign entity’s separate net income income reported on line 4a, but that is order to report the correct total amount on
(loss). included on line 11. Include on line 7a the line 11. Also, additional consolidation

financial income or (loss) of any foreign entries and elimination entries may be
Line 6. Net Income (Loss) of disregarded entity that is not included in necessary on line 8 related to

the income reported on line 4a but that isNonincludible U.S. Entities transactions between includible entities
included on line 11 (other foreign that are in the consolidated financialRemove the financial statement net
disregarded entities). Include on line 7b statement group and other includibleincome (line 6a) or loss (line 6b) of each
the financial income or (loss) of any U.S. entities that are not in the consolidatedU.S. entity that is included on line 4a and
disregarded entity that is not included in financial statement group but that areis not an includible entity in the
the income reported on line 4a but that is reported on line 7a or 7b in order to reportpartnership return (nonincludible U.S.
included on line 11 (other U.S. the correct total amount on line 11.entity). In addition, on line 8, adjust for
disregarded entities). In addition, on lineconsolidation eliminations and correct for

Include on line 8 the total of the8, adjust for consolidation eliminationsminority interest and intercompany
following: (a) amounts of any adjustmentsand correct for minority interest anddividends between any nonincludible U.S.

intercompany dividends for any other to consolidation entries and eliminationentity and any includible entity. Do not
disregarded entity. entries that are contained in the amountremove in Part I the financial statement

reported on line 4a, required as a result ofnet income (loss) of any nonincludible Attach a supporting schedule that removing amounts on line 5 or 6; and (b)U.S. entity accounted for on line 4a using provides the name, EIN, and net income amounts of any additional consolidationthe equity method. (loss) per the financial statement or books entries and elimination entries that are
and records included on line 7a or 7b forAttach a supporting schedule that required as a result of including amounts
each separate foreign or U.S. disregardedprovides the name, EIN (if applicable), on line 7a or 7b. This is necessary in
entity. Also state the total assets and totaland net income (loss) included on line 4a order that the consolidation entries and
liabilities for each such separate includedthat is removed on line 6 for each intercompany elimination entries included
entity and include those assets andseparate nonincludible U.S. entity. Also in the amount reported on line 11 are only
liabilities amounts in the total assets andstate the total assets and total liabilities those applicable to the financial net
total liabilities reported on line 12d of Partfor each such separate nonincludible U.S. income (loss) of includible entities for the
I. The amounts of income (loss) detailedentity and include those assets and financial statement period. For example,
on the supporting schedule should beliabilities amounts in the total assets and adjustments must be reported on line 8 to
reported for each separate othertotal liabilities reported on line 12c of Part remove minority interest and to reverse
disregarded entity without regard to theI. The amounts of income (loss) detailed the elimination of intercompany dividendseffect of consolidation or eliminationon the supporting schedule should be included on line 4a that relate to the netentries solely between or among thereported for each separate nonincludible income of entities removed on line 5 or 6entities listed. If there are consolidation orU.S. entity without regard to the effect of because the income to which theelimination entries relating to suchconsolidation or elimination entries. If consolidation or elimination entries relateseparate other disregarded entities whosethere are consolidation or elimination has been removed. Also, for example,income (loss) is reported on the attachedentries relating to nonincludible U.S. consolidation or elimination entries mustschedule that are not reportable on line 8,entities whose income (loss) is reported be reported on line 8 to eliminate anythe net amounts of all such consolidationon the attached schedule that are not intercompany dividends between entitiesand elimination entries must be reportedreportable on line 8, the net amounts of whose income is included on line 7a or 7bon a separate line on the attachedall such consolidation and elimination and other entities included in the U.S.schedule, so that the separate financialentries must be reported on a separate income tax return.accounting income (loss) of eachline on the attached schedule, so that the
separate other disregarded entity remainsseparate financial accounting income If an entity owner of an interest in
separately stated.(loss) of each nonincludible U.S. entity another entity (a) accounts for the interest

remains separately stated. in the other entity in the owner’s separateFor example, if the net income (after
general ledger on the equity method, andFor example, if the net income (after consolidation and elimination entries) of a
(b) fully consolidates the other entity inconsolidation and elimination entries) of a sub-consolidated group of other foreign
the owner’s consolidated financialnonincludible U.S. sub-consolidated disregarded entities is being reported on
statements, but that entity is not includiblegroup is being reported on line 6a, the line 7a, the attached supporting schedule
in the owner’s Form 1065 or Formattached supporting schedule should should report the income (loss) of each
1065-B, then, as part of reversing allreport the income (loss) of each separate separate other foreign disregarded entity
consolidation and elimination entries fornonincludible U.S. legal entity from each from each disregarded entity’s own
the nonincludible entity, the owner mustsuch entity’s own financial accounting net financial accounting net income statement
reverse on line 8 the elimination of theincome statement or books and records, or books and records, and any
equity income inclusion from the otherand any consolidation or elimination consolidation or elimination entries (for
entity. If the owner does not account forentries (for intercompany dividends, intercompany dividends, minority
the other entity on the equity method onminority interests, etc.) not reportable on interests, etc.) not reportable on line 8
its own general ledger, it will not haveline 8 should be reported on the attached should be reported on the attached
eliminated the equity income forsupporting schedule as a net amount on a supporting schedule as a net amount on a
consolidated financial statementline separate and apart from lines that line separate and apart from lines that
purposes, and therefore will have noreport each nonincludible U.S. entity’s report each other foreign disregarded
elimination of equity income to reverse.separate net income (loss). entity’s separate net income (loss).

The attached supporting schedule forLines 7a and 7b. Net Income Line 8. Adjustment to
line 8 must identify the type (for example,(Loss) of Other Foreign Eliminations of Transactions minority interest, intercompany dividends,Disregarded Entities and Net Between Includible Entities and etc.) and amount of consolidation orIncome (Loss) of Other U.S. Nonincludible Entities elimination entries reported, as well as

Disregarded Entities the names of the entities to which theyAdjustments on line 8 to reverse certain
pertain. It is not necessary, but it isInclude on line 7a or 7b the financial net financial accounting consolidation or
permitted, to report on line 8income or (loss) of each disregarded elimination entries are necessary to
intercompany eliminations that net toentity in the U.S. tax return that is not ensure that transactions between
zero, such as intercompany interestincluded in the consolidated financial includible entities and nonincludible U.S.
income and expense.group, and therefore not included in the or foreign entities are not eliminated, in
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Example 5. DS1 must be reported on Part II, line 6,Line 9. Adjustment to Reconcile
column (d).1. U.S. partnership P owns 60% ofIncome Statement Period to Tax

4. U.S. partnership C owns 60% ofcorporation DS1 which is fullyYear
the capital and profits interests in U.S.consolidated in P’s financial statements.Include on line 9 any adjustments LLC N. C accounts for N in C’s separateP does not account for DS1 in P’snecessary to the income (loss) of the general ledger on the equity method. Nseparate general ledger on the equitypartnership to reconcile differences has net income of $100 (before minoritymethod. DS1 has net income of $100between the partnership’s income interests) and makes no distributions(before minority interests) and paysstatement period reported on line 2 and during the tax year. C treats N as adividends of $50, of which P receivesthe partnership’s tax year. Attach a $30. The dividend is eliminated in the corporation for financial statementschedule describing the adjustment. consolidated financial statements. In its purposes and as a partnership for U.S.

financial statements, P consolidates DS1 income tax purposes. For equity methodLine 10. Other Adjustments To
and includes $60 of net income ($100 reporting on C’s separate general ledger,Reconcile to Amount on Line 11 less the minority interest of $40) on line C includes its 60% equity share of N

Include on line 10 any other adjustments 4a. income, which is $60. In its financial
to reconcile net income (loss) on line 4a statements, C eliminates the $60 of NP must remove the $100 net income of
through line 9, with net income (loss) of equity method income and consolidatesDS1 on line 6a. P must reverse on line 8
the partnership reported on line 11. N, including $60 of net income ($100 lessthe elimination of the $40 minority interest

the minority interest of $40) on line 4a.net income of DS1. In addition, PFor any adjustment reported on line
reverses its elimination of the $30 C must remove the $100 net income of10, attach a supporting schedule with an
intercompany dividend in its financial N on line 6a. C must reverse on line 8 theexplanation of each net adjustment
statements on line 8. The net result is that elimination of the $40 minority interest netincluded on line 10.
P includes the $30 dividend from DS1 on income of N and the elimination of the
line 11 and on Part II, line 6, column (a).Line 11. Net Income (Loss) per $60 of N equity method income. The
P’s taxable dividend income from DS1 result is that C includes the $60 of equityIncome Statement of the
must be reported on Part II, line 6, column method income for N on line 11 and onPartnership
(d). Part II, line 7, column (a). C’s taxableReport on line 11 the net income (loss)

2. U.S. partnership C owns 60% of income from N must be reported by C onper the income statement (or books and
the capital and profits interests in U.S. Part II, line 7, column (d).records, if applicable) of the partnership.
LLC N. C does not account for N in C’s 5. U.S. partnership C owns 60% ofAmounts reported in column (a) of Parts II
separate general ledger on the equity the capital and profits interests in U.S.and III (see page 8) must be reported on
method. N has net income of $100 LLC N. C accounts for N in C’s separatethe same accounting method as is used
(before minority interests) and makes no general ledger on the equity method. Nto report the amount of net income (loss)
distributions during the tax year. C treats has net income of $100 (before minorityper income statement of the partnership
N as a corporation for financial statement interests) and pays a $50 cashon line 11.
purposes and as a partnership for U.S. distribution, of which C receives $30. The
income tax purposes. In its financialDo not, in any event, report on line 11 distribution reduces C’s investment in N
statements, C consolidates N andthe net income of entities other than the for equity method reporting on C’s
includes $60 of net income ($100 less thepartnership filing Form 1065 or Form separate general ledger. C treats N as a
minority interest of $40) on line 4a.1065-B for the tax year. For example, it is corporation for financial statement

not permissible to remove the income of purposes and as a partnership for U.S.C must remove the $100 net income of
nonincludible entities on lines 5 and/or 6, income tax purposes. For equity methodN on line 6a. C must reverse on line 8 the
above, then to add back such income on reporting on C’s separate general ledger,elimination of the $40 minority interest net
lines 7 through 10, such that the amount C includes its 60% equity share of Nincome of N. The result is that C includes
reported on line 11 includes the net income, which is $60. In its financialno income for N either on line 11 or on
income of entities not includible in the statements, C eliminates the $60 of NPart II, line 7, column (a). C’s taxable
U.S. income tax return. A principal equity method income and consolidates Nincome from N must be reported by C on
purpose of Schedule M-3 is to report on and includes $60 of net income ($100Part II, line 7, column (d).
line 11 only the financial accounting net less the minority interest of $40) on line3. U.S. partnership P owns 60% of
income of only the partnership (including 4a.corporation DS1, which is fully
any other includible entities) filing Form consolidated in P’s financial statements. C must remove the $100 net income of
1065 or Form 1065-B. P accounts for DS1 in P’s separate N on line 6a. C must reverse on line 8 the

