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Department of the Treasury
Internal Revenue Service2011

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

Section references are to the Internal the Treasury, Internal Revenue Service Other Issues Affecting
Revenue Code unless otherwise noted. Center, Ogden, UT 84201-0013. Schedule M-3 FilingGeneral Instructions RequirementsWho Must File

If a corporation was required to fileWhat’s New Any corporation required to file Form Schedule M-3 for the preceding tax
1120S, U.S. Income Tax Return for an• An attachment to support the year, but reports on Schedule L of

information reported on Part III, line 29, S Corporation, that reports on Schedule Form 1120S total assets at the end of
Research and development costs, is no L of Form 1120S total assets at the end the current tax year of less than $10
longer required. million, the corporation is not requiredof the corporation’s tax year that equal• Instructions for Part I, line 12, clarify to file Schedule M-3 for the current taxor exceed $10 million must complete
that assets and liabilities must be year. The corporation may either (a) fileand file Schedule M-3 instead ofreported on lines 12a-12d as positive Schedule M-3, or (b) file Schedule M-1,Schedule M-1, Reconciliation of Incomeamounts. for the current tax year. However, if the(Loss) per Books With Income (Loss)• Instructions have been added to corporation chooses to file Scheduleper Return. A U.S. corporation filingclarify reporting by traders in securities M-1 for the current tax year, and for a

Form 1120S that is not required to fileor commodities that have made a valid subsequent tax year the corporation is
Schedule M-3 may voluntarily fileelection under section 475(f) to use the required to file Schedule M-3, the

mark-to-market method to account for Schedule M-3 instead of Schedule M-1. corporation must complete Schedule
securities or commodities. SeeTraders A corporation filing Schedule M-3 must M-3 in its entirety (Part I and all
in securities and commodities under the check the box on Form 1120S, item C, columns in Parts II and III) for that
instructions for Part II, line 14, for more subsequent tax year.indicating that Schedule M-3 is
information. attached (whether required or For purposes of determining whether• The IRS has created a page on voluntary). A corporation filing Schedule the corporation has total assets at theIRS.gov for information about Schedule end of the current tax year of $10M-3 must not file Schedule M-1.M-3 (Form 1120S) and its instructions million or more, the corporation’s totalat www.irs.gov/form1120s. Information assets must be determined on anExample 1.about any future developments overall accrual method of accountingaffecting Schedule M-3 (such as 1. U.S. corporation A owns U.S. unless both of the following apply: (a)legislation enacted after we released it) subsidiary B and foreign subsidiary F. the tax return of the corporation iswill be posted on that page. For its 2011 tax year, A prepares prepared using an overall cash method

consolidated financial statements with of accounting, and (b) no includiblePurpose of Schedule B and F that report total assets of $12 entity in the U.S. tax return prepares or
Schedule M-3, Part I, asks certain is included in financial statementsmillion. A files a U.S. income tax return
questions about the corporation’s prepared on an accrual basis.with B (a corporation that has made a
financial statements and reconciles qualified subchapter S subsidiary Note. See the instructions for Part I,
financial statement worldwide net line 1, for a discussion of non-tax-basiselection) and reports total assets onincome (loss) for the corporation (or income statements and relatedSchedule L of $8 million. A’s U.S. taxconsolidated financial statement group, non-tax-basis balance sheets to begroup is not required to file Scheduleif applicable), as reported on Part I, line used in the preparation of ScheduleM-3 for the 2011 tax year.4a, to income (loss) per the income M-3 and of Form 1120S, Schedule L.
statement of the corporation for U.S. 2. U.S. corporation C owns U.S.
income tax purposes, as reported on subsidiary D. For its 2011 tax year, C Schedule LPart I, line 11. prepares consolidated financial

If a non-tax-basis income statementstatements with D, but C and D fileSchedule M-3 Parts II and III and related non-tax-basis balancereconcile financial statement net separate U.S. income tax returns. The sheet is prepared for any purpose for aincome (loss) for the U.S. tax return consolidated accrual basis financial period ending with or within the tax(per Schedule M-3, Part I, line 11) to statements for C and D report total year, Schedule L must be preparedtotal income (loss) on Form 1120S, assets at the end of the tax year of $12 showing non-tax-basis amounts. SeeSchedule K, line 18. million after intercompany eliminations. the instructions for Part I, line 1, for a
C reports separate company total discussion of non-tax-basis incomeWhere To File statements and related non-tax-basisyear-end assets on its Schedule L of $7

If the corporation is required to file (or balance sheets prepared for anymillion. D reports separate company
voluntarily files) Schedule M-3 (Form purpose and the impact on thetotal year-end assets on its Schedule L
1120S), the corporation must file Form selection of the income statement usedof $6 million. Neither C nor D is
1120S and all attachments and for Schedule M-3 and the relatedrequired to file Schedule M-3 for the
schedules, including Schedule M-3 non-tax-basis balance sheet amounts2011 tax year.(Form 1120S), with the Department of that must be used for Schedule L.

Cat. No. 48245BNov 22, 2011
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Total assets shown on Schedule L, be separately reported on Schedule partnership interests owned or deemed
line 15, column (d), must equal the total M-3 except, if required, on Part I, line to be owned under these instructions
assets of the corporation as of the last 7a, 7b, or line 7c. On Schedule M-3, by the partnership during the
day of the tax year, and must be the Parts II and III, any item of income, partnership tax year; and
same total assets reported by the gain, loss, deduction, or credit of a 5.  The beneficial owner of 50
corporation in the non-tax-basis disregarded entity must be reported as percent or more of the beneficial
financial statements, if any, used for an item of its owner. In particular, the interest of a trust or nominee
Schedule M-3. If the corporation does income or loss of a disregarded entity arrangement on any day of the trust or
not prepare non-tax-basis financial must not be reported on Part II, lines 7, nominee arrangement tax year is
statements, Schedule L must be based 8, or 9 as from a separate partnership deemed to own all corporate and
on the corporation’s books and records. or other pass-through. The financial partnership interests owned or deemed
The Schedule L balance sheet can statement income or loss of a to be owned under these instructions
show tax-basis balance sheet amounts disregarded entity other than a qualified by the trust or nominee arrangement.
if the corporation is allowed to use subchapter S subsidiary (QSub) is

A reportable entity partner withbooks and records for Schedule M-3 included on Part I, line 7b, if and only if
respect to a partnership (as definedand the corporation’s books and its financial statement income or loss is
above) must report the following to therecords reflect only tax-basis amounts. included on Part I, line 11, but not on
partnership within 30 days of firstPart I, line 4a. The financial statementGenerally, total assets at the becoming a reportable entity partnerincome or loss of a QSub is included onbeginning of the year (Schedule L, line and, after first reporting to thePart I, line 7c, if and only if its financial15, column (b)) must equal total assets partnership under these instructions,statement income or loss is included onat the close of the prior year (Schedule thereafter within 30 days of the date ofPart I, line 11, but not on Part I, line 4a.L, line 15, column (d)). For each any change in the interest it owns or isQualified Subchapter S SubsidiariesSchedule L balance sheet item reported deemed to own, directly or indirectly,(QSubs). Because a QSub is afor which there is a difference between under these instructions, in thedisregarded entity, for purposes ofthe current opening balance sheet partnership.Schedule M-3, Schedule L, and the taxamount and the prior closing balance

1. Name.return in general, the subsidiary issheet amount, attach a schedule that
2. Mailing address.deemed to have liquidated into thereports the balance sheet item, the
3. Taxpayer identification numberparent S corporation. As such, allprior closing amount, the current

(TIN or EIN), if applicable.QSubs are treated as divisions of the Sopening amount, and a short
4. Entity or organization type.corporation parent and they must notexplanation of the difference. In
5. State or country in which it isbe separately reported on Scheduleparticular, indicate if the differences

organized.M-3 except, if required, on Part I, lineoccurred because of acquisitions or
6. Date on which it first became a7c.mergers.

reportable entity partner.
For purposes of measuring total 7. Date with respect to which it isReportable Entity Partner

assets at the end of the year, the reporting a change in its ownershipReporting Responsibilities
corporation’s assets may not be netted interest in the partnership, if applicable.

A reportable entity partner with respector reduced by the corporation’s 8.  The interest in the partnership it
to a partnership filing Form 1065 is anliabilities. In addition, total assets may owns or is deemed to own in the
entity that (1) owns or is deemed undernot be reported as a negative amount. partnership, directly or indirectly (as
these instructions to own, directly orIf Schedule L is prepared on a defined under these instructions) as of
indirectly, a 50 percent or greaternon-tax-basis method, an investment in the date with respect to which it is
interest in the income, loss, or capital ofa partnership may be shown as reporting.
the partnership on any day of the taxappropriate under the corporation’s 9. Any change in that interest as of
year and (2) was required to completenon-tax-basis method of accounting, the date with respect to which it is
Schedule M-3 on its most recently filedincluding, if required by the reporting.
U.S. income tax return or return ofcorporation’s reporting methodology,
income filed prior to that day. The reportable entity partner mustthe equity method of accounting for

retain copies of required reports itinvestments. If Schedule L is prepared For the purposes of these
makes to partnerships under theseon a tax-basis method, an investment instructions:
instructions. Each partnership mustby the corporation in a partnership must 1.  The parent corporation of a
retain copies of the required reports itbe shown as an asset and measured consolidated tax group is deemed to
receives under these instructions fromby the corporation’s adjusted basis in own all corporate and partnership
reportable entity partners.its partnership interest. Any liabilities interests owned or deemed to be

contributing to such adjusted basis owned under these instructions by any Example 2.  A, a limited liability
must be shown on Schedule L as member of the tax consolidated group; company (LLC) filing a Form 1065 for
corporate liabilities. In any event, any 2. The owner of a disregarded entity 2011, is owned 50 percent by U.S.
investments or other assets reported on is deemed to own all corporate and corporation Z which files Form 1120S.
Schedule L can never be reported as partnership interests owned or deemed A owns 50 percent of each of B, C, D,
negative amounts. to be owned under these instructions and E, each also an LLC filing a Form

by the disregarded entity; 1065 for calendar year 2011. Z was first
3. The owner of 50 percent or more required to complete Schedule M-3Entity Considerations for

of a corporation by vote on any day of (Form 1120S) for its corporate tax yearSchedule M-3 the corporation tax year is deemed to ended December 31, 2010, and filed its
For purposes of Schedule M-3, own all corporate and partnership Form 1120S with Schedule M-3 for
references to the classification of an interests owned or deemed to be 2010 on September 15, 2011. As of
entity (for example, as a corporation, a owned under these instructions by the September 16, 2011, Z was a
partnership, or a trust) are references to corporation during the corporation tax reportable entity partner with respect to
the treatment of the entity for U.S. year; A and, through A, with respect to B, C,
income tax purposes. An entity that 4. The owner of 50 percent or more D, and E. On October 5, 2011, Z
generally is disregarded as separate of partnership income, loss, or capital reports to A, B, C, D, and E, as it is
from its owner for U.S. income tax on any day of the partnership tax year required to do within 30 days of
purposes (disregarded entity) must not is deemed to own all corporate and September 16, that Z is a reportable
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entity partner directly owning (with and presented to management, Schedule M-3. Answer “Yes” on lines
respect to A) or deemed to own creditors, shareholders, government 3a and/or 3b if the corporation’s annual
indirectly (with respect to B, C, D, and regulators, or any other third parties for income statement has been restated for
E) a 50 percent interest. Therefore, a period ending with or within the tax any reason. Attach a short explanation
because Z was a reportable entity year. of the reasons for the restatement in
partner for 2011, each of A, B, C, D, net income for each annual incomeIf a non-tax-basis income statementand E is required to complete Schedule statement period that is restated,is prepared that is a certifiedM-3 (Form 1065) for 2011, regardless including the original amount andnon-tax-basis income statement for theof whether they would otherwise be restated amount of each annualperiod ending with or within the taxrequired to complete Schedule M-3 for statement period’s net income.year, the corporation must check “Yes”that year. for Part I, line 1a, and use that income Line 4. Worldwidestatement for Schedule M-3. If noCompletion of Schedule Consolidated Net Incomecertified non-tax-basis income

statement is prepared but an unaudited (Loss) per Income StatementM-3
non-tax-basis income statement is Report on Part I, line 4a, the worldwideA corporation required to file Schedule prepared for the period ending with or consolidated net income (loss) per theM-3 must complete the form in its within the tax year, the corporation income statement (or books andentirety. At the time the Form 1120S is must check “Yes” for Part I, line 1b, and records, if applicable) of thefiled, all applicable questions must be use that income statement for Schedule corporation.answered on Part I, all columns must M-3.

be completed on Parts II and III, and all In completing Schedule M-3, theOrder of priority in accountingnumerical data required by Schedule corporation must use financialstandards.  If two or moreM-3 must be provided. Any schedule statement amounts from the financialnon-tax-basis income statements arerequired to support a line item on statement type checked “Yes” on Part I,both certified non-tax-basis incomeSchedule M-3 must be attached at the line 1, or from its books and records ifstatements for the period, the incometime Schedule M-3 is filed and must Part I, line 1b, is checked “No.”statement prepared according to theprovide the information required for that
following order of priority in accounting If a corporation preparesline item.
standards shall be used. non-tax-basis financial statements, the

amount on line 4a must equal the1. U.S. Generally Accepted
financial statement net income (loss) forAccounting Principles (GAAP).Specific Instructions the income statement period ending2. International Financial Reporting
with or within the tax year as indicatedStandards (IFRS).for Part I on Part I, line 2.3. Any other International

Accounting Standards (IAS). If the corporation preparesPart I. Financial 4. Other regulatory accrual non-tax-basis financial statements andaccounting.Information and Net the income statement period differs5. Any other accrual accounting from the corporation’s tax year, thestandard.Income (Loss) income statement period indicated on6. Any fair market value standard. Part I, line 2, applies for purposes ofReconciliation 7. Any cash basis standard. Part I, lines 4 through 8.
When To Complete Part I If no non-tax-basis income statement If the corporation does not prepare

is certified and two or more non-tax-basis financial statements andPart I must be completed for any tax
non-tax-basis income statements are has checked “No” on Part I, line 1b,year for which the corporation files
prepared, the income statement enter the net income (loss) per theSchedule M-3.
prepared according to the first listed of books and records of the U.S.

