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Department of the Treasury
Internal Revenue Service2006

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

and Carryovers, discusses information including Schedule M-3 (Form 1120), withSection references are to the Internal
equally applicable to non-consolidated the Internal Revenue Service Center,Revenue Code unless otherwise noted.
returns, consolidated returns without Ogden, UT 84201-0012.
insurance companies, and mixed groupGeneral Instructions
returns with an insurance company. Who Must File
• In Part I, new checkboxes were added • Any domestic corporation or group ofPurpose of Schedule for (1) non-consolidated return, (2) corporations required to file Form 1120,Schedule M-3 Part I asks certain consolidated return (Form 1120 only), (3) U.S. Corporation Income Tax Return, thatquestions about the corporation’s mixed 1120/L/PC group, and (4) dormant reports on Schedule L of Form 1120 totalfinancial statements and reconciles subsidiaries schedule attached. assets at the end of the corporation’s taxfinancial statement worldwide net income • The instructions for Part I, line 7 clarify year that equal or exceed $10 million(loss) for the corporation (or consolidated the treatment of certain disregarded must complete and file Schedule M-3financial statement group, if applicable), entities. instead of Schedule M-1, Reconciliationas reported on Schedule M-3, Part I, line • The instructions for Part I, lines 9 and of Income (Loss) per Books With Income4, to net income (loss) per the income 10, clarify the reporting of income per Return.statement of the corporation for U.S. statement period adjustments that may be • A corporation filing a non-consolidatedtaxable income purposes, as reported on required for an insurance company Form 1120, U.S. Corporation Income TaxSchedule M-3, Part I, line 11. subsidiary acquired or merged. Return, that reports on Schedule L for
• Part I, line 10, includes (a) Form 1120 total assets that equal orSchedule M-3 Parts II and III reconcile
intercompany dividend adjustments, (b) exceed $10 million must complete and filefinancial statement net income (loss) for
other statutory accounting adjustments, Schedule M-3 instead of Schedule M-1the U.S. corporation (or consolidated tax
and (c) other adjustments to reconcile to and must check box (1) Non-consolidatedgroup, if applicable) as reported on
the amount on line 11. The instructions return, at the top of Page 1 of ScheduleSchedule M-3, Part I, line 11, to taxable
clarify what should be reported on each M-3.income on Form 1120, page 1, line 28.
line. • Any U.S. consolidated tax group
• In Parts II and III, new checkboxes (5) consisting of a U.S. parent corporationWhat’s New
through (7) were added to indicate and additional includible corporations• The instructions clarify that Schedule whether the Schedule M-3 is for the (5) listed on Form 851, Affiliations Schedule,M-3 applies equally to a corporation filing mixed 1120/L/PC group, (6) required to file Form 1120, that reports ona non-consolidated return and to a subconsolidated 1120 group, or (7) Schedule L of Form 1120 totalcorporate group filing a consolidated sub-consolidated 1120 eliminations. consolidated assets at the end of the taxreturn and is required for all Form 1120 • The instructions for Parts II and III year that equal or exceed $10 millionreturns for which the $10 million or more clarify that a schedule or explanation may must complete and file Schedule M-3end-of-year asset threshold is met. be attached to any line even if none is instead of Schedule M-1, and must check• Corporations that have a direct or required. box (2) consolidated return (Form 1120indirect ownership interest in a • Part II, line 17, Cost of Goods Sold, only), or box (3) Mixed 1120/L/PC group,partnership may have certain reporting requires new Form 8916-A, Reconciliation as applicable, at the top of Page 1 ofresponsibilities as a “reportable entity of Cost of Goods Sold Reported on Schedule M-3.partner.” See Reportable Entity Partner Schedule M-3, to be attached. A U.S. corporation filing Form 1120Reporting Responsibilities on page 3. • The instructions for Part II, line 17, Cost that is not required to file Schedule M-3• For tax years ending in December 2006 of Goods Sold, have been revised to may voluntarily file Schedule M-3 insteador later, if the parent corporation of a U.S. include two additional exceptions for of Schedule M-1. A corporation filingconsolidated tax group files Form 1120 amounts (from Part II, lines 18 and 21) Schedule M-3 must check the box onand any member of the group files Form that are not reportable on Part II, line 17. Form 1120, page 1, item A, indicating that1120-L, U.S. Life Insurance Company • Part II, line 24, Capital loss limitation Schedule M-3 is attached, whetherIncome Tax Return, or Form 1120-PC, U. and carryforward used, is a combination required or voluntary. A corporation filingS. Property and Casualty Insurance of Part II, line 24 and Part II, line 25, of Schedule M-3 must not file Schedule M-1.Company Income Tax Return, each the 2005 Schedule M-3 (Form 1120).