general ledger on the equity method. DS1 elimination of the $40 minority interest netWhether or not the partnership
has net income of $100 (before minority income of N and the elimination of theprepares financial statements, line 11
interests) and pays dividends of $50, of $60 of N equity method income. Themust include all items that impact the net
which P receives $30. The dividend result is that C includes the $60 of equityincome (loss) of the partnership even if
reduces P’s investment in DS1 for equity method income for N on line 11 and onthey are not recorded in the profit and
method reporting on P’s separate general Part II, line 7, column (a). C’s taxableloss accounts in the partnership’s general
ledger where P includes its 60% equity income from N must be reported by C onledger, including, for example, all
share of DS1 income, which is $60. In its Part II, line 7, column (d).post-closing adjusting entries (including
financial statements, P eliminates the 6. U.S. partnership P owns 100% ofworkpaper adjustments) and dividend
DS1 equity method income of $60 and the stock of U.S. LLC Q, a disregardedincome or other income received from
consolidates DS1, including $60 of net entity. Q is included in P’s federal incomenonincludible entities. If the partnership
income ($100 less the minority interest of tax return, even though Q is not includedprepares unconsolidated financial
$40) on line 4a. in P’s consolidated financial statementsstatements using the same accounting

on either a consolidated basis or on themethod used to determine worldwide P must remove the $100 net income of
equity method. Q has current year netconsolidated net income (loss) for line 4 DS1 on line 6a. P must reverse on line 8
income of $100 after taking into accountof Part I, and if it uses the equity method the elimination of the $40 minority interest
its $40 interest payment to P. P has netfor investments, the amount reported on net income of DS1 and the elimination of
income of $1,040 after recognition of theline 11 of Part I will equal the amount of the $60 of DS1 equity income. The net
interest income from Q. Because Q is athe unconsolidated net income (loss) result is that P includes the $60 of equity
disregarded entity, 100% of the netreported on the unconsolidated financial method income from DS1 on line 11 and
income of both P and Q must be reportedstatements. See examples 5.3, 5.4, and on Part II, line 5, column (a). P’s taxable
on P’s Form 1065 or Form 1065-B and5.5. dividend income from its investment in
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the intercompany interest income and Generally, pursuant to GAAP, aWhen To Complete Columns (a)
expense must be removed by temporary difference affects (creates,and (d)
consolidation elimination entries. increases, or decreases) a deferred tax

A partnership is not required to complete asset or liability.P must report its financial statement columns (a) and (d) of Parts II and III for
net income of $1,040 on line 4a and If the partnership does not preparethe first tax year the partnership is
reports Q’s net income of $100 on line 7b financial statements, or the financialrequired to file Schedule M-3. The
as a U.S. disregarded entity not included statements are not prepared inpartnership must complete columns (a)
on line 4a, but included on line 11. Then, accordance with GAAP, report in columnthrough (d) of Parts II and III for all tax
in order to reflect the full consolidation of (b) any difference that the partnershipyears subsequent to the first tax year the
the financial accounting net income of P believes will reverse in a future tax yearpartnership is required to file Schedule
and Q at line 11, the following (that is, have an opposite effect onM-3.
consolidation and elimination entry is taxable income in a future tax year (orIf, for any tax year (or tax years) priorreported on line 8: offsetting entries to years) due to the difference in timing ofto the first tax year a partnership isremove the $40 of interest income recognition for financial accounting andrequired to file Schedule M-3, areceived from Q included by P on line 4a, U.S. income tax purposes) or is thepartnership voluntarily files Schedule M-3and to remove the $40 of interest reversal of such a difference that arose ininstead of Schedule M-1, then in thoseexpense of Q included in line 7b for a net a prior tax year. Report in column (c) anyvoluntary filing years the partnership ischange of zero. The result is that line 11 difference that the partnership believesnot required to complete columns (a) andreports $1,140: $1,040 from line 4a, and will not reverse in a future tax year (and is(d) of Parts II and III. In addition, in the$100 from line 7. Stated another way, line not the reversal of such a difference thatfirst tax year the partnership is required to11 includes the entire $1,000 net income arose in a prior tax year).file Schedule M-3, the partnership is notof P, measured before recognition of the If the partnership is unable torequired to complete columns (a) and (d)intercompany interest income from Q and determine whether a difference betweenof Parts II and III.the consolidation of Q operations, plus column (a) and column (d) for an item willthe entire $140 net income of Q, If a partnership chooses not to reverse in a future tax year or is themeasured before interest expense to P. P complete columns (a) and (d) of Parts II reversal of a difference that arose in ais not required to include on the attached and III in the first tax year the partnership prior tax year, report the difference forsupporting schedule for line 8 the is required to file Schedule M-3 (or in any that item in column (c).offsetting adjustment to the intercompany year in which the partnership voluntarily

Example 6. For the 2009, 2010, andelimination of interest income and interest files Schedule M-3), then Part II, line 26,
2011 tax years, partnership A hasexpense (though it is permitted to do so). is reconciled by the partnership in the
adjusted total assets (under thesefollowing manner:
instructions) of $8 million, $11 million, and1. Report the amount from Part I, lineLine 12. Total Assets and $12 million, respectively. Based on the11, on Part II, line 26, column (a);Liabilities of Entities Included amount of its adjusted total assets, A is2. Leave blank Part II, lines 1 throughor Removed on Part I, Lines 4, required to file Schedule M-3 for its 201025, columns (a) and (d);
and 2011 tax years, but not for its 20095, 6, and 7 3. Leave blank Part III, columns (a)
tax year. Further, for its 2009, 2010, andLine 12 must be completed by all and (d); and
2011 tax years, A is not required to filepartnerships that file Schedule M-3. 4. Report on Part II, line 26, column
Schedule M-3 based on any of the otherReport on lines 12a, 12b, 12c, and 12d (d), the sum of Part II, line 26, columns
required tests.the total amounts (not just the (a), (b), and (c).

partnership’s share) of assets and For A’s 2009 tax year, A voluntarily
Note. Part II, line 26, column (d), mustliabilities of entities included or removed files Schedule M-3 instead of Schedule
equal the amount on line 1 of the Analysison Part I, lines 4, 5, 6, and 7. All assets M-1 and does not complete columns (a)
of Net Income (Loss) found on Form 1065and liabilities reported on Part I, lines 12a and (d) of Parts II and III.
and Form 1065-B. Thus, column (d) onthrough 12d must be reported as positive For A’s 2010 tax year, the first tax yearPart II and Part III must include not onlyamounts. On line 12a, enter the that A is required to file Schedule M-3, Aitems contributing to the ordinary incomeworldwide consolidated total assets and is only required to complete Part I and(loss) from trade or business activities ontotal liabilities of all of the entities included columns (b) and (c) of Parts II and III.Form 1065, page 1, line 22 (line 25 ofin completing Part I, line 4. On line 12b,

For A’s 2011 tax year, A is required toPart I for Form 1065-B), but also certainenter the total assets and total liabilities of
complete Schedule M-3 in its entirety.of the separately stated items onthe entities removed in completing Part I,

Schedule K.line 5. On line 12c, enter the total assets Reporting Requirements forand total liabilities of the entities removed Parts II and IIIWhen To Complete Columns (b)in completing Part I, line 6. On line 12d,
Note. The following requirements forand (c)enter the total assets and total liabilities of
columns (a) and (d) do not apply tothe entities included in completing Part I, Columns (b) and (c) of Parts II and III
partnerships for the first tax yearline 7. must be completed for any tax year for
Schedule M-3 is required. See When Towhich the partnership files Schedule M-3.
Complete Columns (a) and (d), earlier.

For any item of income, gain, loss,
Parts II and III expense, or deduction for which there is a General Reporting Requirements

difference between columns (a) and (d), If an amount is attributable to a reportable
the portion of the difference that is transaction described in RegulationsGeneral Reporting Information temporary must be entered in column (b) section 1.6011-4(b), the amount must beFor each line item in Parts II and III, and the portion of the difference that is reported in columns (a), (b), (c), and (d),report in column (a) the amount of net permanent must be entered in column (c). as applicable, of Part II, line 10, Itemsincome (loss) included on Part I, line 11, If financial statements are prepared by relating to reportable transactions,and report in column (d) the amount the partnership in accordance with regardless of whether the amount wouldincluded in taxable income on line 1 of the generally accepted accounting principles otherwise be reported on Part II or Part IIIAnalysis of Net Income (Loss) found on (GAAP), differences that are treated as of Schedule M-3. Thus, if a taxpayer filesForm 1065 and Form 1065-B. temporary for GAAP must be reported in Form 8886, Reportable Transaction

Note. A schedule or explanation may be column (b) and differences that are Disclosure Statement, the amounts
attached to any line even if none is permanent (that is, not temporary for attributable to that reportable transaction
required. GAAP) must be reported in column (c). must be reported on Part II, line 10.

-8-



Page 9 of 19 Instructions for Schedule M-3 (Form 1065) 10:05 - 22-NOV-2011

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

A partnership is required to report in financial statements or exist in the books then the item is considered separately
column (a) of Parts II and III the amount and records that represent some form of stated and adequately disclosed if the
of any item specifically listed on Schedule “Bad debt expense” must be reported on item is reported on the applicable line and
M-3 that is in any manner included in the Part III, line 26, in column (a), regardless the amount(s) of the item(s) are reported
partnership’s current year financial of whether the amounts are recorded or in the applicable columns of the
statement net income (loss) or in an stated under different nomenclature in the applicable line. See the instructions for
income or expense account maintained in financial statements or the books and Part II, lines 1 through 9, for specific
the partnership’s books and records, even records such as: “Provision for doubtful additional information required to be
if there is no difference between that accounts;” “Expense for uncollectible provided for these particular lines.
amount and the amount included in net notes receivable;” or “Impairment of trade Note. A schedule or explanation may be
income (loss) for tax purposes unless (a) accounts receivable.” Likewise, as stated attached to any line even if none is
otherwise instructed in these instructions in the preceding paragraph, all fines and required.
or (b) the amount is attributable to a penalties must be included on Part III, line