Line 1. Questions Regarding the accounting standards listed above corporation on Part I, line 4a.
shall be used.the Type of Income Indicate on Part I, line 4b, which of

Statement Prepared If no non-tax-basis financial the following accounting standards
statements are prepared for a U.S. were used for line 4a.For Part I, lines 1 through 12, use only
corporation filing Schedule M-3 (Formthe financial statements of the U.S. 1. U.S. Generally Accepted
1120S), the U.S. corporation mustcorporation filing the U.S. income tax Accounting Principles (GAAP).
check “No” on questions 1a and 1b,return. 2. International Financial Reporting
skip Part I, lines 2, 3a, and 3b, and Standards (IFRS).Non-Tax-Basis Financial enter the net income (loss) per the 3. Tax basis.
books and records of the U.S.Statements and Tax-Basis 4. Other (Specify).
corporation on Part I, line 4a.Financial Statements

A tax-basis income statement is Report on Part I, lines 5a through 10,Lines 2 and 3. Questionsallowed for Schedule M-3 and a as instructed below, all adjustment
Regarding Income Statementtax-basis balance sheet for Schedule L amounts required to adjust worldwide

only if no non-tax-basis income net income (loss) reported on this PartPeriod and Restatements
statement and no non-tax-basis I, line 4a (whether from financialEnter the beginning and ending datesbalance sheet was prepared for any statements or books and records), toon line 2 for the corporation’s annualpurpose and the books and records of net income (loss) of the corporation thatincome statement period ending with orthe corporation reflect only tax-basis must be reported on Part I, line 11.within the current tax year.amounts. The corporation is deemed to Report on line 12a the worldwide
have non-tax-basis income statements The questions on Part I, lines 3a and consolidated total assets and total
and the related non-tax-basis balance 3b, regarding income statement liabilities amounts for the corporation
sheets for the current tax year for restatements refer to the worldwide using the same financial statements (or
purposes of Schedule M-3 and consolidated income statement issued book and records) used for the
Schedule L if such non-tax-basis by the corporation filing the U.S. worldwide consolidated income (loss)
financial statements were prepared for income tax return and used to prepare amount reported on line 4a.
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includible entity in the U.S. tax return not included on Part 1 line 4a, but isLine 5. Net Income (Loss) of
(nonincludible U.S. entity). In addition, included in Part I, line 11 (other foreignNonincludible Foreign on Part I, line 8, adjust for consolidation disregarded entities). Include on line 7b

Entities eliminations and correct for minority or 7c the financial net income or (loss)
interest and intercompany dividends of each disregarded entity in the U.S.Remove the financial net income (line
between any nonincludible U.S. entity tax return that is not included in the5a) or loss (line 5b) of each foreign
and any includible entity. Do not consolidated financial group andentity that is included on line 4a and is
remove in Part I the financial net therefore not included in the incomenot an includible entity in the U.S. tax
income (loss) of any nonincludible U.S. reported on Part I, line 4a. Include onreturn (nonincludible foreign entity). In
entity accounted for on line 4a using line 7b the financial income of any U.S.addition, on Part I, line 8, adjust for
the equity method. disregarded entity that is not a qualifiedconsolidation eliminations and correct

subchapter S subsidiary (QSub) or afor minority interest and intercompany Attach a supporting schedule that
dividends between any nonincludible foreign disregarded entity and that isprovides the name, EIN, and net
foreign entity and the entity filing Form not included in the income reported onincome (loss) included on line 4a that is
1120S. Do not remove in Part I the Part I, line 4a, but is included in Part I,removed on this line 6 for each
financial net income (loss) of any line 11 (other disregarded entities).separate nonincludible U.S. entity. Also
nonincludible foreign entity accounted Include on line 7c the financial incomestate the total assets and total liabilities
for on line 4a using the equity method. of any QSub that is not included in thefor each such separate nonincludible

income reported on line 4a, but isU.S. entity and include those assetsAttach a supporting schedule that
included on line 11 (other QSub). Inand liabilities amounts in the totalprovides the name, EIN (if applicable),
addition, on Part I, line 8, adjust forassets and total liabilities reported onand net income (loss) included on line
consolidation eliminations and correctPart I line 12c. The amounts of income4a that is removed on this line 5 for
for minority interest and intercompany(loss) detailed on the supportingeach separate nonincludible foreign
dividends for any other disregardedschedule should be reported for eachentity. Also state the total assets and
entity or other QSub.separate nonincludible U.S. entitytotal liabilities for each such separate

without regard to the effect ofnonincludible foreign entity and include Attach a supporting schedule that
consolidation or elimination entries. Ifthose assets and liabilities amounts in provides the name, EIN, and net
there are consolidation or eliminationthe total assets and total liabilities income (loss) per the financial
entries relating to nonincludible U.S.reported on Part I line 12b. The statement or books and records on this
entities whose income (loss) is reportedamounts of income (loss) detailed on line 7 for each separate otheron the attached schedule that are notthe supporting schedule should be disregarded entity or other QSub. Alsoreportable on Part I, line 8, the netreported for each separate state the total assets and total liabilitiesamounts of all such consolidation andnonincludible foreign entity without for each such separate included entityelimination entries must be reported onregard to the effect of consolidation or and include those assets and liabilitiesa separate line on the attachedelimination entries. If there are amounts in the total assets and totalschedule, so that the separate financialconsolidation or elimination entries liabilities reported on Part I line 12d.accounting income (loss) of eachrelating to nonincludible foreign entities The amounts of income (loss) detailednonincludible U.S. entity remainswhose income (loss) is reported on the on the supporting schedule should beseparately stated. For example, if theattached schedule that are not reported for each separate othernet income (after consolidation andreportable on Part I, line 8, the net disregarded entity or other QSubelimination entries) of a nonincludibleamounts of all such consolidation and without regard to the effect ofU.S. sub-consolidated group is beingelimination entries must be reported on consolidation or elimination entriesreported on line 6a, the attacheda separate line on the attached solely between or among the entitiessupporting schedule should report theschedule, so that the separate financial listed. If there are consolidation orincome (loss) of each separateaccounting income (loss) of each

elimination entries relating to such othernonincludible U.S. legal entity fromnonincludible foreign entity remains
disregarded entities or other QSubeach such entity’s own financialseparately stated.
whose income (loss) is reported on theaccounting net income statement orFor example, if the net income (after attached schedule that are notbooks and records, and anyconsolidation and elimination entries) of reportable on Part I, line 8, the netconsolidation or elimination entries (fora nonincludible foreign amounts of all such consolidation andintercompany dividends, minoritysub-consolidated group is being elimination entries must be reported oninterests, etc.) not reportable on Part I,reported on line 5a, the attached a separate line on the attachedline 8, should be reported on thesupporting schedule should report the schedule, so that the separate financialattached supporting schedule as a netincome (loss) of each separate accounting income (loss) of each otheramount on a line separate and apartnonincludible foreign legal entity from disregarded entity or other QSubfrom lines that report eacheach such entity’s own financial remains separately stated. Fornonincludible U.S. entity’s separate netaccounting net income statement or example, if the net income (afterincome (loss).books and records, and any consolidation and elimination entries) of

consolidation or elimination entries (for a sub-consolidated group of otherLines 7a, 7b, and 7c. Netintercompany dividends, minority disregarded entities is being reportedIncome (Loss) of otherinterests, etc.) not reportable on Part I, on line 7b, the attached supporting
line 8, should be reported on the Foreign Disregarded Entities, schedule should report the income
attached supporting schedule as a net (loss) of each separate otherNet Income (Loss) of Other
amount on a line separate and apart disregarded entity from each entity’sDisregarded Entities (Exceptfrom lines that report each own financial accounting net income
nonincludible foreign entity’s separate Qualified Subchapter S statement or books and records, and
net income (loss). Subsidiaries), and Net any consolidation or elimination entries

(for intercompany dividends, minorityIncome (Loss) of OtherLine 6. Net Income (Loss) of interests, etc.) not reportable on Part I,Qualified Subchapter SNonincludible U.S. Entities line 8, should be reported on the
Subsidiaries (QSubs) attached supporting schedule as a netRemove the financial net income (line

amount on a line separate and apart6a) or loss (line 6b) of each U.S. entity  Include on line 7a the financial income
from lines that report each otherthat is included on line 4a and is not an of any foreign disregarded entity that is

-4- Instructions for Schedule M-3 (Form 1120S)



Page 5 of 18 Instructions for Schedule M-3 (Form 1120S) 9:54 - 22-NOV-2011

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

disregarded entity’s separate net the nonincludible entity, the corporate the net income of entities not includible
income (loss). owner must reverse on Schedule M-3, in the U.S. income tax return. A

Part I, line 8, the elimination of the principal purpose of Schedule M-3 is toLine 8. Adjustment to equity income inclusion from entity. If report on this Part I, line 11, only the
the owner corporation does not account financial accounting net income of onlyEliminations of Transactions
for entity on the equity method on its the entities included in the U.S. incomeBetween Includible Entities
own general ledger, it will not have tax return.and Nonincludible Entities eliminated the equity income for Whether or not the corporationAdjustments on Part I, line 8, to reverse consolidated financial statement prepares financial statements, Part I,certain financial accounting purposes, and therefore will have no line 11, must include all items thatconsolidation or elimination entries are elimination of equity income to reverse. impact the net income (loss) of thenecessary to ensure that transactions The attached supporting schedule corporation even if they are notbetween includible entities and for Part I, line 8, must identify the type recorded in the profit and loss accountsnonincludible U.S. or foreign entities (for example, minority interest, in the corporation’s general ledger,are not eliminated, in order to report the intercompany dividends, etc.) and including, for example, all post-closingcorrect total amount on Part I, line 11. amount of consolidation or elimination adjusting entries (including workpaperAlso, additional consolidation entries entries reported, as well as the names adjustments) and dividend income orand elimination entries may be of the entities to which they pertain. It is other income received fromnecessary on Part I, line 8, related to not necessary, but it is permitted, to nonincludible entities. If the corporationtransactions between includible entities report intercompany eliminations that prepares unconsolidated financialthat are in the consolidated financial net to zero on Part I, line 8, such as statements using the same accountinggroup and other disregarded entities intercompany interest income and method used to determine worldwideand QSubs that are not in the expense. consolidated net income (loss) for Part Iconsolidated financial group but that

line 4a, and if it uses the equity methodare reported on Part I, line 7a, 7b, or Line 9. Adjustment To for investments, the amount reported7c, in order to report the correct total
on Part I line 11, will equal the amountReconcile Income Statementamount on Part I, line 11.
of the unconsolidated net income (loss)Period to Tax YearInclude on Part I, line 8, the total of reported on the unconsolidated

the following: (a) amounts of any Include on line 9 any adjustments financial statements. See Examples
adjustments to consolidation entries necessary to the income (loss) of 3B.3 and 3B.4.
and elimination entries that are includible entities to reconcile

Example 3A.  U.S. corporation Pcontained in the amount reported on differences between the corporation’s
files a Form 1120S U.S. tax return andPart I, line 4a, required as a result of income statement period reported on
prepares certified audited incomeremoving amounts on Part I, line 5 or 6; line 2 and the corporation’s tax year.
statements for GAAP. P owns 100% ofand (b) amounts of any additional Attach a schedule describing the
the stock of U.S. corporations DS1consolidation entries and elimination adjustment.
through DS75, between 51% and 99%entries that are required as a result of
of the stock of U.S. corporations DS76Line 10. Other Adjustmentsincluding amounts on Part I, line 7a, 7b,
through DS100, and 100% of the stockor 7c. This is necessary in order that To Reconcile to Amount on
of foreign entities FS1 through FS50. Pthe consolidation entries and Line 11 eliminates all dividend income fromintercompany elimination entries

Include on line 10 any other DS1 through DS100 and FS1 throughincluded in the amount reported on Part
adjustments to reconcile net income FS50 in financial statementI, line 11, are only those applicable to
(loss) on Part I, line 4a, through Part I, consolidation entries. Furthermore, Pthe financial net income (loss) of
line 9, with net income (loss) on Part I, eliminates the minority interestincludible entities for the financial
line 11. ownership, if any, of DS76 throughstatement period. For example,