member of the mixed group must file If the parent corporation of a U.S.• Part II, lines 29a, 29b, and 29c were
either Schedule M-3 (Form 1120), new consolidated tax group files Form 1120added to facilitate mixed groups
Schedule M-3 (Form 1120-L), or new and files Schedule M-3, all members of(insurance and non-insurance
Schedule M-3 (Form 1120-PC), as the group must file Schedule M-3.companies) consolidations.
appropriate. See Who Must File, on this However, if the parent corporation of a
page. Mixed groups must also file new U.S. consolidated tax group files FormWhere To FileForm 8916, Reconciliation of Schedule 1120 and any member of the group files
M-3 Taxable Income with Tax Return If the corporation is required to file (or Form 1120-PC, U.S. Property and
Taxable Income for Mixed Groups. voluntarily files) Schedule M-3 (Form Casualty Insurance Company Income Tax
• The section, Completion of Schedule 1120), the corporation must file Form Return, or Form 1120-L, U.S. Life
M-3 and Certain Allocations, Limitations, 1120 and all attachments and schedules, Insurance Company Income Tax Return,
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that member must file Schedule M-3 and F that report total assets of $12 In the case of a U.S. consolidated tax
(Form 1120-PC) or Schedule M-3 (Form group, total assets at the end of the taxmillion. A files a consolidated U.S. federal
1120-L), respectively, and the group must year must be determined based on theincome tax return with B and reports total
comply with the mixed group consolidated total year-end assets of all includibleconsolidated assets on Schedule L of $8
Schedule M-3 reporting described under corporations listed on Form 851, net ofmillion. A’s U.S. consolidated tax group is
Schedule M-3 Consolidation for Mixed eliminations for intercompanynot required to file Schedule M-3 for the
Groups (1120/L/PC) on page 4. A mixed transactions and balances between the2006 tax year.
group must also file Form 8916, includible corporations. In addition, for2. U.S. corporation C owns U.S.
Reconciliation of Schedule M-3 Taxable purposes of determining whether thesubsidiary D. For its 2006 tax year, C
Income with Tax Return Taxable Income corporation (or U.S. consolidated taxprepares consolidated financial
for Mixed Groups. group) has total assets at the end of thestatements with D, but C and D file

current tax year of $10 million or more,If the parent company of a U.S. separate U.S. federal income tax returns.
the corporation’s total consolidated assetsconsolidated tax group files Form 1120 The consolidated accrual basis financial
must be determined on an overall accrualand any member of the group files Form statements for C and D report total assets
method of accounting unless both of the1120-PC or Form 1120-L and the at the end of the tax year of $12 million
following apply: (a) the tax returns of allconsolidated Schedule L reported in the after intercompany eliminations. C reports
includible corporations in the U.S.return includes the assets of all of the separate company total year-end assets
consolidated tax group are preparedcompanies (the insurance companies as on its Schedule L of $7 million. D reports using an overall cash method ofwell as the non-insurance companies), in separate company total year-end assets accounting, and (b) no includibleorder to determine if the group meets the on its Schedule L of $6 million. Neither C corporation in the U.S. consolidated tax$10 million threshold test for the nor D is required to file Schedule M-3 for group prepares or is included in financialrequirement to file Schedule M-3, use the the 2006 tax year. statements prepared on an accrual basis.amount of total assets reported on 3. Foreign corporation A owns 100