Except as otherwise provided,reportable transaction described in 7, column (a), regardless of the
differences for the same item must beRegulations section 1.6011-4(b) and is terminology or nomenclature attached to
combined or netted together and reportedtherefore reported on Part II, line 10. For them by the partnership in its books and
as one amount on the applicable line ofexample, with the exception of interest records or financial statements.
Schedule M-3. However, differences forincome reflected on a Schedule K-1 With limited exceptions, Part II separate items must not be combined orreceived by the partnership as a result of includes lines for specific items of income, netted together. Each item (andthe partnership’s investment in a gain, or loss (income items). (See lines 1 corresponding amount attributable to thatpartnership or other pass-through entity, through 21.) If an income item is item) must be separately stated andall interest income included on Part I, line described on lines 1 through 21, report adequately disclosed on the applicable11, whether from unconsolidated affiliated the amount of the item on the applicable line of Schedule M-3 or any scheduleentities, third parties, banks, or other line, regardless of whether there is a required to be attached, even if theentities, whether from foreign or domestic difference for the item. If there is a amounts are below a certain dollarsources, whether taxable or exempt from difference for the income item, or only a amount.tax, and whether classified as some other portion of the income item has a

type of income for U.S. income tax Required schedules for Part II, line 22difference and a portion of the item does
purposes (such as dividends), must be and Part III, line 30. A separatenot have a difference, and the item is not
included on Part II, line 11, column (a). schedule must be attached to Scheduledescribed on lines 1 through 21, report
Likewise, all fines and penalties included M-3 (Form 1065) that includes a detailedand describe the entire amount of the
on Part I, line 11, paid to a government or description of each item and adjustmentitem on line 22.
other authority for the violation of any law entered on Part II, line 22, and Part III,

With limited exceptions, Part IIIfor which fines or penalties are assessed line 30.
includes lines for specific items ofmust be included on Part III, line 7, The description for each amountexpense or deduction (expense items).column (a), regardless of the government entered in column (a) must be readily(See lines 1 through 29.) If an expenseauthority that imposed the fines or identifiable to the name of the account initem is described on lines 1 through 29,penalties, regardless of whether the fines the financial statements or books andreport the amount of the item on theor penalties are civil or criminal, records of the taxpayer, under which theapplicable line, regardless of whetherregardless of the classification, amount in column (a) was recorded in thethere is a difference for the item. If therenomenclature, or terminology attached to accounting records. Also, the descriptionis a difference for the expense item, orthe fines or penalties by the imposing for each amount entered in column (a)only a portion of the expense item has aauthority in its actions or documents. must include detailed informationdifference and a portion of the item does

supporting each adjustment reported inIf a partnership would be required to not have a difference and the item is not
columns (b) and (c), including how thereport in column (a) of Parts II and III the described on lines 1 through 29, report
adjustment is identified in the accountingamount of any item specifically listed on and describe the entire amount of the
records. The entire description isSchedule M-3 in accordance with the item on line 30.
considered the tax description for thepreceding paragraph, except that the If there is no difference between the amount reported in column (d) for eachpartnership has capitalized the item of financial accounting amount and the item reported on Part II, line 22, or Partincome or expense and reports the amount reported for tax purposes of an III, line 30.amount in its financial statement balance entire item of income, loss, expense, or

sheet or in asset and liability accounts Each description should adequatelydeduction and the item is not described or
maintained in the partnership’s books and describe all four columns of Part II, lineincluded on Part II, lines 1 through 22, or
records, the partnership must report the 22, or Part III, line 30. If additionalPart III, lines 1 through 30, report the
proper tax treatment of the item in information is required to provide anentire amount of the item in column (a)
columns (b), (c), and (d), as applicable. acceptable description, provide aand (d) of Part II, line 25.

supporting attachment.Furthermore, in applying the two Separately stated and adequately
preceding paragraphs, a partnership is disclosed. Each difference reported in Example 7. Partnership B prepares
required to report in column (a) of Parts II Parts II and III must be separately stated GAAP financial statements. In prior years,
and III the amount of any item specifically and adequately disclosed. In general, a B acquired intellectual property (IP) and
listed on Schedule M-3 that is included in difference is adequately disclosed if the goodwill. The IP is amortizable for both
the partnership’s financial statements or difference is labeled in a manner that U.S. income tax and financial statement
exists in the partnership’s books and clearly identifies the item or transaction purposes. In the current year, B’s annual
records, regardless of the nomenclature from which the difference arises. For amortization expense for IP is $9,000 for
associated with that item in the financial further guidance about adequate U.S. income tax purposes and $6,000 for
statements or books and records. disclosure, see Regulations section financial statement purposes. The
Accurate completion of Schedule M-3 1.6662-4(f). If a specific item of income, goodwill is not amortizable for U.S.
requires reporting amounts according to gain, loss, expense, or deduction is income tax purposes and is subject to
the substantive nature of the specific line described on Part II, lines 7 through 21, or impairment for financial statement
items included in Schedule M-3 and Part III, lines 1 through 29, and the line purposes. In the current year, B records
consistent reporting of all transactions of does not indicate to “attach schedule” or an impairment charge on the goodwill of
like substantive nature that occurred “attach details,” and the specific $5,000. B must report the amortization
during the tax year. For example, all instructions for the line do not call for an attributable to the IP on Part III, line 21,
expense amounts that are included in the attachment of a schedule or statement, and report $6,000 in column (a), a
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temporary difference of $3,000 in column the account name for the amount in
(b), and $9,000 in column (d). B must column (a) is already part of the Part II. Reconciliation of
report the goodwill impairment on Part III, adjustment description. Net Income (Loss) perline 19, and report $5,000 in column (a), a
permanent difference of ($5,000) in Income Statement ofExample 10. Partnership E is acolumn (c), and $0 in column (d).

calendar year partnership that was Partnership With IncomeExample 8. Partnership C is a required to file Schedule M-3 for its 2010
calendar year partnership that placed in (Loss) per Returntax year and is required to file Scheduleservice 10 depreciable fixed assets in

M-3 for its 2011 tax year. On January 2,2004. C was required to file Schedule M-3
2011, E establishes an allowance for Lines 1 Through 9. Additionalfor its 2010 tax year and is required to file
uncollectible accounts receivable (badSchedule M-3 for its 2011 tax year. C’s Information for Each Entity
debt reserve) of $100,000. During 2011,total depreciation expense for its 2011 tax For any item reported on lines 1 or 3

year for five of the assets is $50,000 for E increased the reserve by $250,000 for through 5, attach a supporting schedule
income statement purposes and $70,000 additional accounts receivable that may that provides the name of the entity for
for U.S. income tax purposes. C’s total become uncollectible. Additionally, during which the item is reported, the entity’s
annual depreciation expense for its 2011 2011, E decreases the reserve by EIN (if applicable), the type of entitytax year for the other five assets is $75,000 for accounts receivable that were (corporation, partnership, etc.), and the$40,000 for income statement purposes item amounts for columns (a) through (d).discharged in bankruptcy during 2011.and $30,000 for U.S. income tax See the instructions for lines 2 and 6The balance in the reserve account onpurposes. C treats the differences

through 9 for the specific informationDecember 31, 2011, is $275,000. Thebetween financial statement and U.S.
required for those particular lines.$100,000 amount to establish the reserveincome tax depreciation expense as

account and the $250,000 to increase thegiving rise to temporary differences that
Line 1. Income (Loss) Fromwill reverse in future years. C must reserve account are expenses on E’s
Equity Method Foreigncombine all of its depreciation 2011 financial statements but are not

adjustments. Accordingly, C must report Corporationsdeductible for U.S. income tax purposes
on Part III, line 25, for its 2011 tax year in 2011. However, the $75,000 decrease Report on line 1, column (a), the financial
income statement depreciation expense income (loss) included on Part I, line 11,to the reserve is deductible for U.S.of $90,000 in column (a), a temporary for any foreign corporation accounted forincome tax purposes in 2011. In itsdifference of $10,000 in column (b), and on the equity method and remove suchfinancial statements, E treats the reserveU.S. income tax depreciation expense of amount in column (b) or (c), asaccount as giving rise to a temporary$100,000 in column (d).

applicable. Report the amount ofdifference that will reverse in future taxExample 9. Partnership D is a dividends received and other taxableyears. E must report on Part III, line 26,calendar year partnership that was amounts received or includible fromBad debt expense, for its 2011 tax yearrequired to file Schedule M-3 for its 2010 foreign corporations on lines 2 through 4,
income statement bad debt expense oftax year and is required to file Schedule as applicable.
$350,000 in column (a), a temporaryM-3 for its 2011 tax year. On December

31, 2011, D establishes three reserve difference of ($275,000) in column (b), Line 2. Gross Foreign
accounts in the amount of $100,000 for and U.S. income tax bad debt expense of Dividends Not Previously Taxedeach account. One reserve account is an $75,000 in column (d).

Except as otherwise provided in thisallowance for accounts receivable that
paragraph, report on line 2, column (d),are estimated to be uncollectible. The Example 11. Partnership F is a the amount (before any withholding tax)second reserve is an estimate of coupons

calendar year partnership that was of any foreign dividends included on line 1outstanding that may have to be paid.
required to file Schedule M-3 for its 2010 of the Analysis of Net Income (Loss)The third reserve is an estimate of future
tax year and is required to file Schedule found on Form 1065 and Form 1065-B,warranty expenses. In its financial
M-3 for its 2011 tax year. During 2011, F and report on line 2, column (a), thestatements, D treats the three reserve

amount of dividends from any foreignaccounts as giving rise to temporary incurs $200 of meals and entertainment
differences that will reverse in future corporation included on Part I, line 11. Doexpenses that F deducts in computing net
years. The three reserves are expenses not report on line 2 any amounts thatincome per the income statement. $50 of
in D’s 2011 financial statements but are must be reported on line 3 or dividendsthe $200 is subject to the 50% limitation
not deductions for U.S. income tax that were previously taxed and must beunder section 274(n). In its financialpurposes in 2011. D must not combine reported on line 4. (See the instructionsstatements, F treats the limitation onthe Schedule M-3 differences for the below for lines 3 and 4.) Report

deductions for meals and entertainmentthree reserve accounts. D must report the withholding taxes on Part III, line 30,
as a permanent difference. Becauseamounts attributable to the allowance for Other expense/deduction items with
meals and entertainment expenses areuncollectible accounts receivable on Part differences, or line 25, Other items with

III, line 26, Bad debt expense, and must specifically described on Part III, line 6, no differences, as applicable.
separately state and adequately disclose Meals and entertainment, F must report
the amounts attributable to each of the For any dividends reported on line 2all of its meals and entertainment
other two reserves, coupons outstanding that are received on a class of votingexpenses on this line, regardless of
and warranty costs, on a required, stock of which the partnership directly orwhether there is a difference. Accordingly,
attached schedule that supports the indirectly owned 10% or more of theF must report $200 in column (a), $25 inamounts on Part III, line 30. D must also outstanding shares of that class at anycolumn (c), and $175 in column (d). Fprovide a description for each reserve time during the tax year, report on anmust not report the $150 of meals andthat meets the requirements for Part III, attached supporting schedule for line 2:

entertainment expenses that areline 30, discussed earlier under Required (a) the name of the dividend payer, (b)
deducted in F’s financial statement netschedules for Part II, line 22, and Part III, the payer’s EIN (if applicable), (c) the
income and are fully deductible for U.S.line 30. In this example, an acceptable class of voting stock on which the

description for warranty costs would be: income tax purposes on Part II, line 25, dividend was paid, (d) the percentage of
Future Warranty Expense Reserve. Other items with no differences, nor the the class directly or indirectly owned, and