DS100 in financial statementadjustments must be reported on line 8 For any adjustments reported on
consolidation entries.to remove minority interest and to Part I, line 10, attach a supporting

reverse the elimination of intercompany schedule with an explanation of each P must check “Yes” on Part I, line
dividends included on Part I, line 4a, net adjustment included on line 10. 1a. On Part I, line 4a, P must report the
that relate to the net income of entities consolidated net income for the
removed on Part I, line 5 or 6, because Line 11. Net Income (Loss) consolidated financial statement group
the income to which the consolidation of P, DS1 through DS100, and FS1per Income Statement of the
or elimination entries relate has been through FS50. P must remove the netCorporationremoved. Also, for example, income (loss) of FS1 through FS50 on

Report on line 11 the net income (loss)consolidation or elimination entries Part I, lines 5a or 5b, as applicable, and
per the income statement (or booksmust be reported on line 8 to eliminate remove on Part I, lines 6a or 6b, as
and records, if applicable) of theany intercompany dividends between applicable, any net income (loss) from
corporation. Amounts reported inentities whose income is included on DS1 through DS75 where a QSub
column (a) of Parts II and III (seePart I, line 7a, 7b, or 7c, and other election has not been made by P. P
instructions below) must be reported onentities included in the U.S. income tax must remove the net income (loss)
the same accounting method used toreturn. See Examples 3A, 3B, and 4 in before minority interests of DS76
report the amount of net income (loss)the instructions for line 11. through DS100 on Part I, lines 6a or 6b,
per income statement of the corporationIf a corporate owner of an interest in as applicable. P must reverse on Part I,
on Part I, line 11.another entity: (a) accounts for the line 8, the elimination of any

interest in entity in the owner Do not, in any event, report on this transactions between the includible
corporation’s separate general ledger line 11 the net income of entities not entity (P and any QSubs) and the
on the equity method, and (b) fully included in the U.S. income tax return nonincludible entities (DS1 through
consolidates entity in the owner for the tax year. For example, it is not DS75 with no QSub election, DS76
corporation’s consolidated financial permissible to remove the income of through DS100 and FS1 through
statements, but entity is not includible nonincludible entities on lines 5 and/or FS50), including dividends received
in the owner corporation’s U.S. income 6, above, then to add back such from non-QSub DS1 through DS75,
tax return, then, as part of reversing all income on lines 7 through 10, such that DS76 through DS100, and FS1 through
consolidation and elimination entries for the amount reported at line 11 includes FS50 and the minority interest’s share
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of the net income (loss) of DS76 separate general ledger on the equity expense must be removed by
through DS100. consolidation elimination entries.method. DS1 has net income of $100

(before minority interests) and paysP reports on Part I, line 11, the P must report its financial statement
dividends of $50, of which P receivesconsolidated financial statement net net income of $1,040 on Part I, line 4a,
$30. The dividend reduces P’sincome (loss) attributable to the and reports DS1’s net income of $100
investment in DS1 for equity methodcorporation and QSubs. Intercompany on Part I, line 7c. Then, in order to
reporting on P’s separate generaltransactions between the corporation reflect the full consolidation of the
ledger where P includes its 60% equityand the QSubs that had been financial accounting net income of P
share of DS1 income, which is $60. Ineliminated in the net income amount on and DS1 at Part I, line 11, the following
its financial statements, P eliminatesline 4a remain eliminated in the net consolidation and elimination entries
the DS1 equity method income of $60income amount on line 11. are reported on Part I, line 8: offsetting
and consolidates DS1, including $60 ofTransactions between the corporation entries to remove the $40 of interest
net income ($100 less the minorityand the nonincludible entities that are income received from DS1 included by
interest of $40) on Part I, line 4a.eliminated in the net income amount on P on line 4a, and to remove the $40 of

line 4a are included in the net income P must remove the $100 net income interest expense of DS1 included in line
amount on line 11 since the elimination of DS1 on Part I, line 6a. P must 7c for a net change of zero. The result
of those transactions were reversed on is that Part I, line 11, reports $1,140:reverse on Part I, line 8, the elimination
line 8. $1,040 from line 4a, and $100 from lineof the $40 minority interest net income

7c. Stated another way, Part I, line 11,of DS1 and the elimination of the $60 ofExample 3B.
includes the entire $1,000 net incomeDS1 equity income. The net result is1. U.S. corporation P owns 60% of of P, measured before recognition ofthat P includes the $60 of equitycorporation DS1 which is fully the intercompany interest income frommethod income from DS1 at Part I, lineconsolidated in P’s financial DS1 and the consolidation of DS111, and on Part II, line 5, column (a).statements. P does not account for operations, plus the entire $140 netP’s taxable dividend income from itsDS1 in P’s separate general ledger on income of DS1, measured beforeinvestment in DS1 must be reported onthe equity method. DS1 has net income interest expense to P. P’s U.S. incomePart II, line 6, column (d).of $100 (before minority interests) and tax group is not required to include on4. U.S. corporation C owns 60% ofpays dividends of $50, of which P the attached supporting schedule forthe capital and profits interests in U.S.receives $30. The dividend is Part I, line 8, the offsetting adjustmentLLC N. C accounts for N in C’seliminated in the consolidated financial to the intercompany elimination ofseparate general ledger on the equitystatements. In its financial statements, interest income and interest expensemethod. N has net income of $100P consolidates DS1 and includes $60 (though it is permitted to do so).(before minority interests) and makesof net income ($100 less the minority

no distributions during the tax year. Cinterest of $40) on Part I, line 4a. Line 12. Total Assets andtreats N as a corporation for financialP must remove the $100 net income Liabilities of Entitiesstatement purposes and as aof DS1 on Part I, line 6a. P must
partnership for U.S. income tax Included or Removed on Partreverse on Part I, line 8, the elimination
purposes. For equity method reportingof the $40 minority interest net income I Lines 4, 5, 6, and 7
on C’s separate general ledger, Cof DS1. In addition, P reverses its Line 12 must be completed by allincludes its 60% equity share of Nelimination of the $30 intercompany corporations that file Schedule M-3.income, which is $60. In its financialdividend in its financial statements on Report on lines 12a, 12b, 12c, and 12dstatements, C eliminates the $60 of NPart I, line 8. The net result is that P the total amount (not just thenet income ($100 less the minorityincludes the $30 dividend from DS1 at corporation’s share) of assets andinterest of $40) on Part I, line 4a.Part I, line 11, and on Part II, line 6, liabilities of entities included or removed

C must remove the $100 net incomecolumn (a). P’s taxable dividend income on Part I, lines 4, 5, 6, and 7. Assets
of N on Part I, line 6a. C must reversefrom DS1 must be reported on Part II, and liabilities reported on lines 12a
on Part I, line 8, the elimination of theline 6, column (d). through 12d must be reported as
$40 minority interest net income of N2. U.S. corporation C owns 60% of positive amounts.
and the elimination of the $60 of Nthe capital and profits interests in U.S.

On line 12a, enter the worldwideequity method income. The result isLLC N. C does not account for N in C’s
consolidated total assets and totalthat C includes the $60 of equityseparate general ledger on the equity
liabilities of all of the entities included inmethod income for N on Part I, line 11,method. N has net income of $100
computing Part I, line 4a. On line 12b,and on Part II, line 7, column (a). C’s(before minority interests) and makes
enter the total assets and total liabilitiestaxable income from N must beno distributions during the tax year. C
of the entities removed in completingtreats N as a corporation for financial reported by C on Part II, line 7, column
Part I, line 5. On line 12c, enter the totalstatement purposes and as a (d).
assets and total liabilities removed inpartnership for U.S. income tax
completing Part I, line 6. On line 12d,purposes. In its financial statements, C Example 4. U.S. corporation P enter total assets and total liabilitiesconsolidates N and includes $60 of net owns 100% of the stock of QSub included in completing Part I, line 7.income ($100 less the minority interest corporation DS1. DS1 is included in P’s

of $40) on Part I, line 4a. federal income tax return, even though
DS1 is not included in P’s consolidatedC must remove the $100 net income Specific Instructions forfinancial statements on either aof N on Part I, line 6a. C must reverse
consolidated basis or on the equityon Part I, line 8, the elimination of the Parts II and III
method. DS1 has current year net$40 minority interest net income of N.
income of $100 after taking intoThe result is that C includes no income General Format of Parts IIaccount its $40 interest payment to P.for N either on Part I, line 11, or on Part

and IIIP has net income of $1,040 afterII, line 7, column (a). C’s taxable
recognition of the interest income fromincome from N must be reported by C For each line item in Parts II and III,
DS1. Because DS1 is a QSub, 100% ofon Part II, line 7, column d. report in column (a) the amount of net
the net income of both P and DS1 must3. U.S. corporation P owns 60% of income (loss) included in Part I, line 11,
be reported on Form 1120S of P’s U.S.corporation DS1, which is fully and report in column (d) the amount
income tax return, and theconsolidated in P’s financial included in total income (loss) on Form
intercompany interest income andstatements. P accounts for DS1 in P’s 1120S, Schedule K, line 18.
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Note. A schedule or explanation may temporary for GAAP) must be reported column (d). B must report the goodwill
be attached to any line even if none is in column (c). Generally, pursuant to impairment on Part III, line 19, and
required. GAAP, a temporary difference affects report $5,000 in column (a), a

(creates, increases, or decreases) a permanent difference of ($5,000) in
When To Complete Columns deferred tax asset or liability. column (c), and $0 in column (d).
(a) and (d) If the corporation does not prepare Reporting Requirementsfinancial statements, or the financialA corporation is not required to

statements are not prepared incomplete columns (a) and (d) of Parts II for Parts II and IIIaccordance with GAAP, report inand III for the first tax year the
column (b) any difference that thecorporation is required to file Schedule General Reportingcorporation believes will reverse in aM-3. However, the corporation must

Requirementsfuture tax year (that is, have ancomplete columns (a) and (d) for all tax
opposite effect on total income (loss) inyears subsequent to the first tax year If an amount is attributable to a
a future tax year (or years) due to thethe corporation is required to file reportable transaction described in
difference in timing of recognition forSchedule M-3. Regulations section 1.6011-4(b), the
financial accounting and U.S. income amount must be reported in columnsIf, for any tax year (or tax years)
tax purposes) or is the reversal of such (a), (b), (c), and (d), as applicable, ofprior to the first tax year a corporation is
a difference that arose in a prior tax Part II, line 10, regardless of whetherrequired to file Schedule M-3, a
year. Report in column (c) any the amount would otherwise becorporation voluntarily files Schedule
difference that the corporation believes reported on Part II or Part III ofM-3 instead of Schedule M-1, then in
will not reverse in a future tax year (and Schedule M-3. Thus, if a taxpayer isthose voluntary filing years the
is not the reversal of such a difference required to file Form 8886, Reportablecorporation is not required to complete
that arose in a prior tax year). Transaction Disclosure Statement, thecolumns (a) and (d) of Parts II and III.

amounts attributable to that reportableIn addition, in the first tax year the If the corporation is unable to
transaction must be reported on Part II,corporation is required to file Schedule determine whether a difference
line 10.M-3, the corporation is not required to between column (a) and column (d) for

complete columns (a) and (d) of Parts II an item will reverse in a future tax year A corporation is required to report in
and III. or is the reversal of a difference that column (a) of Parts II and III the amount

arose in a prior tax year, report the of any item specifically listed onIf a corporation chooses not to
difference for that item in column (c). Schedule M-3 that is in any mannercomplete columns (a) and (d) of Parts II

included in the corporation’s currentand III in the first tax year the Example 5. For the 2010, 2011,
year financial statement net incomecorporation is required to file Schedule and 2012 tax years, corporation A has
(loss) or in an income or expenseM-3 (or in any year in which the total assets on the last day of the tax
account maintained in the corporation’scorporation voluntarily files Schedule year as reported on Schedule L, line
books and records, even if there is noM-3), then Part II, line 26, is reconciled 15, column (d), of $8 million, $11
difference between that amount and theby the corporation in the following million, and $12 million, respectively. A
amount included in total income (loss)manner: is required to file Schedule M-3 for its
unless (a) otherwise provided in these2011 and 2012 tax years.1. Report the amount from Part I, instructions or (b) the amount isline 11, on Part II, line 26, column (a); For A’s 2011 tax year, the first tax attributable to a reportable transaction2. Leave blank Part II, lines 1 year that A is required to file Schedule described in Regulations sectionthrough 25, columns (a) and (d); M-3, A is only required to complete Part 1.6011-4(b) and is therefore reported3. Leave blank Part III, columns (a) I and columns (b) and (c) of Parts II and on Part II, line 10. For example, withand (d); and III. the exception of interest income4. Report on Part II, line 26, column reflected on a Schedule K-1 receivedFor A’s 2012 tax year, A is required(d), the sum of Part II, line 26, columns by a corporation as a result of theto complete Schedule M-3 in its(a), (b), and (c). corporation’s investment in aentirety.
partnership or other pass-throughNote. Part II, line 26, column (d), must Example 6. Corporation B is a U.S.
entity, all interest income included onequal the amount on Form 1120S, corporation that files a U.S. tax return
Part I, line 11, whether from affiliatedSchedule K, line 18. and prepares GAAP financial
companies, third parties, banks, orstatements. In prior years, B acquired
other entities, whether from foreign orWhen To Complete Columns intellectual property (IP) and goodwill.
domestic sources, whether taxable orThe IP is amortizable for both U.S.(b) and (c) exempt from tax, and whether classifiedincome tax and financial statementColumns (b) and (c) of Parts II and III as some other type of income for U.S.purposes. In the current year, B’smust be completed for any tax year for income tax purposes (such asannual amortization expense for IP iswhich the corporation files Schedule dividends), must be included on Part II,$9,000 for U.S. income tax purposesM-3. line 11, column (a). Likewise, all finesand $6,000 for financial statement
and penalties included in Part I, line 11,For any item of income, gain, loss, purposes. In its financial statements, B
paid to a government or other authorityexpense, or deduction for which there treats the difference in IP amortization
for the violation of any law for whichis a difference between columns (a) as a temporary difference. The goodwill
fines or penalties are assessed must beand (d), the portion of the difference is not amortizable for U.S. income tax
included on Part III, line 9, column (a),that is temporary must be entered in purposes and is subject to impairment
regardless of the government authoritycolumn (b) and the portion of the for financial statement purposes. In the
that imposed the fines or penalties,difference that is permanent must be current year, B records an impairment
regardless of whether the fines orentered in column (c). charge on the goodwill of $5,000. In its
penalties are civil or criminal,If financial statements are prepared financial statements, B treats the
regardless of the classification,by the corporation in accordance with goodwill impairment as a permanent
nomenclature, or terminology attachedgenerally accepted accounting difference. B must report the
to the fines or penalties by the imposingprinciples (GAAP), differences that are amortization attributable to the IP on
authority in its actions or documents.treated as temporary for GAAP must be Part III, line 21, and report $6,000 in