Schedule L of the consolidated return. If percent of both U.S. corporation B and
the parent company of a U.S. U.S. corporation C. C owns 100 percent Other Form 1120consolidated tax group files Form 1120 of U.S. corporation D. For its 2006 taxand any member of the group files Form Schedules Affected byyear, A prepares a consolidated1120-PC or Form 1120-L and the worldwide financial statement for the Schedule M-3consolidated Schedule L reported in the ABCD consolidated group. The ABCDreturn does not include the assets of one Requirementsconsolidated financial statement reportsor more of the insurance companies in Report on Schedules L, M-2, and Formtotal year-end assets of $25 million. A isthe U.S. consolidated tax group, in order 1120, page 1, amounts for the U.S.not required to file a U.S. federal incometo determine if the group meets the $10 corporation or, if applicable, the U.S.tax return. B files a separate U.S. federalmillion threshold test, use the sum of the consolidated tax group.income tax return and reports separateamount of total assets reported on the

company total year-end assets on itsconsolidated Schedule L plus the
Schedule L of $12 million. C files a Schedule Lamounts of all assets reported on Forms
consolidated U.S. federal income tax Total assets shown on Schedule L, line1120-PC and 1120-L that are included in
return with D and, after eliminating 15, column (d) (or, in the case of somethe consolidated return but not included
intercompany transactions between C consolidated mixed groups with a Formon the consolidated Schedule L.
and D, reports consolidated total year-end 1120 parent and an insurance subsidiary,Note. Schedule M-3 is not required for assets on Schedule L of $8 million. B is the assets reported on Form 1120, pagetaxpayers filing Form 1120-REIT, U.S. required to file Schedule M-3 because its 1, item D), must equal the total assets ofIncome Tax Return for Real Estate total year-end assets reported on the corporation (or, in the case of a U.S.Investment Trusts, Form 1120-F, U.S.
Schedule L exceed $10 million. The CD consolidated tax group, the total assets ofIncome Tax Return of a Foreign
U.S. consolidated tax group is not all members of the group listed on FormCorporation, Form 1120-H, U.S. Income
required to file Schedule M-3 because its 851) as of the last day of the tax year,Tax Return for Homeowners
total year-end assets do not exceed $10 and must be the same total assetsAssociations, and Form 1120-SF, U.S.
million. reported by the corporation (or by eachIncome Tax Return for Settlement Funds.

member of the U.S. consolidated tax
There is a unique Schedule M-3 for group) in the financial statements, if any,

taxpayers required to file Form 1065, U.S. used for Schedule M-3. If the corporationOther Issues AffectingReturn of Partnership Income, Form prepares financial statements, Schedule L
1120S, U.S. Income Tax Return for an S Schedule M-3 Filing must equal the sum of the financial
Corporation, and for Forms 1120-PC or statement total assets for eachRequirements1120-L. corporation listed on Form 851 and

If a corporation was required to file included in the consolidated U.S. federalCooperatives filing Form 1120-C, U.S.
Schedule M-3 for the preceding tax year, income tax return (includible corporation)Income Tax Return for Cooperative
but reports on Form 1120, page 1, Item net of eliminations for intercompanyAssociations, that report end of year
D, or on Schedule L of Form 1120 total transactions between includibleassets of $10 million or more must
consolidated assets at the end of the corporations. If the corporation does notcomplete Schedule M-3 (Form 1120)
current tax year of less than $10 million, prepare financial statements, Schedule Linstead of Schedule M-1.
the corporation is not required to file must be based on the corporation’s booksFor insurance companies included in Schedule M-3 for the current tax year. and records. The Schedule L balancethe consolidated U.S. federal income tax The corporation may either (a) file sheet may show tax-basis balance sheetreturn, see the instructions for Part I, lines Schedule M-3, or (b) file Schedule M-1, amounts if the corporation is allowed to10 and 11 and Part II, line 7, for guidance for the current tax year. However, if the use books and records for Schedule M-3on Schedule M-3 reporting of corporation chooses to file Schedule M-1 and the corporation’s books and recordsintercompany dividends and statutory for the current tax year, and for a reflect only tax-basis amounts.accounting adjustments. subsequent tax year the corporation is