$50 subject to the limitation under section (e) the amounts for columns (a) throughNote. There is no need to add the title of
(d).274(n) on Part III, line 6.the reserve account to the description if
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stock in which the partnership directly orLine 3. Subpart F, QEF, and Line 9. Income (Loss) From
indirectly owned 10% or more of theSimilar Income Inclusions Other Pass-Through Entities
outstanding shares of that class at anyReport on line 3, column (d), the amount For any interest in a pass-through entitytime during the tax year, report on anincluded in taxable income under section (other than an interest in a partnershipattached supporting schedule for line 6:951 (relating to Subpart F), gains or other reportable on line 7 or 8, as applicable)(1) the name of the dividend payer, (2)income inclusions resulting from elections owned by the U.S. partnership (other thanthe payer’s EIN (if applicable), (3) theunder sections 1291(d)(2) and 1298(b)(1), an interest in a disregarded entity), reportclass of voting stock on which theand any amount included in taxable the following on line 9:dividend was paid, (4) the percentage ofincome pursuant to section 1293 (relating 1. In column (a), the sum of thethe class directly or indirectly owned, andto qualified electing funds). The amount of partnership’s distributive share of income(5) the amounts for columns (a) throughSubpart F income corresponds to the total or loss from the pass-through entity that is(d).of the amounts reported by the included on Part I, line 11;

partnership on line 6, Schedule I, of all 2. In column (b) or (c), as applicable,Line 7. Income (Loss) From U.S.Forms 5471, Information Return of U.S. the sum of all differences, if any,Partnerships and Persons With Respect To Certain Foreign attributable to the pass-through entity;Line 8. Income (Loss) FromCorporations. The amount of qualified and
electing fund income corresponds to the Foreign Partnerships 3. In column (d), the sum of all taxable
total of the amounts reported by the amounts of income, gain, loss, orFor any interest owned by the partnership
partnership on line 3(a), Part II, of all deduction reportable on the partnership’sthat is treated as an investment in a
Forms 8621, Information Return by a Schedule(s) K-1 received from thepartnership for U.S. income tax purposes
Shareholder of a Passive Foreign pass-through entity (if applicable).(other than an interest in a disregarded
Investment Company or Qualified entity), report amounts on line 7 or 8, as
Electing Fund. For each pass-through entity reporteddescribed below:

on line 9, attach a supporting scheduleAlso include on line 3 passive foreign 1. In column (a), the sum of the that provides that entity’s name, EIN (ifinvestment company mark-to-market partnership’s distributive share of income applicable), the partnership’s end of yeargains and losses under section 1296. Do or loss from a U.S. or foreign partnership profit-sharing percentage (if applicable),not report such gains and losses on line that is included on Part I, line 11; the partnership’s end of year loss-sharing14. 2. In column (b) or (c), as applicable, percentage (if applicable), and the
the sum of all differences, if any,Line 4. Gross Foreign amounts reported by the partnership in
attributable to the partnership’s column (a), (b), (c), or (d), of line 9, asDistributions Previously Taxed
distributive share of income or loss from a applicable.Report on line 4, column (a), any U.S. or foreign partnership; and

distributions received from foreign Line 10. Items Relating to3. In column (d), the sum of allcorporations that were included on Part I, Reportable Transactionsamounts of income, gain, loss, orline 11, and that were previously taxed for deduction attributable to the partnership’s Any amounts attributable to anyU.S. income tax purposes. For example, distributive share of income or loss from a reportable transactions (as described ininclude in column (a) amounts that are U.S. or foreign partnership (that is, the Regulations section 1.6011-4) must beexcluded from taxable income under sum of all amounts reportable on the included on line 10 regardless of whethersections 959 and 1293(c). Remove such partnership’s Schedule(s) K-1 received the difference, or differences, wouldamounts in column (b) or (c), as from the partnership (if applicable)), otherwise be reported elsewhere in Part IIapplicable. Report the full amount of the without regard to any limitations or Part III. Thus, if a taxpayer files Formdistribution before any withholding tax. computed at the partner level (for 8886 for any reportable transactionReport withholding taxes on Part III, line example, limitations on utilization of described in Regulations section30, Other expense/deduction items with charitable contributions, capital losses, 1.6011-4, the amounts attributable to thatdifferences, or line 25, Other items with and interest expense). reportable transaction must be reportedno differences, as applicable. Since
on line 10. In addition, all income andpreviously taxed foreign distributions are

For each partnership reported on line 7 expense amounts attributable to anot currently taxable, line 4, column (d), is
or 8, attach a supporting schedule that reportable transaction must be reportedshaded. (Also, see instructions above for
provides the name, EIN (if applicable), on line 10, columns (a) and (d), even ifline 2.)
end of year profit-sharing percentage (if there is no difference between the

Line 5. Income (Loss) From applicable), end of year loss-sharing financial statement amounts and the tax
percentage (if applicable), and the return amounts.Equity Method U.S.
amount reported in column (a), (b), (c), orCorporations Each difference attributable to a
(d) of lines 7 or 8, as applicable. reportable transaction must be separatelyReport on line 5, column (a), the financial

stated and adequately disclosed. Aincome (loss) included on Part I, line 11, Example 12.  U.S. partnership H is a
partnership will be considered to havefor any U.S. corporation accounted for on calendar year partnership that was
separately stated and adequatelythe equity method and remove such required to file Schedule M-3 for its 2010
disclosed a reportable transaction on lineamount in column (b) or (c), as tax year and is required to file Schedule
10 if the partnership sequentially numbersapplicable. Report on line 6 the amount of M-3 for its 2011 tax year. H has an
each Form 8886 and lists by statementdividends received from any U.S. investment in a U.S. partnership USP. H
number (shown on line A of Form 8886)corporations. prepares financial statements in
on the supporting schedule for line 10accordance with GAAP. For its 2011 taxLine 6. U.S. Dividends each sequentially numbered reportableyear, H’s financial statement net income

Report on line 6, column (a), the amount transaction and the amounts required forincludes $10,000 of income attributable to
of dividends included on Part I, line 11, line 10, columns (a) through (d).its share of USP’s net income. H’s
that were received from any U.S. Schedule K-1 from USP reports $5,000 of Instead of satisfying the requirements
corporation. Report on line 6, column (d), ordinary income, $7,000 of long-term of the preceding paragraph, a partnership
the amount of any U.S. dividends capital gains, $4,000 of charitable will be considered to have separately
included in taxable income on line 1 of the contributions, and $200 of section 179 stated and adequately disclosed a
Analysis of Net Income (Loss) found on expense. H must report on line 7 $10,000 reportable transaction if the partnership
Form 1065 and Form 1065-B. in column (a), a permanent difference of attaches a supporting schedule that

($2,200) in column (c), and $7,800 inFor any dividends reported on line 6 provides the following for each reportable
column (d).that are received on classes of voting transaction:
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1. A description of the reportable transaction with contractual protection compensation, accrued liabilities, etc.),
transaction disclosed on Form 8886 for that is a reportable transaction described regardless of whether a separate line on
which amounts are reported on line 10; in Regulations section 1.6011-4(b)(4). Schedule M-3 corresponds to an item

2. The name and reportable This reportable transaction is the only within the accrual to cash reconciliation.
transaction or tax shelter registration reportable transaction for K’s 2011 tax Differences not attributable to the use of
number, if applicable, as reported on lines year and results in a $7 million capital the different overall methods of
1a and 1c, respectively, of Form 8886; loss for both financial accounting accounting must be reported on the
and purposes and U.S. income tax purposes. appropriate lines of Schedule M-3 (for

3. The type of reportable transaction Although the transaction does not result example, a depreciation difference must
(that is, listed transaction, confidential in a difference, K is required to report on be reported on Part III, line 25).
transaction, transaction with contractual line 10 the following amounts: ($7 million) Example 15. Partnership L is a
protection, etc.) as reported on line 2 of in column (a), zero in columns (b) and (c), calendar year partnership that was
Form 8886. and ($7 million) in column (d). The required to file Schedule M-3 for its 2010

transaction will be adequately disclosed if tax year and is required to file ScheduleIf a transaction is a listed transaction K attaches a supporting schedule for line M-3 for its 2011 tax year. L preparesdescribed in Regulations section 10 that (a) sequentially numbers the Form financial statements in accordance with1.6011-4(b)(2), the description also must 8886 and refers to the GAAP using an overall accrual method ofinclude the published guidance number sequentially-numbered Form 8886-X1 accounting. L uses an overall cashshown on line 3 of Form 8886. In addition, and (b) reports the applicable amounts method of accounting for U.S. income taxif the reportable transaction involves an required for line 10, columns (a) through purposes. L’s financial statements for theinvestment in the transaction through (d). Alternatively, the transaction will be year ending December 31, 2011, reportanother entity such as a partnership, the adequately disclosed if the supporting accounts receivable of $35,000, andescription must include the name and statement for line 10 includes a allowance for bad debts of $10,000, andEIN (if applicable) of that entity as description of the transaction, the name accounts payable of $17,000 related toreported on line 5 of Form 8886. and reportable transaction number, if any, current year acquisition and
Example 13. Partnership J is a and the type of reportable transaction reorganization legal and accounting fees.

calendar year partnership that was disclosed on Form 8886. In addition, for L’s year ending December
required to file Schedule M-3 for its 2010 31, 2011, L reported financial statementLine 11. Interest incometax year and is required to file Schedule depreciation expense of $15,000 and
M-3 for its 2011 tax year. J incurred Attach Form 8916-A, Supplemental depreciation for U.S. income tax purposes
seven different abandonment losses Attachment to Schedule M-3. Complete of $25,000. For L’s 2011 tax year using
during its 2011 tax year. One loss of $12 Part II and enter the amounts shown on an overall cash method of accounting, L
million results from a reportable line 6, columns (a) through (d), on does not recognize the $35,000 of
transaction described in Regulations Schedule M-3, line 11, columns (a) revenue attributable to the accounts
section 1.6011-4(b)(5), another loss of $5 through (d), as applicable. receivable, cannot deduct the $10,000
million results from a reportable allowance for bad debt, and cannotReport on line 11, column (a), the totaltransaction described in Regulations deduct the $17,000 of accounts payable.amount of interest income included onsection 1.6011-4(b)(4), and the remaining In its financial statements, L treats bothPart I, line 11, and report on line 11,five abandonment losses are not the difference in overall accountingcolumn (d), the total amount of interestreportable transactions. J discloses the methods used for financial statement andincome included on line 1 of the Analysisreportable transactions giving rise to the U.S. income tax purposes and theof Net Income (Loss) found on Form 1065$12 million and $5 million losses on difference in depreciation expense asand Form 1065-B that is not required toseparate Forms 8886 and sequentially temporary differences. L must combine allbe reported elsewhere on Schedule M-3.numbers them X1 and X2, respectively. J adjustments attributable to the differencesIn columns (b) or (c), as applicable, adjustmust separately state and adequately related to the overall accounting methodsfor any amounts treated for U.S. incomedisclose the $12 million and $5 million on line 12. As a result, L must report ontax purposes as interest income that arelosses on line 10. The $12 million loss line 12, $8,000 in column (a) ($35,000 -treated as some other form of income forand the $5 million loss will be adequately $10,000 - $17,000), ($8,000) in columnfinancial accounting purposes, or vicedisclosed if J attaches a supporting (b), and zero in column (d). L must notversa. For example, adjustments toschedule for line 10 that lists each of the report the accrual to cash adjustmentinterest income resulting fromsequentially numbered forms, Form attributable to the legal and accountingadjustments made in accordance with8886-X1 and Form 8886-X2, and with fees on Part III, line 18, Current yearinstructions for line 16, Sale versus lease,respect to each reportable transaction acquisition/reorganization legal andshould be made in columns (b) and (c) ofreports the appropriate amounts required accounting fees. Because the differenceline 11.for line 10, columns (a) through (d). in depreciation expense does not relate to
Alternatively, J’s disclosures will be Do not report on line 11 amounts the use of the cash or accrual method of
adequate if the description provided for reported in accordance with instructions accounting, L must report the
each loss on the supporting schedule for lines 7, 8, 9, 10, and 20. depreciation difference on Part III, line 25,
includes the names and reportable Depreciation, and report $15,000 inLine 12. Total Accrual to Cashtransaction or tax shelter registration column (a), $10,000 in column (b), andAdjustmentnumbers, if any, disclosed on the $25,000 in column (d).
applicable Form 8886, identifies the type This line is completed by a partnership