reported in column (b) and differences column (a), a temporary difference of If a corporation would be required to
that are permanent (that is, not $3,000 in column (b), and $9,000 in report in column (a) of Parts II and III
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the amount of any item specifically regardless of whether there is a The description for each amount
listed on Schedule M-3 in accordance difference for the item. If there is a entered in column (a) must be readily
with the preceding paragraph, except difference for the expense item, or only identifiable to the name of the account
that the corporation has capitalized the a portion of the expense item has a in the financial statements or books and
item of income or expense and reports difference and a portion of the item records of the taxpayer, under which
the amount in its financial statement does not have a difference and the item the amount in column (a) was recorded
balance sheet or in asset and liability is not described in Part III, lines 1 in the accounting records. Also, the
accounts maintained in the through 28, report and describe the description for each amount entered in
corporation’s books and records, the entire amount of the item on Part III, column (a) must include detailed
corporation must report the proper tax line 31. information supporting each adjustment
treatment of the item in columns (b), reported in columns (b) and (c),If there is no difference between the(c), and (d), as applicable. including how the adjustment isfinancial accounting amount and the identified in the accounting records.Furthermore, in applying the two taxable amount of an entire item of The entire description is considered thepreceding paragraphs, a corporation is income, loss, expense, or deduction tax description for the amount reportedrequired to report in column (a) of Parts and the item is not described or in column (d) for each item reported onII and III the amount of any item included in Part II, lines 1 through 21, Part II, line 22, or Part III, line 31.specifically listed on Schedule M-3 that or Part III, lines 1 through 28, report the
is included in the corporation’s financial entire amount of the item in columns (a) Each description should adequately
statements or exists in the corporation’s and (d) of Part II, line 25. describe all four columns of Part II, line
books and records, regardless of the 22, or Part III, line 31. If additionalSeparately stated and adequatelynomenclature associated with that item information is required to provide andisclosed. Each difference reported inin the financial statements or books and acceptable description, provide aParts II and III must be separatelyrecords. Accurate completion of supporting attachment.stated and adequately disclosed. InSchedule M-3 requires reporting general, a difference is adequately Example 7. Corporation C is aamounts according to the substantive disclosed if the difference is labeled in calendar year taxpayer that placed innature of the specific line items a manner that clearly identifies the item service ten depreciable fixed assets inincluded in Schedule M-3 and or transaction from which the difference 2005. C was required to file Scheduleconsistent reporting of all transactions arises. For further guidance about M-3 for its 2010 tax year and isof like substantive nature that occurred adequate disclosure, see Regulations required to file Schedule M-3 for itsduring the tax year. For example, all section 1.6662-4(f). If a specific item of 2011 tax year. C’s total depreciationexpense amounts that are included in income, gain, loss, expense, or expense for its 2011 tax year for five ofthe financial statements or exist in the deduction is described on Part II, lines the assets is $50,000 for incomebooks and records that represent some 7 through 21, or Part III, lines 1 through statement purposes and $70,000 forform of “Bad debt expense,” must be 28, and the line does not indicate to U.S. income tax purposes. C’s totalreported on Part III, line 25, in column “attach schedule” or “attach details,” annual depreciation expense for its(a), regardless of whether the amounts and the specific instructions for the line 2011 tax year for the other five assetsare recorded or stated under different do not call for an attachment of a is $40,000 for income statementnomenclature in the financial schedule or statement, then the item is purposes and $30,000 for U.S. incomestatements or the books and records considered separately stated and tax purposes. In its financialsuch as: “Provision for doubtful adequately disclosed if the item is statements, C treats the differencesaccounts”; “Expense for uncollectible reported on the applicable line and the between financial statement and U.S.notes receivable”; or “Impairment of amount(s) of the item(s) are reported in income tax depreciation expense astrade accounts receivable.” Likewise, the applicable columns of the giving rise to temporary differences thatas stated in the preceding paragraph, applicable line. See the instructions for will reverse in future years. C mustall fines and penalties must be included Part II, lines 1 through 6, for specific combine all of its depreciationon Part III, line 9, column (a), additional information required to be adjustments. Accordingly, C mustregardless of the terminology or provided for these particular lines. report on Part III, line 24, for its 2011nomenclature attached to them by the tax year income statement depreciationNote. A schedule or explanation maycorporation in its books and records or expense of $90,000 in column (a), abe attached to any line even if none isfinancial statements. temporary difference of $10,000 inrequired.With limited exceptions, Part II column (b), and U.S. income tax

Except as otherwise provided,includes lines for specific items of depreciation expense of $100,000 in
differences for the same item must beincome, gain, or loss (income items). column (d).
combined or netted together and(See Part II, lines 1 through 21.) If an Example 8. Corporation D is areported as one amount on theincome item is described in Part II, lines calendar year taxpayer that wasapplicable line of Schedule M-3.1 through 21, report the amount of the required to file Schedule M-3 for itsHowever, differences for separate itemsitem on the applicable line, regardless 2010 tax year and is required to filemust not be combined or nettedof whether there is a difference for the Schedule M-3 for its 2011 tax year. Ontogether. Each item (and correspondingitem. If there is a difference for the December 31, 2011, D establishesamount attributable to that item) mustincome item, or only a portion of the three reserve accounts in the amount ofbe separately stated and adequatelyincome item has a difference and a $100,000 for each account. Onedisclosed on the applicable line ofportion of the item does not have a reserve account is an allowance forSchedule M-3, or any scheduledifference, and the item is not accounts receivable that are estimatedrequired to be attached, even if thedescribed in Part II, lines 1 through 21, to be uncollectible. The second reserveamounts are below a certain dollarreport and describe the entire amount is an estimate of coupons outstandingamount.of the item on Part II, line 22. that may have to be paid. The third

With limited exceptions, Part III Required schedules for Part II, line reserve is an estimate of future
includes lines for specific items of 22, and Part III, line 31. A separate warranty expenses. In its financial
expense or deduction (expense items). schedule must be attached to Schedule statements, D treats the three reserve
(See Part III, lines 1 through 28.) If an M-3 (Form 1120S) that includes a accounts as giving rise to temporary
expense item is described on Part III, detailed description of each item and differences that will reverse in future
lines 1 through 28, report the amount of adjustment entered on Part II, line 22, years. The three reserves are expenses
the item on the applicable line, and Part III, line 31. in D’s 2011 financial statements but are
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not deductions for U.S. income tax the income statement. $50 of the $200 or dividends that were previously taxed
purposes in 2011. D must not combine is subject to the 50% limitation under and must be reported on Part II, line 4.
the Schedule M-3 differences for the section 274(n). In its financial (See the instructions below for Part II,
three reserve accounts. D must report statements, F treats the limitation on lines 3 and 4.) Report withholding taxes
the amounts attributable to the deductions for meals and entertainment on Part III, line 31, Other expense/
allowance for uncollectible accounts as a permanent difference. Because deduction items with differences, or
receivable on Part III, line 25, Bad debt meals and entertainment expenses are Part II, line 25, Other items with no
expense, and must separately state specifically described in Part III, line 8, difference, as applicable.
and adequately disclose the amounts F must report all of its meals and For any dividends reported on Part
attributable to each of the other two entertainment expenses on this line, II, line 2, that are received on a class of
reserves, coupons outstanding and regardless of whether there is a voting stock of which the corporation
warranty costs, on a required, attached difference. Accordingly, F must report directly or indirectly owned 10% or
schedule that supports the amounts at $200 in column (a), $25 in column (c), more of the outstanding shares of that
Part III, line 31. and $175 in column (d). F must not class at any time during the tax year,

report the $150 of meals and report on an attached supportingD must also provide a description for
entertainment expenses that are schedule (1) the name of the dividendeach reserve that meets the
deducted in F’s financial statement net payer, (2) the payer’s EIN (ifrequirements for Part III, line 31,
income and are fully deductible for U.S. applicable), (3) the class of voting stockdiscussed earlier under Required
income tax purposes on Part II, line 25, on which the dividend was paid, (4) theschedules for Part II, line 22, and Part
Other items with no differences, and percentage of the class directly orIII, line 31. In this example, an
the $50 subject to the limitation under indirectly owned, and (5) the amountsacceptable description would be
section 274(n) on Part III, line 8. for columns (a) through (d).‘‘Coupon Issue Reserves - Rewards

Expense’’ and ‘‘Future Warranty Line 3. Subpart F, QEF, andPart II. Reconciliation ofExpense Reserve.’’
Similar Income InclusionsNote. There is no need to add the title Net Income (Loss) per
Report on line 3, column (d), theof the reserve account to the
amount included in income underIncome Statement of thedescription if the account name for the
section 951 (relating to Subpart F),amount in column (a) is already part of Corporation With Total gains or other income inclusionsthe adjustment description.
resulting from elections under sectionsIncome (Loss) perExample 9. Corporation E is a 1291(d)(2) and 1298(b)(1), and anycalendar year taxpayer that was Return amount included in income pursuant torequired to file Schedule M-3 for its section 1293 (relating to qualifiedFor any item reported on Part II, lines 1,2010 tax year and is required to file electing funds). The amount of Subpartand 3 through 5, attach a supportingSchedule M-3 for its 2011 tax year. On F income corresponds to the total of theschedule that provides the name of theJanuary 2, 2011, E establishes an amounts reported by the corporation onentity for which the item is reported, theallowance for uncollectible accounts line 6, Schedule I, of all Forms 5471,entity’s EIN (if applicable), the type ofreceivable (bad debt reserve) of Information Return of U.S. Personsentity (corporation, partnership, etc.),$100,000. During 2011, E increased With Respect To Certain Foreignand the item amounts for columns (a)the reserve by $250,000 for additional Corporations. The amount of qualifiedthrough (d). See the instructions foraccounts receivable that may become electing fund income corresponds toPart II, lines 2 and 6, for the specificuncollectible. Additionally, during 2011 the total of the amounts reported by theinformation required for those particularE decreases the reserve by $75,000 for corporation on line 3(a), Part II, of alllines.accounts receivable that were Forms 8621, Information Return by adischarged in bankruptcy during 2011. Shareholder of a Passive ForeignLine 1. Income (Loss) FromThe balance in the reserve account on Investment Company or QualifiedEquity Method ForeignDecember 31, 2011, is $275,000. The Electing Fund.$100,000 amount to establish the Corporations Also include on line 3 PFICreserve account and the $250,000 to Report on line 1, column (a), the mark-to-market gains and losses underincrease the reserve account are financial income (loss) included in Part section 1296. Do not report such gainsexpenses on E’s 2011 financial I, line 11, for any foreign corporation and losses on Part II, line 14.statements but are not deductible for accounted for on the equity method andU.S. income tax purposes in 2011. Line 4. Gross Foreignremove such amount in column (b) orHowever, the $75,000 decrease to the (c), as applicable. Report the amount of Distributions Previouslyreserve is deductible for U.S. income dividends received and other taxabletax purposes in 2011. In its financial Taxedamounts received or includible fromstatements, E treats the reserve Report on line 4, column (a), anyforeign corporations on Part II, lines 2account as giving rise to a temporary distributions received from foreignthrough 4, as applicable.difference that will reverse in future tax corporations that were included in Part

years. E must report on Part III, line 25, I, line 11, and that were previouslyLine 2. Gross Foreignfor its 2011 tax year income statement taxed for U.S. income tax purposes. ForDividends Not Previouslybad debt expense of $350,000 in example, include in column (a) amounts
column (a), a temporary difference of Taxed that are excluded from income under
($275,000) in column (b), and U.S. Except as otherwise provided in this sections 959 and 1293(c). Remove
income tax bad debt expense of paragraph, report on line 2, column (d), such amount in column (b) or (c), as
$75,000 in column (d). the amount (before any withholding tax) applicable. Report the full amount of

Example 10. Corporation F is a of any foreign dividends included in the distribution before any withholding
calendar year taxpayer that was current year total income (loss) on tax. Report withholding taxes on Part
required to file Schedule M-3 for its Form 1120S, Schedule K, line 18, and III, line 31, Other expense/deduction
2010 tax year and is required to file report on line 2, column (a), the amount items with differences, or Part II, line
Schedule M-3 for its 2011 tax year. of dividends from any foreign 25, Other items with no differences, as
During 2011, F incurs $200 of meals corporation included in Part I, line 11. applicable. Since previously taxed
and entertainment expenses that F Do not report on line 2 any amounts foreign distributions are not currently
deducts in computing net income per that must be reported on Part II, line 3, taxable, line 4, column (d) is shaded.
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(Also, see instructions above for Part II, partnership (that is, the sum of all column (a), (b), (c), or (d) of line 9, as
line 2.) amounts reportable on the corporation’s applicable.