Example 1. required to file Schedule M-3, the For purposes of measuring total assets
corporation must complete Schedule M-3 at the end of the year, assets may not be1. U.S. corporation A owns U.S.
in its entirety (Part I and all columns in netted or offset against liabilities. Insubsidiary B and foreign subsidiary F. For
Parts II and III) for that subsequent tax addition, total assets may not be reportedits 2006 tax year, A prepares
year. as a negative amount.consolidated financial statements with B
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corporate and partnership interests a 50 percent interest. Therefore, becauseSchedule M-2
owned or deemed to be owned under Z was a reportable entity partner for 2006,The amount shown on Schedule M-2, line
these instructions by the disregarded each of A, B, C, D, and E is required to2, Net income (loss) per books, must
entity; (3) the owner of 50 percent or complete Schedule M-3 (Form 1065) forequal the amount shown on Schedule
more of a corporation by vote on any day 2006, regardless of whether they wouldM-3, Part I, line 11. Schedule M-2 must
of the corporation tax year is deemed to otherwise be required to completereflect activity only of corporations
own all corporate and partnership Schedule M-3 for that year.included in the consolidated U.S. federal
interests owned or deemed to be owned 2. Same ownership fact as in item 1,income tax return.
under these instructions by the above, but on September 15, 2005, Z
corporation during the corporation taxConsolidated Return filed a tax return on Form 1120 and was
year; (4) the owner of 50 percent or more(Form 1120, Page 1) required to complete Schedule M-3 for
of partnership income, loss, or capital on the tax year ending December 31, 2004.Report on Form 1120, page 1, each item any day of the partnership tax year is Therefore, Z is a reportable entity partnerof income, gain, loss, expense, or deemed to own all corporate and of K as of June 30, 2006. On Septemberdeduction net of elimination entries for partnership interests owned or deemed to 15, 2006, P reports to A, B, C, D, and E,intercompany transactions between be owned under these instructions by the as it is required to do, that Z is aincludible corporations. The corporation partnership during the partnership tax reportable entity partner as of June 30,must not report as dividends on Form year; and (5) the beneficial owner of 50 2006, directly owning (with respect to A)1120, Schedule C, any amounts received percent or more of the beneficial interest or deemed to own indirectly (with respectfrom an includible corporation. In general, of a trust or nominee arrangement on any to B, C, D, and E) a 50 percent interest.dividends received from an includible day of the trust or nominee arrangement Therefore, because Z was a reportablecorporation must be eliminated in tax year is deemed to own all corporate entity partner for 2006, each of A, B, C, D,consolidation rather than offset by the and partnership interests owned or and E is required to complete Scheduledividends-received deduction. deemed to be owned under these M-3 (Form 1065) for 2006, regardless ofinstructions by the trust or nominee whether they would otherwise be requiredEntity Considerations for arrangement. to complete Schedule M-3 for that year.

Schedule M-3 A reportable entity partner with respect 3. P, a US corporation, is the parent
to a partnership (as defined above) mustFor purposes of Schedule M-3, of a financial consolidation group with 50
report the following to the partnership onreferences to the classification of an entity domestic subsidiaries DS1 through DS50
September 15, 2006, or if later, within 30(for example, as a corporation, a and 50 foreign subsidiaries FS1 through
days of first becoming a reportable entitypartnership, or a trust) are references to FS50, all 100 percent owned on June 30,
partner and, after first reporting to thethe treatment of the entity for U.S. federal 2006. On September 15, 2005, P filed a
partnership under these instructions,income tax purposes. An entity that consolidated tax return on Form 1120 and
thereafter within 30 days of the date ofgenerally is disregarded as separate from was required to complete Schedule M-3
any change in the interest it owns or isits owner for U.S. federal income tax for the tax year ending December 31,
deemed to own, directly or indirectly,purposes (disregarded entity) must not be 2004. On June 30, 2006, DS1, DS2, DS3,
under these instructions, in theseparately reported on Schedule M-3 FS1, and FS2 are each 10 percent
partnership: (1) its name, (2) its mailingexcept, if required, on Part I, line 7. On partners in partnership K which files Form
address, (3) its taxpayer identificationSchedule M-3, Parts II and III, any item of 1065 for the tax year ending December
number (TIN or EIN) if applicable, (4) itsincome, gain, loss, deduction, or credit of 31, 2006. P is deemed to own, directly or
entity or organization type, (5) the state ora disregarded entity must be reported as indirectly (under these instructions) all
country in which it is organized, (6) thean item of its owner. In particular, the corporate and partnership interests of
date on which it first became a reportableincome or loss of a disregarded entity DS1, DS2, DS3, as the parent of the tax
entity partner on or after June 30, 2006,must not be reported on Part II, lines 9, consolidation group and therefore is
(7) the date with respect to which it is10, or 11 as from a separate partnership deemed to own 30 percent of K on June
reporting a change in its ownershipor other pass-through. The financial 30, 2006. P is deemed to own, directly or
interest in the partnership, if applicable,statement income or loss of a disregarded indirectly, (under these instructions) all
(8) the interest in the partnership it ownsentity is included on Part I, line 7, only if corporate and partnership interests of
or is deemed to own in the partnership,its financial statement income or loss is FS1 and FS2 as the owner of 50 percent
directly or indirectly (as defined underincluded on Part I, line 11, but not on Part or more of each corporation by vote and
these instructions) as of the date withI, line 4. therefore is deemed to own 20 percent of
respect to which it is reporting, and (9) K on June 30, 2006. P is thereforeReportable Entity Partner any change in that interest as of the date deemed to own 50 percent of K on JuneReporting Responsibilities with respect to which it is reporting. 30, 2006. P was required to complete the