Line 13. Hedging Transactionsof reportable transaction for the loss, and that prepares financial statements (or
reports the appropriate amounts required books and records, if permitted) using an Report on line 13, column (a), the net
for line 10, columns (a) through (d). J overall accrual method of accounting and gain or loss from hedging transactions on
must report the losses attributable to the uses an overall cash method of Part I, line 11. Report in column (d) the
other five abandonment losses on line accounting for U.S. income tax purposes amount of taxable income from hedging
21e, regardless of whether a difference (or vice versa). With the exception of transactions as defined in section
exists for any or all of those abandonment amounts required to be reported on line 1221(b)(2). Use columns (b) and (c) to
losses. 10, the partnership must report on line 12 report all differences caused by treating

Example 14. Partnership K is a a single amount net of all adjustments hedging transactions differently for
calendar year partnership that was attributable solely to the use of the financial accounting purposes and for
required to file Schedule M-3 for its 2010 different overall methods of accounting U.S. income tax purposes. For example, if
tax year and is required to file Schedule (for example, adjustments related to a portion of a hedge is considered
M-3 for its 2011 tax year. K enters into a accounts receivable, accounts payable, ineffective under GAAP but still is a valid
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hedge under section 1221(b)(2), the inventory shrinkage accruals, inventory example, and reported on Form 8916-A
difference must be reported on line 13. obsolescence reserves, and lower of cost and on line 15 in the appropriate columns.
The hedge of a capital asset, which is not or market (LCM) write-downs. Line 16. Sale Versus Lease (fora valid hedge for U.S. income tax Note. The entries in columns (a) and (d) Sellers and/or Lessors)purposes but may be considered a hedge are negative amounts.for GAAP purposes, must also be Note. Also see the instructions at Part
reported here. III, line 28, Purchase Versus Lease (forDo not report the following on line 15

Purchasers and/or Lessees), later.or on Form 8916-A:Report hedging gains and losses
• Amounts reportable on line 10;computed under the mark-to-market Asset transfer transactions with• Any gain or loss from inventory hedgingmethod of accounting on line 13 and not periodic payments characterized for
transactions reportable on line 13;on line 14. financial accounting purposes as either a• Amounts reportable on line 16; sale or a lease may, under someReport any gain or loss from inventory • Amounts reportable on line 19; circumstances, be characterized as thehedging transactions on line 13 and not • Mark-to-market income or (loss) opposite for tax purposes. If theon line 15. associated with the inventories of dealers transaction is treated as a lease, the
in securities under section 475 reportableLine 14. Mark-to-Market Income seller/lessor reports the periodic
on line 14;(Loss) payments as gross rental income and• Section 481(a) adjustments related to also reports depreciation expense orReport on line 14 any amount cost of goods sold or inventory valuation deduction. If the transaction is treated asrepresenting the mark-to-market income reportable on line 17; a sale, the seller/lessor reports grossor loss for any securities held by a dealer • Fines and penalties reportable on Part profit (sale price less cost of goods sold)in securities, a dealer in commodities III, line 7; from the sale of assets and reports thehaving made a valid election under • Judgments, damages, awards, and periodic payments as payments ofsection 475(e), or a trader in securities or similar costs, reportable on Part III, line 8; principal and interest income.commodities having made a valid election andunder section 475(f). “Securities” for On line 16, column (a), report the• Amounts included on Part III, line 28,these purposes are securities described gross profit or gross rental income forPurchase versus lease.in section 475(c)(2) and commodities financial accounting purposes for all sale
Important. Complete and attach Formdescribed in section 475(e)(2). or lease transactions that must be given
8916-A, Part I, for each item listed on line“Securities” do not include any items the opposite characterization for tax
15 in columns (a) through (d).specifically excluded from sections purposes. On line 16, column (d), report

475(c)(2) and 475(e)(2), such as certain the gross profit or gross rental income forExample 16. Partnership C is acontracts to which section 1256(a) federal income tax purposes. Interestcalendar year partnership that placed inapplies. income amounts for such transactionsservice 10 depreciable fixed assets in
must be reported on line 11, in column (a)Report hedging gains and losses 2003. C was required to file Schedule M-3
or (d), as applicable. Depreciationcomputed under the mark-to-market for its 2010 tax year and is required to file
expense for such transactions must bemethod of accounting on line 13, Hedging Schedule M-3 for its 2011 tax year. C’s
reported on Part III, line 25, in column (a)transactions, and not on line 14. total depreciation expense for its 2011 tax
or (d), as applicable. Use columns (b) andyear for five of the assets is $50,000 forTraders in securities or commodities. (c) of lines 11 and 16, and Part III, line 25,financial accounting purposes andFor a trader in securities or commodities as applicable, to report the differences$70,000 for U.S. income tax purposes.that made a valid election under section between columns (a) and (d).C’s total annual depreciation expense for475(f) to use the mark-to-market method

its 2011 tax year for the other five assets Example 17. Partnership M sells andto account for securities or commodities
is $40,000 for financial accounting leases property to customers. M is aheld in connection with a trading business
purposes and $30,000 for U.S. income calendar year partnership that wasthat files Form 4797, any Schedule M-3
tax purposes. In addition, C incurs $200 required to file Schedule M-3 for its 2010entries required as a result of marking to
of meals and entertainment expenses that tax year and is required to file Schedulemarket these securities or commodities
C deducts in computing net income for M-3 for its 2011 tax year. For financialare reported as follows: (a)
financial accounting purposes. All $200 of accounting purposes, M accounts formark-to-market gains and losses from
the meals and entertainment expenses is each transaction as a sale. For U.S.Form 4797, line 10, are included on Part
subject to the 50% limitation under income tax purposes, each of M’sII, line 14, of Schedule M-3 (Form 1065);
section 274(n). In its financial statements, transactions must be treated as a lease.(b) any other Schedule M-3 entries
C treats the $50,000 depreciation and In its financial statements, M treats therequired based on other results (non
$100 of the meals and entertainment as difference in the financial accounting andmark-to-market gains and losses)
other costs in computing cost of goods the U.S. income tax treatment of theseincluded in the total reported on Form
sold. C must include on Form 8916-A and transactions as temporary. During 2011,4797, line 17, should be reported on Part
on line 15, in column (a), the $50,000 of M reports in its financial statementsII, line 21d, of Schedule M-3 (Form 1065),
depreciation and $100 of meals and $1,000 of sales and $700 of cost of goodsunless the instructions for Schedule M-3
entertainment. C must also include a sold with respect to 2011 leaserequire the amounts to be reported on
temporary difference of $20,000 in transactions. M receives periodicanother line.
column (b), a permanent difference of payments of $500 in 2011 with respect to

Line 15. Cost of Goods Sold ($50) in column (c), and $70,050 in these 2011 transactions and similar
Report on line 15 any amounts deducted column (d) ($70,000 depreciation and $50 transactions from prior years and treats
as part of cost of goods sold during the meals.) In addition, C must report on Part $400 as principal and $100 as interest
tax year, regardless of whether the III, line 25, for its 2011 tax year income income. For financial accounting
amounts would otherwise be reported statement, depreciation expense of purposes, M reports gross profit of $300
elsewhere in Part II or Part III. However, $40,000 in column (a), a temporary ($1,000 − $700) and interest income of
do not report the items mentioned in the difference of ($10,000) in column (b), and $100 from these transactions. For U.S.
next paragraph on line 15. Examples of $30,000 in column (d); and on Part III, line income tax purposes, M reports $500 of
amounts that must be included on line 15 6, meals and entertainment expense of gross rental income (the periodic
are amounts attributable to inventory $100 in column (a), a permanent payments) and (based on other facts)
valuation, such as amounts attributable to difference of ($50) in column (c), and $50 $200 of depreciation deduction on the
cost-flow assumptions, additional costs in column (d). All other cost of goods sold property. On its 2011 Schedule M-3, M
required to be capitalized (including items would be added to the amounts must report on line 11, $100 in column
depreciation) such as section 263A costs, included on line 15, detailed in this (a), ($100) in column (b), and zero in
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column (d). In addition, M must report on purposes (or books and records, if Line 21d. Net Gain/Loss
line 16, $300 of gross profit in column (a), applicable) or U.S. income tax purposes Reported on Form 4797, Line
$200 in column (b), and $500 of gross for any contract accounted for under a 17, Excluding Amounts Fromrental income in column (d). Lastly, M long-term contract method of accounting. Pass-Through Entities,must report on Part III, line 25, $200 in

Abandonment Losses, andcolumns (b) and (d). Line 20. Original Issue Discount
Worthless Stock Lossesand Other Imputed InterestLine 17. Section 481(a) Report on line 21d the net gain or lossReport on line 20 any amounts of originalAdjustments reported on line 17 of Form 4797, Salesissue discount (OID) and other imputedWith the exception of a section 481(a) of Business Property, excluding amountsinterest. The term “original issue discountadjustment that is required to be reported from (a) pass-through entities, which mustand other imputed interest” includes, buton Part I, line 10, for reportable be reported on lines 7, 8, or 9, asis not limited to:transactions, any difference between an applicable; (b) abandonment losses,

1. The excess of a debt instrument’sincome or expense item attributable to an which must be reported on line 21e; and
stated redemption price at maturity overauthorized (or unauthorized) change in (c) worthless stock losses, which must be
its issue price, as determined undermethod of accounting made for U.S. reported on line 21f.
section 1273;income tax purposes that results in a Note. Traders in securities or