Schedule(s) K-1 received from the
Line 10. Items Relating toLine 5. Income (Loss) From partnership (if applicable)), without

regard to any limitations computed at Reportable TransactionsEquity Method U.S.
the partner level. Any amounts attributable to anyCorporations

reportable transactions (as described inReport on line 5, column (a), the For each partnership reported on Regulations section 1.6011-4(b)) mustfinancial income (loss) included in Part line 7 or 8, attach a supporting be included on Part II, line 10,I, line 11, for any U.S. corporation schedule that provides the name, EIN regardless of whether the difference, oraccounted for on the equity method and (if applicable), end of year profit-sharing differences, would otherwise beremove such amount in column (b) or percentage (if applicable), end of year reported elsewhere in Part II or Part III.(c), as applicable. Report on Part II, line loss-sharing percentage (if applicable), Thus, if a taxpayer is required to file6, dividends received from any U.S. and the amount reported in column (a), Form 8886 for any reportablecorporation accounted for on the equity (b), (c), or (d) of lines 7 or 8, as transaction described in Regulationsmethod. applicable. section 1.6011-4(b), the amounts
attributable to that reportableExample 11. U.S. corporation H isLine 6. U.S. Dividends Not
transaction must be reported on Part II,a calendar year taxpayer that wasEliminated in Tax line 10. In addition, all income andrequired to file Schedule M-3 for its

Consolidation expense amounts attributable to a2010 tax year and is required to file
reportable transaction must be reportedSchedule M-3 for its 2011 tax year. HReport on line 6, column (a), the
on Part II, line 10, columns (a) and (d),has an investment in a U.S. partnershipamount of dividends included in Part I,
even if there is no difference betweenUSP. H prepares financial statementsline 11, that were received from any
the financial amounts and the taxablein accordance with GAAP. In itsU.S. corporation. Report on line 6,
amounts.financial statements, H treats thecolumn (d), the amount of any U.S.

difference between financial statementdividends included in total income (loss) Each difference attributable to a
net income and taxable income from itson Form 1120S, Schedule K, line 18 reportable transaction must be
investment in USP as a permanent(that is, taxable dividends received from separately stated and adequately
difference. For its 2011 tax year, H’sany U.S. corporation that is not a disclosed. A corporation will be
financial statement net income includesQSub). considered to have separately stated
$10,000 of income attributable to its and adequately disclosed a reportableFor any dividends included on Part share of USP’s net income. H’s transaction on line 10 if the corporationII, line 6, that are received on classes of Schedule K-1 from USP reports $5,000 sequentially numbers each Form 8886voting stock in which the corporation of ordinary income, $7,000 of long-term and lists by identifying number on thedirectly or indirectly owned 10% or capital gains, $4,000 of charitable supporting schedule for Part II, line 10,more of the outstanding shares of that contributions, and $200 of section 179 each sequentially numbered reportableclass at any time during the tax year, expense. H must report on Part II, line transaction and the amounts requiredreport on an attached supporting 7, $10,000 in column (a), a permanent for Part II, line 10, columns (a) throughschedule for Part II, line 6, (1) the name difference of ($2,200) in column (c), (d).of the dividend payer, (2) the payer’s and $7,800 in column (d).EIN (if applicable), (3) the class of In lieu of the requirements of the

voting stock on which the dividend was preceding paragraph, a corporation willLine 9. Income (Loss) Frompaid, (4) the percentage of the class be considered to have separatelyOther Pass-Through Entitiesdirectly or indirectly owned, and (5) the stated and adequately disclosed a
item amounts for columns (a) through For any interest in a pass-through entity reportable transaction if the corporation
(d). (other than an interest in a partnership attaches a supporting schedule that

reportable on Part II, line 7 or 8, as provides the following for each
Line 7. Income (Loss) From applicable) owned by the corporation reportable transaction:

(other than an interest in a disregardedU.S. Partnerships and Line 8. 1. A description of the reportable
entity), report the following on line 9: transaction disclosed on Form 8886 forIncome (Loss) From Foreign

1. In column (a), the sum of the which amounts are reported on Part II,Partnerships corporation’s distributive share of line 10;
For any interest owned by the income or loss from the pass-through 2. The name and reportable
corporation that is treated as an entity that is included in Part I, line 11; transaction or tax shelter registration
investment in a partnership for U.S. 2. In column (b) or (c), as number, if applicable, as reported on
income tax purposes (other than an applicable, the sum of all differences, if lines 1a and 1c, respectively, of Form
interest in a disregarded entity), report any, attributable to the pass-through 8886; and
amounts on Part II, line 7 or 8, as entity; and 3. The type of reportable transaction
described below. 3. In column (d), the sum of all (that is, listed transaction, confidential

taxable amounts of income, gain, loss,1. In column (a), the sum of the transaction, transaction with contractual
or deduction reportable on thecorporation’s distributive share of protection, etc.) as reported on line 2 of
corporation’s Schedules K-1 receivedincome or loss from a U.S. or foreign Form 8886.
from the pass-through entity (ifpartnership that is included in Part I,
applicable).line 11. If a transaction is a listed transaction

2. In column (b) or (c), as described in Regulations section
applicable, the sum of all differences, if For each pass-through entity 1.6011-4(b)(2), the description also
any, attributable to the corporation’s reported on line 9, attach a supporting must include the description provided
distributive share of income or loss from schedule that provides that entity’s on line 3 of Form 8886. In addition, if
a U.S. or foreign partnership. name, EIN (if applicable), the the reportable transaction involves an

3. In column (d), the sum of all corporation’s end of year profit-sharing investment in the transaction through
amounts of income, gain, loss, or percentage (if applicable), the another entity such as a partnership,
deduction attributable to the corporation’s end of year loss-sharing the description must include the name
corporation’s distributive share of percentage (if applicable), and the and EIN (if applicable) of that entity as
income or loss from a U.S. or foreign amounts reported by the corporation in reported on line 5 of Form 8886.
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Example 12. Corporation J is a through (d). Alternatively, the prepares financial statements in
calendar year taxpayer that was transaction will be adequately disclosed accordance with GAAP using an overall
required to file Schedule M-3 for its if the supporting statement for line 10 accrual method of accounting. L uses
2010 tax year and is required to file includes a description of the an overall cash method of accounting
Schedule M-3 for its 2011 tax year. J transaction, the name and tax shelter for U.S. income tax purposes. L’s
incurred seven different abandonment registration number, if any, and the type financial statements for the year ending
losses during its 2011 tax year. One of reportable transaction disclosed on December 31, 2011, report accounts
loss of $12 million results from a Form 8886. receivable of $35,000, an allowance for
reportable transaction described in bad debts of $10,000, and accountsLine 11. Interest IncomeRegulations section 1.6011-4(b)(5), payable of $17,000 related to current
another loss of $5 million results from a Report on Part II, line 11, column (a), year acquisition and reorganization
reportable transaction described in the total amount of interest income legal and accounting fees. In addition,
Regulations section 1.6011-4(b)(4), and included on Part I, line 11, and report for L’s year ending December 31, 2011,
the remaining five abandonment losses on Part II, line 11, column (d), the total L reported financial statement
are not reportable transactions. J amount of interest income included on depreciation expense of $15,000 and
discloses the reportable transactions Form 1120S, Schedule K, line 18, that depreciation for U.S. income tax
giving rise to the $12 million and $5 is not required to be reported purposes of $25,000. For L’s 2011 tax
million losses on separate Forms 8886 elsewhere on Schedule M-3. In year using an overall cash method of
and sequentially numbers them X1 and columns (b) or (c), as applicable, adjust accounting, L does not recognize theX2, respectively. J must separately for any amounts treated for U.S. $35,000 of revenue attributable to thestate and adequately disclose the $12 income tax purposes as interest income accounts receivable, cannot deduct themillion and $5 million losses on Part II, that are treated as some other form of $10,000 allowance for bad debt, andline 10. The $12 million loss and the $5 income for financial accounting cannot deduct the $17,000 of accountsmillion loss will be adequately disclosed purposes, or vice versa. For example, payable. In its financial statements, Lif J attaches a supporting schedule for adjustments to interest income resulting treats both the difference in overallline 10 that lists each of the from adjustments made in accordance accounting methods used for financialsequentially numbered forms, Form with the instructions for Part II, line 16, statement and U.S. income tax8886-X1 and Form 8886-X2, and with should be made in columns (b) and (c) purposes and the difference inrespect to each reportable transaction of this line 11.

depreciation expense as temporaryreports the appropriate amounts Complete Part II of Form 8916-A. differences. L must combine allrequired for Part II, line 10, columns (a) Enter the amounts from line 6, columns adjustments attributable to thethrough (d). Alternatively, J’s (a) through (d) of Form 8916-A, on differences related to the overalldisclosures will be adequate if the Schedule M-3, Part II, line 11, columns accounting methods on Part II, line 12.description provided for each loss on (a) through (d), as applicable. Attach As a result, L must report on Part II, linethe supporting schedule includes the Form 8916-A. 12, $8,000 in column (a) ($35,000 –names and reportable transaction or tax
Do not report on this line 11 or $10,000 – $17,000), ($8,000) inshelter registration numbers, if any,

include on Form 8916-A amounts column (b), and zero in column (d). Ldisclosed on the applicable Form 8886,
reported in accordance with instructions must not report the accrual to cashidentifies the type of reportable
for Part II, lines 7, 8, 9, 10, and 20. adjustment attributable to the legal andtransaction for the loss, and reports the

accounting fees on Part III, line 17,appropriate amounts required for Part Line 12. Total Accrual to Current year acquisition andII, line 10, columns (a) through (d). J
Cash Adjustment reorganization of legal and accountingmust report the losses attributable to

fees. Because the difference inthe other five abandonment losses on This line is completed by a corporation
depreciation expense does not relate toPart II, line 21e, regardless of whether that prepares financial statements (or
the use of the cash or accrual methoda difference exists for any or all of books and records, if permitted) using

those abandonment losses. of accounting, L must report thean overall accrual method of accounting
depreciation difference on Part III, lineand uses an overall cash method ofExample 13. Corporation K is a
24, Depreciation, and report $15,000 inaccounting for U.S. income taxcalendar year taxpayer that was
column (a), $10,000 in column (b), andpurposes (or vice versa). With therequired to file Schedule M-3 for its
$25,000 in column (d).exception of amounts required to be2010 tax year and is required to file

reported on Part II, line 10, theSchedule M-3 for its 2011 tax year. K
corporation must report on Part II, lineenters into a transaction with Line 13. Hedging
12, a single amount net of allcontractual protection that is a Transactionsadjustments attributable solely to thereportable transaction described in

Report on line 13, column (a), the netuse of the different overall methods ofRegulations section 1.6011-4(b)(4).
gain or loss from hedging transactionsaccounting (for example, adjustmentsThis reportable transaction is the only
included on Part I, line 11. Report inrelated to accounts receivable,reportable transaction for K’s 2011 tax
column (d) the amount of income (loss)accounts payable, compensation,year and results in a $7 million capital
from hedging transactions as defined inaccrued liabilities, etc.), regardless ofloss for both financial accounting

whether a separate line on Schedule section 1221(b)(2). Use columns (b)purposes and U.S. income tax
M-3 corresponds to an item within the and (c) to report all differences causedpurposes. Although the transaction
accrual to cash reconciliation. by treating hedging transactionsdoes not result in a difference, K is
Differences not attributable to the use differently for financial accountingrequired to report on Part II, line 10, the
of the different overall methods of purposes and for U.S. income taxfollowing amounts: ($7 million) in
accounting must be reported on the purposes. For example, if a portion of acolumn (a), zero in columns (b) and (c),
appropriate lines of Schedule M-3 (for hedge is considered ineffective underand ($7 million) in column (d). The
example, a depreciation difference GAAP but still is a valid hedge undertransaction will be adequately disclosed
must be reported on Part III, line 24). section 1221(b)(2), the difference mustif K attaches a supporting schedule for

be reported on line 13. The hedge of aline 10 that (a) sequentially numbers Example 14. Corporation L is a
capital asset, which is not a valid hedgethe Form 8886 and refers to the calendar year taxpayer that was
for U.S. income tax purposes but maysequentially-numbered Form 8886-X1 required to file Schedule M-3 for its
be considered a hedge for GAAPand (b) reports the applicable amounts 2010 tax year and is required to file
purposes, must also be reported here.required for line 10, columns (a) Schedule M-3 for its 2011 tax year. L
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Report hedging gains and losses reserves, and lower of cost or market statement, depreciation expense of
computed under the mark-to-market (LCM) write-downs. $40,000 in column (a), a temporary
method of accounting on line 13 and difference of ($10,000) in column (b),Complete Part I of Form 8916-A.
not on Part II, line 14. and $30,000 in column (d); and on PartEnter the amounts from line 8, columns