A reportable entity partner with respect to Example 2. Schedule M-3 (Form 1120) with its 2004
a partnership filing Form 1065 is an entity Form 1120 filed September 15, 2005, its1. A, an LLC filing a Form 1065 for
that (1) owns or is deemed to own, most recently filed U.S. federal income2006, is owned 50 percent by U.S.
directly or indirectly, under these tax return filed prior to June 30, 2006. Pcorporation Z. A owns 50 percent of B, C,
instructions a 50 percent or greater owns or is deemed to own, directly orD, and E, which are also LLCs filing a
interest in the income, loss or capital of indirectly, (under these instructions) 50Form 1065 for calendar year 2006. Z was
the partnership on any day of the tax year percent or more of K on June 30, 2006,first required to complete Schedule M-3
on or after June 30, 2006, and (2) was and was required to complete Schedule(Form 1120) for its corporate tax year
required to complete Schedule M-3 on its M-3 on its most recently filed U.S. incomeended December 31, 2005, and filed its
most recently filed US federal income tax tax return filed prior to that date.Form 1120 with Schedule M-3 for 2005
return or return of income filed prior to Therefore, P is a reportable entity partneron September 15, 2006. As of September
that day. of K as of June 30, 2006. On September16, 2006, Z was a reportable entity

15, 2006, P reports to K, as it is requiredFor the purposes of these instructions: partner with respect to A and, through A,
to do, that P is a reportable entity partner(1) the parent corporation of a with respect to B, C, D, and E. On
as of June 30, 2006, deemed to ownconsolidated tax group is deemed to own October 5, 2006, Z reports to A, B, C, D,
(under these instructions) a 50 percentall corporate and partnership interests and E, as it is required to do within 30
interest in K. K is therefore required toowned or deemed to be owned under days of September 16, that Z is a
complete Schedule M-3 when it files itsthese instructions by any member of the reportable entity partner directly owning
Form 1065 for its tax year endingtax consolidated group; (2) the owner of a (with respect to A) or deemed to own
December 31, 2006.disregarded entity is deemed to own all indirectly (with respect to B, C, D, and E)
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property and casualty insurance M-3 must follow the separate returnConsolidated Schedule company, and a corporation that is not an requirements of the regulation under
insurance company. Section 1502 and all other applicableM-3 Versus Consolidating

regulations taking into account theMixed group consolidation forSchedules M-3 for Form amounts separately reported on FormSchedule M-3, Parts II and III, requires (a)
8916. Capital loss limitation and1120 Groups subgroup sub-consolidation of the 1120
carryforward used and charitablesubgroup, the 1120-PC subgroup, andA consolidated tax return group with a
deduction limitation and carryforwardthe 1120-L subgroup, each with its ownparent corporation that files a Form 1120
used are not taken into account in thesub-consolidated Schedule M-3, Parts IIis a mixed group if any member is a life
determination of the three subgroupand III, and (b) consolidation of theinsurance company (files using Form
sub-consolidated taxable incomes onsubgroup sub-consolidation totals on a1120-L) or a property and casualty
Schedule M-3, but are reflected on Formconsolidated Schedule M-3, Part II thatinsurance company (files using 1120-PC).
8916 and in the calculation of the life/ties to a consolidated Schedule M-3, PartSee Schedule M-3 Consolidation for
non-life loss limitation and carryforwardI and a consolidated Form 8916,Mixed Groups (1120/L/PC) below.