2. Amounts that are imputed interestsection 481(a) adjustment must be commodities that have made a valid
on a deferred sales contract underreported on line 17, regardless of whether election under section 475(f) to use the
section 483;a separate line for that income or mark-to-market method to account for

expense item exists in Part II or Part III. 3. Amounts treated as interest or OID securities or commodities, see the
under the stripped bond rules underExample 18. Partnership N is a instructions for Part II, line 14, above.
section 1286; andcalendar year partnership that was

Line 21e. Abandonment Losses4. Amounts treated as OID under therequired to file Schedule M-3 for its 2010
below-market interest rate rules undertax year and is required to file Schedule Report on line 21e any abandonment
section 7872.M-3 for its 2011 tax year. N was losses, regardless of whether the loss is

depreciating certain fixed assets over an characterized as an ordinary loss or a
erroneous recovery period and, effective capital loss.Line 21a. Income Statementfor its 2011 tax year, N receives IRS Line 21f. Worthless StockGain/Loss on Sale, Exchange,consent to change its method of

LossesAbandonment, Worthlessness,accounting for the depreciable fixed
assets and begins using the proper Report on line 21f any worthless stockor Other Disposition of Assets
recovery period. The change in method of loss, regardless of whether the loss isOther Than Inventory and
accounting results in a positive section characterized as an ordinary loss or aPass-Through Entities
481(a) adjustment of $100,000 that is capital loss. Attach a schedule that

Report on line 21a, column (a), all gainsrequired to be spread over four tax years, separately states and adequately
and losses on the disposition of assetsbeginning with the 2011 tax year. In its discloses each transaction that gives rise
except for (a) gains and losses on thefinancial statements, N treats the section to a worthless stock loss and the amount
disposition of inventory, and (b) gains and481(a) adjustment as a temporary of each loss.
losses allocated to the partnership from adifference. N must report on line 17
pass-through entity (for example, on Line 21g. Other Gain/Loss on$25,000 in columns (b) and (d) for its
Schedule K-1) that are included in the net Disposition of Assets Other2011 tax year and each of the
income (loss) of the partnership reportedsubsequent three tax years (unless N is Than Inventory
on Part I, line 11. Reverse the amountotherwise required to recognize the Report on line 21g any gains or lossesreported in column (a) in column (b) orremainder of the 481(a) adjustment from the sale or exchange of property(c), as applicable. The correspondingearlier). N must not report the section other than inventory that are not reportedgains and losses for U.S. income tax481(a) adjustment on Part III, line 25. on lines 21b through 21f.purposes are reported on lines 21b
through 21g, as applicable.Line 18. Unearned/Deferred Line 22. Other Income (Loss)

Revenue Items With Differences
Line 21b. Gross Capital GainsReport on line 18, column (a), amounts of Separately state and adequately discloseFrom Schedule D, Excludingrevenues included on Part I, line 11, that on line 22 all items of income (loss) with

were deferred from a prior financial Amounts From Pass-Through differences that are not otherwise listed
accounting year. Report on line 18, Entities on lines 1 through 21. Attach a schedule
column (d), amounts of revenues that describes and itemizes the type ofReport on line 21b gross capital gains
recognizable for U.S. income tax income (loss) and the amount of eachreported on Schedule D, Capital Gains
purposes in the current tax year that are item and provides a description thatand Losses, excluding capital gains from
recognized for financial accounting states the income (loss) name for bookpass-through entities, which must be
purposes in a different year. Also report purposes for the amount recorded inreported on lines 7, 8, or 9, as applicable.
on line 18, column (d), any amount of column (a) and describes the adjustment
revenues reported on line 18, column (a), being recorded in column (b) or (c). TheLine 21c. Gross Capital Lossesthat are recognizable for U.S. income tax entire description completes the taxFrom Schedule D, Excludingpurposes in the current tax year. Use description for the amount included in

Amounts From Pass-Throughcolumns (b) and (c) of line 18, as column (d) for each item separately
applicable, to report differences between Entities, Abandonment Losses, stated on this line.
columns (a) and (d). and Worthless Stock Losses The attached schedule should have

Line 18 must not be used to report Report on line 21c gross capital losses five columns. The first column has the
income recognized from long-term reported on Schedule D, excluding capital description for the next four columns. The
contracts. Instead, use line 19. losses from (a) pass-through entities, second column is column (a), income

which must be reported on lines 7, 8, or 9, (loss) per income statement. The thirdLine 19. Income Recognition as applicable; (b) abandonment losses, column is column (b), temporary
From Long-Term Contracts which must be reported on line 21e; and difference. The fourth column is column

(c) worthless stock losses, which must beReport on line 19 the amount of net (c), permanent difference. The fifth
reported on line 21f.income or loss for financial statement column is column (d), income (loss) per
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tax return. Every item listed on the 3. Leave blank Part III, columns (a) Line 7. Fines and Penalties
attached schedule for line 22 must always and (d); and Report on line 7 any fines or similar
have columns (a) + (b) + (c) = (d). Each 4. Report on line 26, column (d), the penalties paid to a government or other
item with amounts in columns (a), (b), (c), sum of line 26, columns (a), (b), and (c). authority for the violation of any law for
and (d) will be totaled and included as which fines or penalties are assessed. All
one line on line 22. fines and penalties expensed in financial

If any “comprehensive income” as accounting income (paid or accrued) mustPart III. Reconciliation ofdefined by Statement of Financial be included on line 7, column (a),
Accounting Standards (SFAS) No. 130 is regardless of the government or otherNet Income (Loss) per
reported on this line, describe the item(s) authority that imposed the fines or

Income Statement ofin detail. Examples of sufficiently detailed penalties, regardless of whether the fines
descriptions include “Foreign currency and penalties are civil or criminal,Partnership With Incometranslation adjustments - comprehensive regardless of the classification,
income” and “Gains and losses on nomenclature, or terminology used for the(Loss) per Return —
available-for-sale securities - fines or penalties by the imposingExpense/Deduction Itemscomprehensive income.” authority in its actions or documents, and

regardless of how or where the fines or
Note. Expense amounts that reduceLine 23. Total Income (Loss) penalties are classified in the
financial income must be reported on PartItems partnership’s financial income statement
III, column (a), as positive amounts.Combine lines 1 through 22 and enter the or the income and expense accounts
Deduction amounts that reduce taxabletotal on line 23. maintained in the partnership’s books and
income must be reported on Part III, records. Also report on line 7, column (a),Note. Line 15, Cost of goods sold, column (d), as positive amounts. Amounts the reversal of any overaccrual of anycolumns (a) and (d), are negative reported on Part II, line 24, must be the amount described in this paragraph. Seeamounts that will affect the totals entered negative of the amounts reported on Part sections 162(f) and 162(g) for additionalon line 23. III, line 31. guidance.

Line 24. Total Expense/ Report on line 7, column (d), any suchLines 1 Through 4. Income TaxDeduction Items amounts described in the precedingExpense
Report on line 24, columns (a) through paragraph that are includible in taxableIf the partnership does not distinguish(d), as applicable, the negative of the income, regardless of the financialbetween current and deferred income taxamounts reported on Part III, line 31, accounting period in which such amountsexpense in its financial statements (or itscolumns (a) through (d). For example, if were or are included in financialbooks and records, if applicable), reportPart III, line 31, column (a), reflects an accounting net income. Completeincome tax expense as current incomeamount of $1 million, then report on line columns (b) and (c), as appropriate.tax expense using lines 1 and 3, as24, column (a), ($1 million). Similarly, if

applicable. Do not report on line 7 amountsPart III, line 31, column (b), reflects an
required to be reported in accordanceamount of ($50,000), then report on line Line 5. Equity-Based with instructions for line 8.24, column (b), $50,000.

Compensation
Do not report on line 7 amountsLine 25. Other Items With No Report on line 5 any amounts for recovered from insurers or any otherDifferences equity-based compensation or indemnitors for any fines and penalties

consideration that are reflected asIf there is no difference between the described above.
expense for financial accountingfinancial accounting amount and the
purposes (column (a)) or deducted in thetaxable amount of an entire item of Line 8. Judgments, Damages,
U.S. income tax return (column (d)) otherincome, gain, loss, expense, or deduction Awards, and Similar Costs
than amounts reportable elsewhere onand the item is not described or included Report on line 8, column (a), the amountSchedule M-3, Parts II and III. Exampleson lines 1 through 22, or Part III, lines 1 of any estimated or actual judgments,of amounts reportable on line 5 includethrough 30, report the entire amount of damages, awards, settlements, andexpense/deduction items attributable tothe item in columns (a) and (d) of line 25. similar costs, however named oroptions to acquire capital interest units,If a portion of an item of income, loss, classified, included in financial accountingprofits interest units, and other rights toexpense, or deduction has a difference income, regardless of whether theacquire partnership equity, regardless ofand a portion of the item does not have a amount deducted was attributable to anwhether such payments are made todifference, do not report any portion of the estimate of future anticipated payments oremployees or non-employees, or asitem on line 25. Instead, report the entire actual payments. Also report on line 8,payment for property or compensation foramount of the item (that is, both the column (a), the reversal of anyservices.portion with a difference and the portion overaccrual of any amount described inwithout a difference) on the applicable this paragraph.Line 6. Meals andline of lines 1 through 22, or Part III, lines

1 through 30. See Example 11, above. Entertainment Report on line 8, column (d), any such
amounts described in the precedingReport on line 6, column (a), any amountsLine 26. Reconciliation Totals. paragraph that are includible in taxablepaid or accrued by the partnership duringCombine lines 23 through 25 income, regardless of the financialthe tax year for meals, beverages, and

 If a partnership chooses not to complete accounting period in which such amountsentertainment that are accounted for in
columns (a) and (d) of Parts II and III in were or are included in financialfinancial accounting income, regardless of
the first tax year the partnership is accounting net income. Completethe classification, nomenclature, or
required to file Schedule M-3 (or for any columns (b) and (c), as appropriate.terminology used for such amounts, and
year in which the partnership voluntarily regardless of how or where such amounts Do not report on line 8 amountsfiles Schedule M-3), line 26 is reconciled are classified in the partnership’s financial required to be reported in accordanceby the partnership in the following income statement or the income and with instructions for line 7.manner: expense accounts maintained in the

1. Report the amount from Part I, line partnership’s books and records. Report Do not report on line 8 amounts
11, on line 26, column (a); only amounts not otherwise reportable recovered from insurers or any other