III, line 8, meals and entertainmentReport any gain or loss from (a) through (d) of Form 8916-A, on
expense of $100 in column (a), ainventory hedging transactions on line Schedule M-3, Part II, line 15, columns
permanent difference of ($50) in13 and not on Part II, line 15. (a) through (d), as applicable. Attach
column (c), and $50 in column (d). AllForm 8916-A.
other cost of goods sold items would beLine 14. Mark-to-Market

Note.  The entries in columns (a) and added to the amounts included on PartIncome (Loss) (d) of Schedule M-3, line 15, are II, line 15, detailed in this example and
Report on line 14 any amount negative amounts. reported on Form 8916-A and on Part
representing the mark-to-market II, line 15, in the appropriate columns.Do not report the following on line 15income or loss for any securities held or on Form 8916-A.by a dealer in securities, a dealer in Line 16. Sale Versus Lease• Amounts reportable on Part II, linecommodities having made a valid 10. (for Sellers and/or Lessors)election under section 475(e), or a • Any gain or loss from inventory Also see the instructions at Part III,trader in securities or commodities hedging transactions reportable on Part line 28, Purchase Versus Lease (forhaving made a valid election under II, line 13. Purchasers and/or Lessees).section 475(f). “Securities” for these • Amounts reportable on Part II, linepurposes are securities described in Asset transfer transactions with16.section 475(c)(2) and “commodities” periodic payments characterized for• Amounts reportable on Part II, lineare described in section 475(e)(2). financial accounting purposes as either19.“Securities” do not include any items a sale or a lease may, under some• Mark-to-market income or (loss)specifically excluded from sections circumstances, be characterized as theassociated with the inventories of475(c)(2) and 475(e)(2), such as certain opposite for tax purposes. If thedealers in securities under section 475contracts to which section 1256(a) transaction is treated as a lease, thereportable on Part II, line 14.applies. seller/lessor reports the periodic• Section 481(a) adjustments related to

payments as gross rental income andReport hedging gains and losses cost of goods sold or inventory
also reports depreciation expense orcomputed under the mark-to-market valuation reportable on Part II, line 17.
deduction. If the transaction is treatedmethod of accounting on Part II, line • Fines and penalties reportable on
as a sale, the seller/lessor reports gross13, Hedging transactions, and not on Part III, line 9.
profit (sale price less cost of goodsline 14. • Judgments, damages, awards, and
sold) from the sale of assets andTraders in securities and similar costs, reportable on Part III, line
reports the periodic payments ascommodities. For a trader in 10.
payments of principal and interestsecurities or commodities that made a • Amounts included on Part III, line 28.
income.valid election under section 475(f) to Example 15. Corporation C is a

use the mark-to-market method to On Part II, line 16, column (a), reportcalendar year taxpayer that placed in
account for securities or commodities the gross profit or gross rental incomeservice ten depreciable fixed assets in
held in connection with a trading for financial accounting purposes for all2005. C was required to file Schedule
business that files Form 4797, any sale or lease transactions that must beM-3 for its 2010 tax year and is
Schedule M-3 entries required as a given the opposite characterization forrequired to file Schedule M-3 for its
result of marking to market these U.S. income tax purposes. On Part II,2011 tax year. C’s total depreciation
securities or commodities are reported line 16, column (d), report the grossexpense for its 2011 tax year for five of
as follows: (a) mark-to-market gains profit or gross rental income for federalthe assets is $50,000 for financial
and losses from Form 4797, line 10, income tax purposes. Interest incomeaccounting purposes and $70,000 for
are included on Part II, line 14, of amounts for such transactions must beU.S. income tax purposes. C’s total
Schedule M-3 (Form 1120S); (b) any reported on Part II, line 11, in columnannual depreciation expense for its
other Schedule M-3 entries required (a) or (d), as applicable. Depreciation2011 tax year for the other five assets
based on other results (non expense for such transactions must beis $40,000 for financial accounting
mark-to-market gains and losses) reported on Part III, line 24, in columnpurposes and $30,000 for U.S. income
included in the total reported on Form (a) or (d), as applicable. Use columnstax purposes. In addition, C incurs $200
4797, line 17, should be reported on (b) and (c) of Part II, lines 11 and 16,of meals and entertainment expenses
Part II, line 21d, of Schedule M-3 (Form and Part III, line 24, as applicable tothat C deducts in computing net income
1120S), unless the instructions for report the differences between columnfor financial accounting purposes. All
Schedule M-3 require the amounts to (a) and (d).$200 of the meals and entertainment
be reported on another line. expenses is subject to the 50% Example 16. Corporation M sells

limitation under section 274(n). In its and leases property to customers. M isLine 15. Cost of Goods Sold financial statements, C treats the a calendar year taxpayer that was
Report on line 15 any amounts $50,000 depreciation and $100 of the required to file Schedule M-3 for its
deducted as part of cost of goods sold meals and entertainment as other costs 2010 tax year and is required to file
during the tax year, regardless of in computing cost of goods sold. C Schedule M-3 for its 2011 tax year. For
whether the amounts would otherwise must include on Form 8916-A and on financial accounting purposes, M
be reported elsewhere in Part II or Part Schedule M-3, Part II, line 15, in accounts for each transaction as a sale.
III. column (a), the $50,000 of depreciation For U.S. income tax purposes, each of

Examples of amounts that must be and $100 of meals and entertainment. M’s transactions must be treated as a
included as cost of goods sold items C must also include a temporary lease. In its financial statements, M
are amounts attributable to inventory difference of $20,000 in column (b), a treats the difference in the financial
valuation, such as amounts attributable permanent difference of ($50) in accounting and the U.S. income tax
to cost-flow assumptions, additional column (c), and $70,050 in column (d) treatment of these transactions as
costs required to be capitalized ($70,000 depreciation and $50 meals temporary. During 2011, M reports in its
(including depreciation) such as section and entertainment expenses). In financial statements $1,000 of sales
263A costs, inventory shrinkage addition, C must report on Part III, line and $700 of cost of goods sold with
accruals, inventory obsolescence 24, for its 2011 tax year income respect to 2011 lease transactions. M
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receives periodic payments of $500 in column (d), amounts of revenues Line 21b. Gross Capital
2011 with respect to these 2011 recognizable for U.S. income tax Gains From Schedule D,transactions and similar transactions purposes in the current tax year that

Excluding Amounts Fromfrom prior years and treats $400 as are recognized for financial accounting
principal and $100 as interest income. purposes in a different year. Also report Pass-Through Entities
For financial accounting purposes, M on line 18, column (d), any amount of Report on line 21b gross capital gains
reports gross profit of $300 ($1,000 – revenues reported on line 18, column reported on Schedule D (Form 1120S),
$700) and interest income of $100 from (a), that are recognizable for U.S. Capital Gains and Losses and Built-in
these transactions. For U.S. income tax income tax purposes in the current tax Gains, excluding capital gains from
purposes, M reports $500 of gross year. Use columns (b) and (c) of line pass-through entities, which must be
rental income (the periodic payments) 18, as applicable, to report the reported on Part II, lines 7, 8, or 9, as
and (based on other facts) $200 of differences between column (a) and (d). applicable.
depreciation deduction on the property. Line 18 must not be used to reportOn its 2011 Schedule M-3, M must Line 21c. Gross Capitalincome recognized from long-termreport on Part II, line 11, $100 in contracts. Instead, use line 19. Losses From Schedule D,column (a), ($100) in column (b), and

Excluding Amounts Fromzero in column (d). In addition, M must Line 19. Income Recognition
report on Part II, line 16, $300 of gross Pass-Through Entities,From Long-Term Contractsprofit in column (a), $200 in column (b), Abandonment Losses, and

Report on line 19 the amount of netand $500 of gross rental income in Worthless Stock Lossesincome or loss for financial statementcolumn (d). Lastly, M must report on
Report on line 21c gross capital lossespurposes (or books and records, ifPart III, line 24, $200 in column (b) and
reported on Schedule D (Form 1120S),applicable) or U.S. income tax(d).
excluding capital losses from (a)purposes for any contract accounted for
pass-through entities, which must beLine 17. Section 481(a) under a long-term contract method of
reported on Part II, lines 7, 8, or 9, asaccounting.Adjustments
applicable; (b) abandonment losses,

With the exception of a section 481(a) Line 20. Original Issue which must be reported on Part II, line
adjustment that is required to be 21e; and (c) worthless stock losses,Discount and Other Imputedreported on Part II, line 10, for which must be reported on Part II, lineInterestreportable transactions, any difference 21f.
between an income or expense item Report on line 20 any amounts of
attributable to an authorized (or Line 21d. Net Gain/Lossoriginal issue discount (OID) and other
unauthorized) change in method of imputed interest. The term “original Reported on Form 4797, Lineaccounting made for U.S. income tax issue discount and other imputed 17, Excluding Amounts Frompurposes that results in a section interest” includes, but is not limited to:
481(a) adjustment must be reported on Pass-Through Entities,1. The excess of a debt instrument’sPart II, line 17, regardless of whether a Abandonment Losses, andstated redemption price at maturity overseparate line for that income or its issue price, as determined under Worthless Stock Lossesexpense item exists in Part II or Part III. section 1273; Report on line 21d the net gain or lossExample 17. Corporation N is a 2. Amounts that are imputed reported on line 17 of Form 4797, Salescalendar year taxpayer that was interest on a deferred sales contract of Business Property, excludingrequired to file Schedule M-3 for its under section 483; amounts from (a) pass-through entities,2010 tax year and is required to file 3. Amounts treated as interest or which must be reported on Part II, linesSchedule M-3 for its 2011 tax year. N OID under the stripped bond rules 7, 8, or 9, as applicable; (b)was depreciating certain fixed assets under section 1286; and abandonment losses, which must beover an erroneous recovery period and, 4. Amounts treated as OID under reported on Part II, line 21e; and (c)effective for its 2011 tax year, N the below-market interest rate rules worthless stock losses, which must bereceives IRS consent to change its under section 7872. reported on Part II, line 21f. Themethod of accounting for the amount reported on line 21d is thedepreciable fixed assets and begins Line 21a. Income Statement amount that would have been carried tousing the proper recovery period. The line 17 of Form 4797 in the case of aGain/Loss on Sale,change in method of accounting results corporation that is not an S corporation.in a positive section 481(a) adjustment Exchange, Abandonment,

Note.  Traders in securities orof $100,000 that is required to be Worthlessness, or Other commodities that have made a validspread over four tax years, beginning Disposition of Assets Other election under section 475(f) to use thewith the 2011 tax year. In its financial
mark-to-market method to account forThan Inventory andstatements, N treats the section 481(a)
securities or commodities, see theadjustment as a temporary difference. Pass-Through Entities instructions for Part II, line 14, earlier.N must report on Part II, line 17, Report on line 21a, column (a), all$25,000 in columns (b) and (d) for its gains and losses on the disposition of Line 21e. Abandonment2011 tax year and each of the assets except for (a) gains and losses Lossessubsequent three tax years (unless N is on the disposition of inventory, and (b)otherwise required to recognize the Report on line 21e any abandonmentgains and losses allocated to theremainder of the 481(a) adjustment losses, regardless of whether the losscorporation from a pass-through entityearlier). N must not report the section is characterized as an ordinary loss or(for example, on Schedule K-1) that are481(a) adjustment on Part III, line 24. a capital loss.included in the net income (loss) of the

corporation reported on Part I, line 11.Line 18. Unearned/Deferred Line 21f. Worthless StockReverse the amount reported in column
Revenue Losses(a) in column (b) or (c), as applicable.
Report on line 18, column (a), amounts The corresponding gains and losses for Report on line 21f any worthless stock
of revenues included in Part I, line 11, U.S. income tax purposes are reported loss, regardless of whether the loss is
that were deferred from a prior financial on Part II, lines 21b through 21g, as characterized as an ordinary loss or a
accounting year. Report on line 18, applicable. capital loss. Attach a schedule that
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separately states and adequately example, if Part III, line 32, column (a), Lines 1 Through 6. Income
discloses each transaction that gives reflects an amount of $1 million, then Tax Expenserise to a worthless stock loss and the report on Part II, line 24, column (a),

If the corporation does not distinguishamount of each loss. ($1 million). Similarly, if Part III, line 32,
between current and deferred incomecolumn (b), reflects an amount of

Line 21g. Other Gain/Loss on tax expense in its financial statements($50,000), then report on Part II, line
(or its books and records, if applicable),24, column (b), $50,000.Disposition of Assets Other
report income tax expense as currentThan Inventory income tax expense using lines 1, 3,Line 25. Other Items With NoReport on line 21g any gains or losses and 5, as applicable.Differencesfrom the sale or exchange of property
Line 7. Equity-Basedother than inventory that are not If there is no difference between the

reported on lines 21b through 21f. financial accounting amount and the Compensation
taxable amount of an entire item of Report on line 7 any amounts forLine 22. Other Income (Loss) income, gain, loss, expense, or equity-based compensation ordeduction and the item is not describedItems With Differences consideration that are reflected asor included in Part II, lines 1 throughSeparately state and adequately expense for financial accounting22, or Part III, lines 1 through 31, reportdisclose on Part II, line 22, all items of purposes (column (a)) or deducted inthe entire amount of the item inincome (loss) with differences that are the U.S. income tax return (column (d))columns (a) and (d) of line 25. If anot otherwise listed on Part II, lines 1 other than amounts reportableportion of an item of income, loss,through 21. Attach a schedule that elsewhere on Schedule M-3, Parts IIexpense, or deduction has a differenceitemizes the type of income (loss) and and III. Examples of amountsand a portion of the item does not havethe amount of each item and provides a reportable on line 7 include paymentsa difference, do not report any portiondescription that states the income (loss) attributable to stock options (includingof the item on line 25. Instead, reportname for book purposes for the amount incentive stock options and nonqualifiedthe entire amount of the item (that is,recorded in column (a) and describes stock options), employee stockboth the portion with a difference andthe adjustment being recorded in purchase plans (ESPPs), phantomthe portion without a difference) on thecolumn (b) or (c). The entire description stock options, phantom stock units,applicable line of Part II, lines 1 throughcompletes the tax description for the stock warrants, stock appreciation22, or Part III, lines 1 through 31. Seeamount included in column (d) for each rights, and restricted stock, regardlessExample 10, earlier.item separately stated on this line. of whether such payments are made to

employees or non-employees, or asThe attached schedule should have Line 26. Reconciliation payment for property or compensationfive columns. The first column has the
Totals for services.description for the next four columns.