Reconciliation of Schedule M-3 Taxable used. See, Life/Non-Life Loss Limitation
A U.S. consolidated tax group must file Income with Tax Return Taxable Income and Carryforward Used Calculations, ona consolidated Schedule M-3. Parts I, II for Mixed Groups. page 5.and III of the consolidated Schedule M-3

In addition to one Schedule M-3, Partmust reflect the activity of the entire U.S. The reconciliation totals for book,II and one Schedule M-3, Part III for eachconsolidated tax group. The parent temporary difference, permanentcorporation in the three subgroupcorporation also must complete Parts II difference, and taxable income for eachsub-consolidations, there will be generallyand III of a separate Schedule M-3 to subgroup are reported on Forms 1120,a total of six additional Schedule M-3,reflect the parent’s own activity. In 1120-PC, or 1120-L, as applicable,Parts II and six additional Schedule M-3,addition, Parts II and III of a separate Schedule M-3, Part II, line 29a, columnsParts III for the subgroupSchedule M-3 must be completed by (a), (b), (c), and (d), and equal the sum ofsub-consolidations. Specifically, thereeach includible corporation to reflect the
the line amounts on Part II, lines 26must be one Part II and one Part III foractivity of that includible corporation.
through 28. For a mixed group, Scheduleeach subgroup’s sub-consolidatedLastly, it generally will be necessary to
M-3, Part II, lines 29b, 29c, and 30 areamounts and one Part II and one Part IIIcomplete Parts II and III of a separate
blank on the Forms 1120, 1120-PC, orfor each subgroup’s sub-consolidationSchedule M-3 for consolidation
1120-L, as applicable, for the separateeliminations amounts.eliminations.
corporations (parent and subsidiary) andAt the mixed group consolidated level,If a U.S. consolidated tax group that is for the three subgroupthere must be a consolidated Schedulenot a mixed group consists of four sub-consolidations.M-3, Part II, and, if applicable, a Part II forincludible corporations (the parent and

consolidation eliminations not includablethree subsidiaries) all filing Form 1120, Reconciliation of Mixed Groupin the subgroup eliminations. At thethe U.S. consolidated tax group must Subgroup Sub-Consolidationconsolidated level, there must also be acomplete six Schedules M-3 as follows: Amounts to Schedule M-3 Part I,consolidated Schedule M-3, Part I and a(a) one consolidated Schedule M-3 with
line 11, and to Tax Return Taxableconsolidated Form 8916. For a mixedParts I, II, and III completed to reflect the

group, there is no Schedule M-3, Part III Incomeactivity of the entire U.S. consolidated tax
at the consolidated level.group; (b) Parts II and III of a separate At the consolidated level, use the

Schedule M-3 for each of the four Schedule M-3 (Forms 1120, 1120-PC, orThe corporation must check the
includible corporations to reflect the 1120-L), Parts I and II, that matches theapplicable mixed group checkboxes on all
activity of each includible corporation; and Schedules M-3, Parts I, II, and III, as form on which the parent corporation
(c) Parts II and III of a separate Schedule discussed below. reports and the entire consolidated group
M-3 to eliminate intercompany files. For a mixed group, the consolidatedSubgroup Sub-Consolidation: 1120transactions between includible Schedule M-3, Part II, lines 29a, 29b, and