2. Leave blank lines 1 through 25, elsewhere on Schedule M-3, Parts II and indemnitors for any judgments, damages,
columns (a) and (d); III (for example, Part II, line 15). awards, or similar costs described above.
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payments capitalized for Form 1065, allowable by virtue of income earned byLine 9. Guaranteed Payments
page 1. The amount reported on line 9, donees subsequent to the year ofInclude on line 9, column (a), the amount
column (c), is a permanent difference of donation), copyrights, trademarks;of guaranteed payments expense that is
($4,000), equal to the guaranteed • Securities (including stocks and theirincluded on Part I, line 11. Report in
payment income shown on Schedule K derivatives, stock options, and bonds);column (d) the net amount of guaranteed
(Form 1065), line 4, or Schedule K (Form • Conservation easements (includingpayments deduction. The net amount of
1065-B), line 7, expressed as a negative scenic easements or air rights);the deduction reported in column (d) is
amount. Part II, line 23, reports $5,000 inthe amount reported as a deduction on • Railroad rights of way;
column (a), 0 in column (b), 0 in columnForm 1065, page 1, line 10, or on Form • Mineral rights; and(c), and $5,000 in column (d). Part II, line1065-B, page 1, line 13, reduced by the • Other intangible property.24, reports ($4,000) in column (a), $1,000amount reported as income on Schedule
in column (b), $4,000 in column (c), andK (Form 1065), line 4, or Schedule K Line 15. Organizational$1,000 in column (d). Part II, line 26,(Form 1065-B), line 7. The net amount of Expenses as per Regulationsreports $1,000 in column (a), $1,000 inthe guaranteed payments reported in
column (b), $4,000 in column (c), and section 1.709-2(a)column (d) will be zero if no guaranteed
$6,000 in column (d). Include on line 15, column (a),payments are capitalized and all are

2. Same facts as in Example 19.1, organizational expenses as defined indeducted on Form 1065, page 1, line 10,
except that no guaranteed payments Regulations section 1.709-2(a). Includeor Form 1065-B, page 1, line 13, or a
expense is recognized for financial on line 15, column (d), the amount ofnegative amount (reported in
accounting purposes. The amount shown organizational expense deducted perparentheses), if any of the guaranteed
on Part I, line 11, is $5,000. On line 9, AZ section 709(b).payments are capitalized by the
reports 0 in column (a), ($1,000) inpartnership. Generally, if guaranteed
column (b), 0 in column (c), and ($1,000) Line 16. Syndication Expensespayments expense is recognized for
in column (d). Part II, line 23, reports 0 in as per Regulations sectionfinancial accounting purposes, the
column (a), $1,000 in column (b), 0 inamount reported in column (c) as a 1.709-2(b)column (c), and $1,000 in column (d). Onpermanent difference will be the negative Include on line 16 syndication expensesPart II, line 25, AZ reports $5,000 inof the guaranteed payment income as defined in Regulations sectioncolumn (a), $1,000 in column (b), 0 inreported on Schedule K (Form 1065), line 1.709-2(b).column (c), and $6,000 in column (d).4, or Schedule K (Form 1065-B), line 7. If

no guaranteed payment expense is Line 17. Current YearLine 10. Pension andrecognized for financial accounting Acquisition/Reorganizationpurposes, the amount reported in column Profit-Sharing Investment Banking Fees(c) as a permanent difference generally Report on line 10 any amounts
Report on line 17 any investment bankingwill be zero. Any amount of guaranteed attributable to the partnership’s pension
fees paid or incurred in connection with apayments capitalized for tax purposes on plans, profit-sharing plans, and any other
taxable or tax-free acquisition of propertyForm 1065 or Form 1065-B, page 1, but retirement plans.
(for example, ownership interests ornot capitalized for financial accounting
assets) or a tax-free reorganization notpurposes, generally will be reported as a Line 11. Other Post-Retirement
otherwise reportable on Schedule M-3negative temporary difference amount in Benefits
(for example, line 15 or 16). Report oncolumn (b). Report on line 11 any amounts this line any investment banking fees paidattributable to other post-retirementExample 19. or incurred at any stage of the acquisitionbenefits not otherwise includible on line1. Partnership AZ has total income in or reorganization process including, for10 (for example, retiree health and life2011 of $5,000 for both financial example, fees paid or incurred to evaluateinsurance coverage, dental coverage,accounting and tax accounting purposes whether to investigate an acquisition, feesetc.).before taking into account guaranteed to conduct an actual investigation, and

payments expense or deductions. Partner fees to consummate the acquisition orLine 12. Deferred
A is paid a deductible guaranteed reorganization.Compensationpayment of $3,000 for services rendered

Report on line 12, column (a), anyto the partnership during the tax year. Line 18. Current Year
compensation expense included in thePartner Z is paid a $1,000 guaranteed Acquisition/Reorganization
net income (loss) amount reported onpayment, which is capitalized to land for Legal and Accounting FeesPart I, line 11, that is not deductible fortax accounting. Both guaranteed

Report on line 18 any legal andU.S. income tax purposes in the currentpayments, in the total amount of $4,000,
accounting fees paid or incurred intax year and that was not reportedare treated as expenses in arriving at net
connection with a taxable or tax-freeelsewhere on Schedule M-3, column (a).financial accounting income. There are no
acquisition of property (for example,Report on line 12, column (d), anyother expenses or deductions for financial
ownership interests or assets) or acompensation deductible in the currentaccounting or tax accounting purposes.
tax-free reorganization not otherwisetax year that was not included in the netThe amount shown on Part I, line 11, Net
reportable on Schedule M-3 (for example,income (loss) amount reported on Part I,income (loss) per income statement of the
line 15 or 16). Report on this line anyline 11, for the current tax year and that ispartnership, is $1,000 ($5,000 − $3,000 −
legal and accounting fees paid or incurrednot reportable elsewhere on Schedule$1,000 = $1,000). The amount shown on
at any stage of the acquisition orM-3, including any compensationline 9, column (a), is $4,000, the amount
reorganization process including, fordeductions deferred in a prior tax year.of guaranteed payments expenses for
example, fees paid or incurred to evaluateFor example, report originations andfinancial accounting purposes. The
whether to investigate an acquisition, feesreversals of deferred compensationamount shown on line 9, column (d), is
to conduct an actual investigation, andsubject to section 409A on line 12.($1,000), the net amount deducted after
fees to consummate the acquisition ortaking into consideration the $4,000 of Line 14. Charitable Contribution reorganization.total guaranteed payments allocated to

of Intangible Propertythe partners as income on Schedule K, Line 19. Amortization/netted against $3,000 deducted on Form Report on line 14 any charitable
Impairment of Goodwill1065, page 1, line 10. The amount contribution of intangible property, for

reported on line 9, column (b), is a example, contributions of: Report on line 19 amortization of goodwill
temporary difference of ($1,000), the • Intellectual property, patents (including or amounts attributable to the impairment
negative of the amount of guaranteed any amounts of additional contributions of goodwill.
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expense deductible for federal income tax differences between column (a) and (d)Line 20. Amortization of
purposes under section 166. for such recharacterized transactions.Acquisition, Reorganization,

Example 20. U.S. partnership Xand Start-Up Costs Line 27. Interest Expense
acquired property in a transaction that, forReport on line 20 amortization of Attach Form 8916-A. Complete Part III financial accounting purposes, X treats asacquisition, reorganization, and start-up and enter the amounts shown on line 5, a lease. X is a calendar year partnershipcosts. For purposes of columns (b), (c), columns (a) through (d), on Schedule that was required to file Schedule M-3 forand (d), include amounts amortizable M-3, line 27, columns (a) through (d), as its 2010 tax year and is required to fileunder section 167 or 195. applicable. Schedule M-3 for its 2011 tax year.

Line 21. Other Amortization or Report on line 27, column (a), the total Because of its terms, the transaction is
amount of interest expense included on treated for U.S. income tax purposes as aImpairment Write-Offs
Part I, line 11, and report on line 27, purchase, and X must treat the periodicReport on line 21 any amortization or
column (d), the total amount of interest payments it makes partially as a paymentimpairment write-offs not otherwise
deduction included on line 1 of the of principal and partially as a payment ofincludible on Schedule M-3.
Analysis of Net Income (Loss) found on interest. In its financial statements, X

Line 22. Section 198 Form 1065 and Form 1065-B, that is not treats the difference between the financial
reported elsewhere on Schedule M-3. In accounting and U.S. income tax treatmentEnvironmental Remediation
columns (b) or (c), as applicable, adjust of this transaction as a temporaryCosts
for any amounts treated for U.S. income difference. During 2011, X reports in itsReport on line 22, column (a), any tax purposes as interest deduction that financial statements $1,000 of grossamounts attributable to environmental are treated as some other form of rental expense that, for U.S. income taxremediation costs included on Part I, line expense for financial accounting purposes, is recharacterized as a $70011. Report in columns (b), (c), and (d), as purposes, or vice versa. For example, payment of principal and a $300 paymentapplicable, any deductible amounts adjustments to interest expense/ of interest, accompanied by aattributable to environmental remediation deduction resulting from adjustments depreciation deduction of $1,200 (basedcosts described in section 198 that are made in accordance with instructions for on other facts). On its 2011 Schedulepaid or incurred during the current tax line 28 should be made in columns (b) M-3, X must report the following on lineyear. and (c), as applicable, of line 27. 28: column (a), $1,000, its financial

accounting gross rental expense; columnLine 23a. Depletion—Oil & Gas Do not report on Form 8916-A and on
(b), ($1,000); and column (d), zero. Online 27 amounts reported in accordanceForm 1065 filers report on line 23a,
line 27, X reports zero in column (a) andwith instructions for (a) Part II, lines 7, 8column (a), any oil and gas depletion
$300 in columns (b) and (d) for theand 9, Income (loss) from U.S.included on Part I, line 11.
interest deduction. On line 25, X reportspartnerships, foreign partnerships andNote. Form 1065-B filers report oil and zero in column (a) and $1,200 in columnsother pass-through entities, and (b) Partgas depletion on line 23b. (b) and (d) for the depreciation deduction.II, line 10, Items relating to reportable

Line 23b. Depletion—Other transactions. Line 29. Research andthan Oil & Gas Line 28. Purchase Versus Lease Development Costs
Report on line 23b any depletion (for Purchasers and/or Report in column (a) the amount ofexpense/deduction other than oil and gas

expenses included in net income reportedLessees)that is not required to be reported
on Part I, line 11, that are related toNote. Also see the instructions for Partelsewhere on Schedule M-3 (for example,
research and development expense.II, line 16, for sellers and/or lessors.on Part II, lines 7, 8, 9, or 15).
Report in column (d), the amount of

Note. Form 1065-B filers report oil and Asset transfer transactions with deductions included in Form 1065, page
gas depletion on line 23b. periodic payments characterized for 1, line 22, and/or separately reported on

financial accounting purposes as either a Form 1065, Schedule K, that areLine 24. Intangible Drilling and purchase or a lease may, under some recognized and reported as section 174Development Costs (IDC) circumstances, be characterized as the research and experimental expenditures
opposite for tax purposes.Intangible Drilling and Development Costs consistent with the partnership’s adopted