The second column is column (a) If a corporation chooses not to Line 8. Meals andincome (loss) per income statement, complete columns (a) and (d) of Parts II
Entertainmentthird column is column (b) temporary and III in the first tax year the

difference, the fourth column is column corporation is required to file Schedule Report on line 8, column (a), any
(c) permanent difference, and the fifth M-3 (or for any year in which the amounts paid or accrued by the
column is column (d) income (loss) per corporation voluntarily files Schedule corporation during the tax year for
tax return. Every item listed on the M-3), Part II, line 26, is reconciled by meals, beverages, and entertainment
attached schedule for line 22 must the corporation in the following manner: that are accounted for in financial
always have columns (a) + (b) + (c) = accounting income, regardless of the1. Report the amount from Part I,
(d). Each item with amounts in columns classification, nomenclature, orline 11, on Part II, line 26, column (a);
(a), (b), (c), and (d) will be totaled and terminology used for such amounts,2. Leave blank Part II, lines 1
included as one line on line 22. and regardless of how or where suchthrough 25, columns (a) and (d);

amounts are classified in the3. Leave blank Part III, columns (a)If any “comprehensive income” as
corporation’s financial incomeand (d); anddefined by Statement of Financial
statement or the income and expense4. Report on Part II, line 26, columnAccounting Standards (SFAS) No. 130
accounts maintained in the(d), the sum of Part II, line 26, columnsis reported on this line, describe the
corporation’s books and records.(a), (b), and (c).item(s) in detail. Examples of
Report only amounts not otherwisesufficiently detailed descriptions include
reportable elsewhere on Schedule M-3,“Foreign currency translation

Part III. Reconciliation of Parts II and III (for example, Part II, lineadjustments—comprehensive income”
15).and “Gains and losses on Net Income (Loss) peravailable-for-sale Line 9. Fines and Penaltiessecurities—comprehensive income.” Income Statement of the
Report on line 9 any fines or similar

Line 23. Total Income (Loss) Corporation With Total penalties paid to a government or other
authority for the violation of any law forItems Income (Loss) per which fines or penalties are assessed.Combine lines 1 through 22 and enter
All fines and penalties expensed inReturn—Expense/the total on line 23.
financial accounting income (paid or

Note. Line 15, Cost of goods sold, Deduction Items accrued) must be included on this line
columns (a) and (d), are negative Note. Expense amounts that reduce 9, column (a), regardless of the
amounts which will affect the totals financial accounting income must be government or other authority that
entered on line 23. reported on Part III, column (a), as imposed the fines or penalties,

positive amounts. Deduction amounts regardless of whether the fines andLine 24. Total Expense/ that reduce taxable income must be penalties are civil or criminal,
Deduction Items reported on Part III, column (d), as regardless of the classification,
Report on Part II, line 24, columns (a) positive amounts. Amounts reported on nomenclature, or terminology used for
through (d), as applicable, the negative Part II, line 24, must be the negative of the fines or penalties by the imposing
of the amounts reported on Part III, line the amounts reported on Part III, line authority in its actions or documents,
32, columns (a) through (d). For 32. and regardless of how or where the
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fines or penalties are classified in the Line 12. Other Line 17. Current Year
corporation’s financial income Post-Retirement Benefits Acquisition orstatement or the income and expense

Report on line 12 any amounts Reorganization Legal andaccounts maintained in the
attributable to other post-retirementcorporation’s books and records. Also Accounting Feesbenefits not otherwise includible on Partreport on line 9, column (a), the Report on line 17 any legal andIII, line 11 (for example, retiree healthreversal of any overaccrual of any

accounting fees paid or incurred inand life insurance coverage, dentalamount described in this paragraph.
connection with a taxable or tax-freecoverage, etc.).See section 162(f) for additional
acquisition of property (for example,guidance.
stock or assets) or tax-freeLine 13. Deferred

Report on line 9, column (d), any reorganization. Report on this line anyCompensationsuch amounts as described in the legal and accounting fees incurred at
Report on line 13, column (a), anypreceding paragraph that are includible any stage of the acquisition orcompensation expense included in thein taxable income, regardless of the reorganization process including, fornet income (loss) amount reported infinancial accounting period in which example, fees paid or incurred toPart I, line 11, that is not deductible forsuch amounts were or are included in evaluate whether to investigate anU.S. income tax purposes in the currentfinancial accounting net income. acquisition, fees to conduct an actualtax year and that was not reportedComplete columns (b) and (c) as investigation, and fees to consummateelsewhere on Schedule M-3, columnappropriate. the acquisition. Also include on this line(a). Report on line 13, column (d), any

legal and accounting fees incurred inDo not report on this Part III, line 9, compensation deductible in the current
connection with the liquidation of aamounts required to be reported in tax year that was not included in the net
subsidiary, a spin-off of a subsidiary, oraccordance with instructions for Part III, income (loss) amount reported in Part I,
an initial public stock offering.line 10. line 11, for the current tax year and that

is not reportable elsewhere onDo not report on this Part III, line 9, Schedule M-3. For example, report Line 18. Current Yearamounts recovered from insurers or originations and reversals of deferred Acquisition/Reorganizationany other indemnitors for any fines and compensation subject to section 409Apenalties described above. Other Costson line 13.
Report on line 18 any other fees paid orLine 10. Judgments, Line 15. Charitable incurred in connection with a taxable or

Damages, Awards, and tax-free acquisition of property (forContribution of Intangible
example, stock or assets) or a tax-freeSimilar Costs Property reorganization not otherwise reportableReport on line 10, column (a), the Report on line 15 any charitable on Schedule M-3 (for example, Part III,amount of any estimated or actual contribution of intangible property, for line 16 or 17). Report on this line anyjudgments, damages, awards, example, contributions of: fees paid or incurred at any stage of thesettlements, and similar costs, however • Intellectual property, patents acquisition or reorganization processnamed or classified, included in (including any amounts of additional including, for example, fees paid orfinancial accounting income, regardless contributions allowable by virtue of incurred to evaluate whether toof whether the amount deducted was income earned by donees subsequent investigate an acquisition, fees toattributable to an estimate of future to the year of donation), copyrights, conduct an actual investigation, andanticipated payments or actual trademarks;
fees to consummate the acquisition.payments. Also report on line 10, • Securities (including stocks and their

column (a), the reversal of any Also include on this line otherderivatives, stock options, and bonds);
overaccrual of any amount described in acquisition/reorganization costs• Conservation easements (including
this paragraph. incurred in connection with thescenic easements or air rights);

liquidation of a subsidiary, a spin-off of• Railroad rights of way;Report on line 10, column (d), any a subsidiary, or an initial public stock• Mineral rights; andsuch amounts as are described in the offering.• Other intangible property.preceding paragraph that are includible
in taxable income, regardless of the

Line 16. Current Year Line 19. Amortization/financial accounting period in which
such amounts were or are included in Acquisition or Impairment of Goodwill
financial accounting net income. Reorganization Investment Report on line 19 amortization ofComplete columns (b) and (c) as goodwill or amounts attributable to theBanking Feesappropriate. impairment of goodwill.Report on line 16 any investment

Do not report on this Part III, line 10, banking fees paid or incurred in
amounts required to be reported in Line 20. Amortization ofconnection with a taxable or tax-free
accordance with instructions for Part III, acquisition of property (for example, Acquisition, Reorganization,line 9. stock or assets) or a tax-free and Start-Up Costsreorganization. Report on this line anyDo not report on this Part III, line 10, Report on line 20 amortization ofinvestment banking fees incurred at anyamounts recovered from insurers or acquisition, reorganization, and start-upstage of the acquisition orany other indemnitors for any costs. For purposes of columns (b), (c),reorganization process including, forjudgments, damages, awards, or similar

and (d), include amounts amortizableexample, fees paid or incurred tocosts described above.
under section 167, 195, or 248.evaluate whether to investigate an

acquisition, fees to conduct an actualLine 11. Pension and investigation, and fees to consummate Line 21. Other AmortizationProfit-Sharing the acquisition. Also include on this line or Impairment Write-OffsReport on line 11 any amounts 16 investment banking fees incurred in
Report on line 21 any amortization orattributable to the corporation’s pension connection with the liquidation of a
impairment write-offs not otherwiseplans, profit-sharing plans, and any subsidiary, a spin-off of a subsidiary, or
includible on Schedule M-3.other retirement plans. an initial public stock offering.
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(a) through (d), as applicable. Attach financial statements, X treats theLine 22. Section 198
Form 8916-A. difference between the financialEnvironmental Remediation accounting and U.S. income taxDo not report on this Form 8916-ACosts treatment of this transaction as aand line 26 amounts reported in

temporary difference. During 2011, XReport on line 22, column (a), any accordance with the instructions for
reports in its financial statementsamounts attributable to environmental Part II, lines 7, 8, 9, and 10.
$1,000 of gross rental expense that, forremediation costs included on Part I,
U.S. income tax purposes, isLine 27. Corporate Ownedline 11. Report in columns (b), (c), and
recharacterized as a $700 payment of(d), as applicable, any deductible Life Insurance Premiums
principal and a $300 payment ofamounts attributable to environmental Report on line 27 all amounts of interest, accompanied by a depreciationremediation costs described in section insurance premiums attributable to any deduction of $1,200 (based on other198 that are paid or incurred during the life insurance policy if the corporation is facts). On its 2011 Schedule M-3, Xcurrent tax year. directly or indirectly a beneficiary under must report the following on Part III, line

the policy or if the policy has a cash 28: column (a), $1,000, its financialLine 23a. Depletion—Oil & value. Report in column (d) the amount accounting gross rental expense;Gas of the premiums that are deductible for column (b), ($1,000); and column (d),
federal income tax purposes.Report on line 23a, column (a), any oil zero. On Part III, line 26, X reports zero

and gas depletion included on Part I, in column (a) and $300 in columns (b)Line 28. Purchase Versusline 11. and (d) for the interest deduction. OnLease (for Purchasers and/or Part III, line 24, X reports zero inLine 23b. Depletion—Other Lessees) column (a) and $1,200 in columns (b)
than Oil & Gas and (d) for the depreciation deduction.Note. Also see the instructions for

sellers and/or lessors in the instructionsReport on line 23b any depletion
Line 29. Research andfor Part II, line 16.expense/deduction other than oil and

gas that is not required to be reported Development CostsAsset transfer transactions with
elsewhere on Schedule M-3 (for Report in column (a) the amount ofperiodic payments characterized for
example, on Part II, line 7, 8, 9, or 15). expenses included in net incomefinancial accounting purposes as either

reported on Part I, line 11, that area purchase or a lease may, under someLine 24. Depreciation related to research and developmentcircumstances, be characterized as the
Report on line 24 any depreciation expense. Report in column (d) theopposite for tax purposes.
expense that is not required to be amount of deductions included in FormIf a transaction is treated as a lease,reported elsewhere on Schedule M-3 1120S, line 21, and/or separatelythe purchaser/lessee reports the(for example, on Part II, line 7, 8, 9, or reported on Form 1120S, Schedule K,periodic payments as gross rental15). that are recognized and reported asexpense. If the transaction is treated as

Section 174 research and experimentala purchase, the purchaser/lesseeLine 25. Bad Debt Expense expenditures consistent with thereports the periodic payments as
corporation’s adopted method ofReport on line 25, column (a), any payments of principal and interest and
accounting for such expenditures. Inamounts attributable to an allowance also reports depreciation expense or
column (c), as applicable, include anyfor uncollectible accounts receivable or deduction with respect to the purchased
adjustments for any amounts treated foractual write-offs of accounts receivable asset.
U.S. income tax purposes as researchincluded on Part I, line 11. Report in Report in column (a) gross rent or experimental expenditures that arecolumn (d) the amount of bad debt expense for a transaction treated as a treated as some other form of expenseexpense deductible for federal income lease for financial accounting purposes for financial accounting purposes, ortax purposes under section 166. but as a sale for U.S. income tax vice versa. Report any difference in

purposes. Report in column (d), gross timing recognition in column (b). ForLine 26. Interest Expense rental deductions for a transaction example, if the taxpayer’s financialReport on Part III, line 26, column (a), treated as a lease for U.S. income tax accounting method does not specifythe total amount of interest expense purposes but as a purchase for otherwise, column (b) adjustmentsincluded on Part I, line 11, and report financial accounting purposes. Report include adjustments for timingon Part III, line 26, column (d), the total interest expense for such transactions differences between financial and taxamount of interest deduction included on Part III, line 26, in column (a) or (d), accounting for: (1) deferral andon Form 1120S, Schedule K, line 18, as applicable. Report depreciation amortization of research expenditures,that is not required to be reported expense or deductions for such (2) reduction of section 174elsewhere on Schedule M-3. In transactions on Part III, line 24, in expenditures under section 280C orcolumns (b) or (c), as applicable, column (a) or (d), as applicable. Use section 482, (3) costs attributable toinclude any adjustments for any columns (b) and (c) of Part III, lines 24, obtaining a patent, (4) research inamounts treated for U.S. income tax 26, and 28, as applicable, to report the social sciences, and (5) cost elementspurposes as interest deduction that are differences between column (a) and (d) for property of a character subject totreated as some other form of expense for such recharacterized transactions. depreciation.for financial accounting purposes, or Example 18. U.S. corporation Xvice versa. For example, adjustments to Section 174 provides two methodsacquired property in a transaction that,interest expense/deduction resulting for the treatment of research andfor financial accounting purposes, Xfrom adjustments made in accordance experimental expenditures paid ortreats as a lease. X is a calendar yearwith the instructions for Part III, line 28, incurred by a taxpayer in connectiontaxpayer that was required to filePurchase versus lease (for purchasers with the taxpayer’s trade or business.Schedule M-3 for its 2010 tax year andand/or lessees), should be made in These expenditures may be treated asis required to file Schedule M-3 for itscolumns (b) and (c), as applicable, of expenses not chargeable to a capital2011 tax year. Because of its terms, thethis line 26. account and deducted in the year intransaction is treated for U.S. income
which they are paid or incurred, or theyComplete Part III of Form 8916-A. tax purposes as a purchase and X must
may be deferred and amortized.Enter the amounts from line 5, columns treat the periodic payments it makes

(a) through (d) of Form 8916-A, on partially as payment of principal and Example 19. Corporation X is a
Schedule M-3, Part III, line 26, columns partially as payment of interest. In its calendar year taxpayer that was
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required to file Schedule M-3 for its 2010 tax return and is required to file Line 30. Section 118
2010 tax return and is required to file Schedule M-3 for its 2011 tax year. ExclusionSchedule M-3 for its 2011 tax year. During 2011, X incurred $10,000 of

Report on line 30 any inducementsDuring 2011, X incurred $100,000 of research and development costs
received in the current year and treatedresearch and development costs that X related to social sciences that it
as contributions to the capital of arecognized as an expense in its recognized as an expense in its
corporation by a non-shareholder.financial statements. Also, X incurred financial statements. X adopted the Report in column (a) any income$20,000 in attorney fees in obtaining a current expense method to research amount as a negative number and anypatent application that X capitalized and experimental expenditures for U.S. expense amount as a positive number.and amortized in its financial income tax purposes. Because suchstatements. X recognized a $2,000 Corporations must identify on ancosts are not allowable costs underamortization deduction. In compliance accompanying schedule referencingsection 174, X must report $10,000 inwith its adopted method of accounting line 30 the fair market value of land orcolumn (a), permanent differenceunder section 174, X deducts research other property (including cash) provided($10,000) in column (c), and $0 inand experimental expenditures for U.S. to the corporation by anycolumn (d). If such costs are otherwiseincome tax purposes. Accordingly, X non-shareholder, including adeductible for U.S. income taxmust report $100,000 in column (a), governmental unit or civic group, as an

purposes, X must report this item of$20,000 in column (b), and $120,000 in inducement, or for any other purpose.
expense on Part III, line 31, Othercolumn (d). X must also report $2,000 Include inducements for the corporation
expense/deduction items within column (a), ($2,000) in column (b), to locate its business in a particular
differences.and $0 in column (d) on Part III, line 21, state, municipality, community, or

Other amortization or impairment locality for the purpose of enabling the
write-offs. Example 23. Corporation X is a corporation to expand its existing

calendar year taxpayer that was operating facilities, including corporateExample 20. Assume the same
headquarters, distribution center(s), orrequired to file Schedule M-3 for itsfacts as Example 19 except
factory(ies) (“inducements”).2010 tax return and is required to fileCorporation X elected to capitalize and

Schedule M-3 for its 2011 tax year.amortize its research and expenditures On the accompanying schedule also
During 2011, X paid $75,000 to acquireover 60 months with respect to all its identify any inducements that include
or in-license intangible assets under aresearch programs for U.S. tax refundable or transferable tax credits,
collaborative arrangement with anotherpurposes. X first realized benefits from including transferable credits that were

such expenditures on August 1. company that X recognized as a sold.
Accordingly, X must report $100,000 in research and development expense in The schedule must separately state,column (a), a temporary difference of its financial statements. X adopted the adequately disclose, and identify all of($90,000) ($20,000 less ($120,000/60 current expense method for research the dollar amounts summarized by thismonths X 55 months)) in column (b), and experimental expenditures for U.S. line. An accompanying schedule isand $10,000 in column (d). income tax purposes. Because required even if there are no dollar

payments made to acquire rights to aExample 21. Corporation X is a amounts reported on line 30.
product or technology are excludedcalendar year taxpayer that was

Line 31. Other Expense/costs from the definition of researchrequired to file Schedule M-3 for its
and experimental expenditures, X must2010 tax return and is required to file Deduction Items With
report $75,000 in column (a), ($75,000)Schedule M-3 for its 2011 tax year. X Differencesadopted the current expense method in column (c), and $0 in column (d). X

Separately state and adequatelyfor research and experimental must report any amortization otherwise
disclose on Part III, line 31, all items ofexpenditures for U.S. income tax allowable related to the payments on
expense/deduction that are notpurposes. During 2011, X incurred Part III, line 21, Other amortization or otherwise listed on Part III, lines 1$50,000 of research and development impairment write-offs. through 30.costs that X recognized as an expense

in its financial statements. Also, X Attach a schedule that describes andExample 24. Corporation X is aundertook to develop a new machine itemizes the type of expense/deductioncalendar year taxpayer that wasfor its business. X expended $30,000 and the amount of each item, andrequired to file Schedule M-3 for itson the project of which $10,000 provides a description that states the2010 tax return and is required to filerepresents actual costs of material, expense/deduction name for bookSchedule M-3 for its 2011 tax year. Xlabor, and component cost to construct purposes for the amount recorded inadopted the current expense methodthe machine, and $20,000 represents column (a) and describes the
for research and experimentalresearch costs not attributable to the adjustment being recorded in column
expenditures for U.S. income taxmachine itself. X capitalized all costs of (b) or (c). The entire description
purposes. During 2011, X incurred$30,000 related to the machine and completes the tax description for the
$100,000 of research and developmentrecognized $6,000 of depreciation amount included in column (d) for each
costs that X recognized as an expenseexpense in its financial statements. X’s item separately stated on this line.
for both financial accounting and U.S.depreciation expense on the $10,000 of The schedule of details attached toincome tax purposes. A portion of thecosts related to the machine itself was the Schedule M-3 for line 31 mustexpenses were credit eligible expenses,$2,000 for U.S. income tax purposes. separately state and adequatelyAccordingly, X must report $50,000 in and X claimed a research credit of disclose the nature and amount of thecolumn (a), $20,000 (research costs $1,000. X did not make the reduced expense related to each reserve and/orwhich are not attributable to the credit election under section 280C. contingent liability. The appropriatemachine itself) in column (b), and Accordingly, since X’s financial level of disclosure depends upon each$70,000 in column (d). X must also accounting method does not specify taxpayer’s operational activity and thereport $6,000 in column (a), ($4,000) in otherwise, X must report $100,000 in nature of its accounting records. Forcolumn (b), and $2,000 in column (d) column (a), ($1,000) (reduction of example, if a corporation’s net incomeon Part III, line 24, Depreciation. research and experimental amount reported in the income
expenditures to the extent of the creditExample 22. Corporation X is a statement includes anticipated
amount) in column (b), and $99,000 incalendar year taxpayer that was expenses for a discontinued operation
column (d).required to file Schedule M-3 for its as a single amount, and its general
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ledger or other books, records, and must be reported on Part III, line 10, Q deducts the insurance premium when
work papers provide details for the Judgments, damages, awards, and paid and amortizes the advertising over
anticipated expenses under more similar costs; and (2) amounts relating the 12-month period. In its financial
explanatory and defined categories to changes in reserves for uncollectible statements, Q treats the differences
such as employee termination costs, accounts receivable must be reported attributable to the financial statement
lease cancellation costs, loss on sale of on Part III, line 25, Bad debt expense. treatment and U.S. income tax
equipment, etc., a supporting schedule See Example 8, Example 9,  and treatment of the prepaid insurance and
that lists those categories of expenses Example 25. advertising as temporary differences.
and their details will satisfy the Report on line 31, the amortization of Q also has a legal expense reserve
requirement to separately state and various items of prepaid expense, such where $300,000 was expensed for
adequately disclose. In order to as prepaid subscriptions and license financial accounting purposes and a
separately state and adequately fees, prepaid insurance, etc. ($100,000) temporary difference was
disclose the employee termination calculated to arrive at the income taxReport on line 31, column (a),costs, it is not required that an deduction of $200,000. The scheduleexpenses included in net incomeanticipated termination cost amount be attached to Q’s return for Part III, linereported on Part I, line 11, that arelisted for each employee, or that each 31, must be separately stated andrelated to reserves and contingentasset (or category of asset) be listed adequately disclosed as follows:liabilities. Report on line 31, column (d),along with the anticipated loss on amounts related to liabilities for

Columndisposition. reserves and contingent liabilities that (a) Column
The attached schedule should have Expense Column Column (d)are deductible in the current tax year

per (b) (c) Deductionfive columns. The first column has the for U.S. income tax purposes. Income Temporary Permanent per Taxdescription for the next four columns. Description Statement Difference Difference ReturnExamples of reserves that are allowed
The second column is column (a) for book purposes, but not for tax Prepaid
expense per income statement, the insurancepurposes, include warranty reserves,

premiumthird column is column (b) temporary restructuring reserves, reserves for expenseddifference, the fourth column is column notdiscontinued operations, and reserves
capitalized $250,000 $250,000 -0- $500,000(c) permanent difference, and the fifth for acquisitions and dispositions. Only

column is column (d) deduction per tax Legalreport on line 31 items that are not
expensereturn. Every item listed on the required to be reported elsewhere on reserve $300,000 ($100,000) -0- $200,000attached schedule for line 31 must Schedule M-3, Parts II and III.
Total line 31 $550,000 $150,000 -0- $700,000always have columns (a) + (b) + (c) = Example 25. Corporation Q is a(d). Each item with amounts in columns calendar year taxpayer that was(a), (b), (c), and (d) will be totaled and required to file Schedule M-3 for its Line 32. Total Expense/included as one line on line 31. 2010 tax year and is required to file Deduction ItemsComprehensive income. If any Schedule M-3 for its 2011 tax year. On

Report on Part II, line 24, columns (a)“comprehensive income” as defined by July 1 of each year, Q has a fixed
though (d), as applicable, the negativeSFAS No. 130 is reported on this line, liability for its annual insurance
of the amounts reported on Part III, linedescribe the item(s) in detail as, for premiums on its home office building
32, columns (a) through (d), asexample, “Foreign currency translation that provides a 12-month coverage
applicable. Report positive amounts asadjustments—comprehensive income” period beginning July 1 through June
negative and negative amounts asand “Gains and losses on 30. In addition, Q historically prepays
positive. For example, if Part III, line 32,available-for-sale 12 months of advertising expense on
column (a), reflects an amount of $1securities—comprehensive income.” July 1. On July 1, 2011, Q prepays its
million, then report on Part II, line 24,Reserves and contingent liabilities. insurance premium of $500,000 and
column (a), ($1 million). Similarly, if PartReport on line 31 amounts related to advertising expenses of $800,000. For
III, line 32, column (b), reflects anthe change in each reserve or financial accounting purposes, Q
amount of ($50,000), then report oncontingent liability that is not required to capitalizes and amortizes the prepaid
Part II, line 24, column (b), $50,000.be reported elsewhere on Schedule insurance and advertising over 12

M-3. For example: (1) amounts relating months. For U.S. income tax purposes,
to changes in reserves for litigation
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