(IDC) are costs of developing oil, gas, or method of accounting for suchIf a transaction is treated as a lease,
geothermal wells. Report on line 24, expenditures. In column (c), asthe purchaser/lessee reports the periodic
column (a), the total amount of intangible applicable, include any adjustments forpayments as gross rental expense. If the
drilling and development costs (or such any amounts treated for U.S. income taxtransaction is treated as a purchase, the
equivalent costs as classified in the purposes as research or experimentalpurchaser/lessee reports the periodic
partnership’s financial statements) expenditures that are treated as somepayments as payments of principal and
included on Part I, line 11, and report on other form of expense for financialinterest and also reports depreciation
line 24, column (d), the total amount of accounting purposes, or vice versa.expense or deduction with respect to the
IDC paid or incurred during the current Report any difference in timingpurchased asset.
tax year under section 263(c) and recognition in column (b). For example, ifReport in column (a) gross rentRegulations section 1.612-4. the partnership’s financial accountingexpense for a transaction treated as a method does not specify otherwise,Line 25. Depreciation lease for financial accounting purposes column (b) adjustments includebut as a sale for U.S. income taxReport on line 25 any depreciation adjustments for timing differencespurposes. Report in column (d) grossexpense/deduction that is not required to between financial and tax accounting forrental deductions for a transaction treatedbe reported elsewhere on Schedule M-3 deferral and amortization of researchas a lease for U.S. income tax purposes(for example, on Part II, lines 7, 8, 9, or expenditures, section 59(e) election,but as a purchase for financial accounting15). reduction of section 174 expenditurespurposes. Report interest expense or under section 280C or section 482, costsLine 26. Bad Debt Expense deduction amounts for such transactions attributable to obtaining a patent,Report on line 26, column (a), any on line 27, in column (a) or (d), as research in social sciences, and costamounts attributable to an allowance for applicable. Report depreciation expense elements for property of a characteruncollectible accounts receivable or or deductions for such transactions on subject to depreciation.actual write-offs of accounts receivable line 25, in column (a) or (d), as applicable.
included on Part I, line 11. Report in Use columns (b) and (c) of lines 25, 27, Section 174 provides two methods for
column (d), the amount of bad debt and 28, as applicable, to report the treating research and experimental
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expenditures paid or incurred by a which are not attributable to the machine Line 30. Other Expense/
taxpayer in connection with the taxpayer’s itself) in column (b), and $70,000 in Deduction Items With
trade or business. These expenditures column (d). X must also report $6,000 in Differencesmay be treated as expenses not column (a), ($4,000) in column (b) and

Separately state and adequately disclosechargeable to capital account and $2,000 in column (c) on Part III, Line 25
on line 30 all items of expense/deductiondeducted in the year in which they are (Depreciation).
that are not otherwise listed on lines 1paid or incurred, or they may be deferred 4. Partnership X is a calendar year through 29.and amortized. The method for treatment taxpayer that was required to file

of research and experimental Attach a schedule that describes andSchedule M- 3 for its 2010 tax return and
expenditures is adopted at the itemizes the type of expense/deductionis required to file Schedule M-3 for its
partnership level. and the amount of each item, and2011 tax year. During 2011, X incurred

provides a description that states the$10,000 of research and developmentExample 21. expense/deduction name for bookcosts related to social sciences that it
1. Partnership X is a calendar year purposes for the amount recorded inrecognized as an expense in its financial

taxpayer that was required to file column (a) and describes the adjustmentstatements. X adopted the current
Schedule M- 3 for its 2010 tax return and being recorded in column (b) or (c). Theexpense method for research and
is required to file Schedule M-3 for its entire description completes the taxexperimental expenditures for U.S.2011 tax year. During 2011, X incurred description for the amount included inincome tax purposes. Because such$100,000 of research and development column (d) for each item separatelycosts are not allowable costs undercosts that X recognized as an expense in stated on this line.section 174, X must report $10,000 inits financial statements. Also, X incurred column (a), permanent difference The schedule of details attached to the$20,000 in attorney fees in obtaining a ($10,000) in column (c) and $0 in column return for line 30 must separately statepatent application that X capitalized and (d). If such costs are otherwise deductible and adequately disclose the nature andamortized in its financial statements. X for U.S. Income tax purposes, X must amount of the expense related to eachrecognized $2,000 of amortization report this item of expense on Part III, reserve and/or contingent liability. Thededuction. In compliance with its adopted Line 30 (Other expense/deduction items appropriate level of disclosure dependsmethod of accounting under section 174,

with differences). upon each taxpayer’s operational activityX deducts research and experimental
and the nature of its accounting records.5. Partnership X is a calendar yearexpenditures for U.S. income tax
For example, if a partnership’s net incometaxpayer that was required to filepurposes. Accordingly, X must report
amount reported in the income statementSchedule M- 3 for its 2010 tax return and$100,000 in column (a), $20,000 in
includes anticipated expenses for ais required to file Schedule M-3 for itscolumn (b), and $120,000 in column (d).
discontinued operation as a single2011 tax year. During 2011, X paidX must also report $2,000 in column (a),
amount, and its general ledger or other$75,000 to acquire or in-license intangible($2,000) in column (b), and $0 in column
books, records, and workpapers provideassets under a collaborative arrangement(d) on Part III, Line 21 (Other amortization
details for the anticipated expenses underwith another company that X recognizedor impairment write-offs).
more explanatory and defined categoriesas a research and development expense2. Assume the same facts as example such as employee termination costs,in its financial statements. X adopted the21.1 except X elected to capitalize and lease cancellation costs, loss on sale ofcurrent expense method for research andamortize its research and expenditures equipment, etc., a supporting scheduleexperimental expenditures for U.S.over 60 months with respect to all its that lists those categories of expensesincome tax purposes. Because paymentsresearch programs for U.S. tax purposes. and their details will satisfy themade to acquire rights to a product orX first realized benefits from such requirement to separately state andtechnology are excluded costs from theexpenditures on August 1. Accordingly, X adequately disclose. In order todefinition of research and experimentalmust report $100,000 in column (a), a separately state and adequately discloseexpenditures, X must report $75,000 intemporary difference of ($90,000) [i.e., the employee termination costs, it is notcolumn (a), ($75,000) in column (c) and$100,000 - $10,000] in column (b), and required that an anticipated termination$0 in column (d). X must report any$10,000 [i.e., $120,000/60 months, times cost amount be listed for each employee,amortization otherwise allowable related5 months] in column (d). or that each asset (or category of asset)to the payments on Part III, Line 213. Partnership X is a calendar year be listed along with the anticipated loss(Other amortization or impairmenttaxpayer that was required to file on disposition.write-offs).Schedule M- 3 for its 2010 tax return and

The attached schedule should have6. Partnership X is a calendar yearis required to file Schedule M-3 for its
five columns. The first column has thetaxpayer that was required to file2011 tax year. X adopted the current
description for the next four columns; theSchedule M- 3 for its 2010 tax return andexpense method for research and
second column is column (a), expenseis required to file Schedule M-3 for itsexperimental expenditures for U.S.
per income statement; the third column is2011 tax year. X adopted the currentincome tax purposes. During 2011, X
column (b), temporary difference; theexpense method for research andincurred $50,000 of research and
fourth column is column (c), permanentexperimental expenditures for U.S.development costs that X recognized as
difference; and the fifth column is columnincome tax purposes. During 2011, Xan expense in its financial statements.
(d), deduction per tax return. Every itemincurred $100,000 of research andAlso, X undertook to develop a new
listed on the attached schedule for line 30development costs that X recognized asmachine for its business. X expended
must always have columns (a) + (b) + (c)an expense for both financial accounting$30,000 on the project of which $10,000
= (d). Each item with amounts in columnspurposes and U.S. income tax purposes.represents actual costs of material, labor
(a), (b), (c), and (d) will be totaled andA portion of such expenses were creditand component cost to construct the
included as one line on line 30 of the faceeligible expenses, and, as a result, Xmachine, and $20,000 represents
of the schedule.reported and claimed research credit ofresearch costs not attributable to the

$1,000. X did not make the reduced creditmachine itself. X capitalized all costs of Comprehensive income. If any
election under section 280C. Accordingly,$30,000 related to the machine and “comprehensive income” as defined by
since X’s financial accounting methodrecognized $6,000 of depreciation SFAS No. 130 is reported on this line,
does not specify otherwise, X must reportexpense in its financial statements. X’s describe the item(s) in detail as, for
$100,000 in column (a), ($1,000)depreciation expense on the $10,000 of example, “Foreign currency translation
(reduction of research and experimentalcosts related to the machine itself was adjustments – comprehensive income”
expenditures to the extent of the credit$2,000 for U.S. income tax purposes. and “Gains and losses on
amount) in column (b) and $99,000 inAccordingly, X must report $50,000 in available-for-sale securities –
column (d).column (a), $20,000 (research costs comprehensive income.”
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Reserves and contingent liabilities. III. For example, the expense for a months. For U.S. income tax purposes, Q
Report on line 30 amounts related to the reserve for inventory obsolescence must deducts the insurance premium when
change in each reserve or contingent be reported on Part II, line 15. paid and amortizes the advertising over
liability that is not required to be reported the 12-month period. In its financial

Example 22. Partnership Q is aelsewhere on Schedule M-3. Report on statements, Q treats the differences
calendar year partnership that wasline 30, column (a), expenses included in attributable to the financial statement
required to file Schedule M-3 for its 2010net income reported on Part I, line 11, treatment and U.S. income tax treatment
tax year and is required to file Schedulethat are related to reserves and of the prepaid insurance and advertising
M-3 for its 2011 tax year. On July 1 ofcontingent liabilities. Report on line 30, as temporary differences.
each year, Q has a fixed liability for itscolumn (d), amounts related to liabilities
annual insurance premiums that providesfor reserves and contingent liabilities that

Q also has a Legal reserve wherea 12-month coverage period beginningare deductible in the current tax year for
$300,000 was expensed for financialJuly 1 through June 30. In addition, QU.S. income tax purposes. Examples of
accounting purposes and a ($100,000)historically prepays 12 months ofitems that must be reported on line 30
temporary difference was calculated toadvertising expense on July 1. On July 1,include warranty reserves, restructuring
arrive at the income tax deduction of2011, Q prepays its insurance premium ofreserves, reserves for discontinued
$200,000. The schedule attached to Q’s$500,000 and advertising expenses ofoperations, and reserves for acquisitions
return for Part III, line 30 must be$800,000. For financial accountingand dispositions. Only report on line 30
separately stated and adequatelypurposes, Q capitalizes and amortizes theitems that are not required to be reported

prepaid insurance and advertising over 12 disclosed as follows:elsewhere on Schedule M-3, Parts II and

Column (a)
 Expense per Income Column (b) Column (c) Column (d)

Description Statement Temporary Difference Permanent Difference  Deduction per Tax Return

Prepaid Insurance premium
expenses not capitalized $250,000 $250,000 -0- $500,000

Legal Expense Reserve  300,000 (100,000) -0-  200,000

Total Line 30 $550,000 $150,000 -0- $700,000

parentheses) and negative amounts as million). Similarly, if line 31, column (b),Line 31. Total Expense/
positive. For example, if line 31, column reflects an amount of ($50,000), thenDeduction Items
(a), reflects an amount of $1 million, then report on Part II, line 24, column (b),

Enter on Part II, line 24, columns (a) report on Part II, line 24, column (a), ($1 $50,000.
through (d), as applicable, positive
amounts from line 31 as negative (in
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