Subgroup, 1120-PC Subgroup, andcorporations and to include limitations on 29c amounts are the roll-ups of the
deductions (e.g., charitable contribution 1120-L Subgroup applicable amounts from the three
limitations and capital loss limitations) and A subgroup Schedule M-3, Parts II and III, subgroup sub-consolidation Part II, line
carryover amounts (e.g., charitable sub-consolidation must be prepared with 29a amounts. (If a consolidated level Part
contribution carryovers and capital loss all necessary eliminations within the II for consolidation eliminations not
carryovers). See the discussion, subgroup for each of the three possible includable in the subgroup eliminations is
Completion of Schedule M-3 and Certain subgroups that are in fact present: one applicable, the roll-up amounts must be
Allocations, Limitations, and Carryovers. subgroup for those corporations reporting adjusted by the applicable elimination

on Form 1120; one subgroup for thoseNote. On Part II and Part III, indicate on amounts.) The consolidated Schedule
corporations reporting on Form 1120-PC;the line after the common parent’s name M-3, Part II, line 30 amounts are the sum
and one subgroup for those reporting onwhether the Schedule M-3 is for the: (1) of the applicable amounts on the
Form 1120-L. The parent corporation isconsolidated group; (2) parent consolidated Part II, lines 29a, 29b, and
included in the subgroup that correspondscorporation; (3) consolidation 29c. For a mixed group, the consolidated
to the form on which it reports and theeliminations; or (4) subsidiary corporation, Part II, lines 1 through 28 are blank and
entire consolidated group files. Forby checking the appropriate box. no consolidated Part III is required to be
example, in the case of a Form 1120 completed.
parent and Form 1120 consolidatedSchedule M-3 Consolidation for
group, the parent is included in the FormMixed Groups (1120/L/PC) For mixed groups, the consolidated
1120 subgroup sub-consolidation. Each Part II line 30 column (a) must equal PartSpecial Schedule M-3 consolidation rules
subgroup uses its own Schedule M-3 I, line 11, with appropriate adjustments forapply to a mixed group, that is, a
form (1120, 1120-PC, 1120-L), Parts II statutory accounting requirementsconsolidated tax group that (a) includes
and III, for each corporation within the reflected on Part I, line 10. Theboth a corporation that is an insurance
subgroup and for the subgroup consolidated taxable income indicated oncompany and a corporation that is not an
sub-consolidation and the subgroup Part II, line 30, column (d), must equal theinsurance company, or (b) includes both a
eliminations. amount shown on Form 8916, line 1.life insurance company and a property

Form 8916, line 8 must equal taxableand casualty insurance company, or (c) The three subgroup sub-consolidation
income reported on the tax return.includes a life insurance company, a taxable income calculations on Schedule
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parent corporation. Parts II and III mustCompletion of Mixed Group Life/Non-Life Loss Limitation and
be completed by the parent corporation,Carryforward Used CalculationsCheckboxes for Schedule M-3 Part
each includible corporation, and aII and Part III The applicable life/non-life loss limitation
consolidating eliminations entity.and all carryforward used calculations are

Note. The following discussion of made using the amounts determined for At the time the Form 1120 is filed, all
checkboxes will assume that the 1120 taxable income in the three subgroup applicable questions must be answered
subgroup includes the corporate parent of subconsolidations and other applicable on Part I, all columns must be completed
the mixed group. amounts separately reported on Form on Parts II and III, and all numerical data

8916. The calculated life/non-life loss required by Schedule M-3 must beForms 1120, 1120-PC, and 1120-L, limitation or carryforward used amounts, if provided. Any schedule required toSchedule M-3, Parts II and III, each have any, are not entered on Schedule M-3. support a line item on Schedule M-3 musta checkbox (5) at the top indicating a The calculated amounts, if any, are be attached at the time Schedule M-3 is
mixed group. Checkbox (5) and one or entered on Form 8916. filed and must provide the information
more other applicable checkboxes must required for that line item.Mixed Group With 1120 Parent:be checked.

All detailed schedules for Part II andTransition Rule For Schedule M-3,
For example, an 1120 parent Part III of Schedule M-3 must be attachedParts II and III, Columns (a) and (d)

corporation included in the 1120 for each separate entity included in theFor Tax Years Ending Decembersubgroup must check Schedule M-3 consolidated Part II and Part III, including2006 Through November 2007(Form 1120), Parts II and III, box (2) those for the parent company and the
For tax years ending December 2006Parent corporation and box (5) Mixed eliminations entity, if applicable. It is not
through November 2007, if a mixed group1120/L/PC group. An 1120 subsidiary required that the same supporting
has an 1120 parent that is required tocorporation within the 1120 subgroup detailed information be presented for Part
complete Parts II and III, columns (a) andmust check Schedule M-3 (Form 1120), II and Part III of the consolidated
(d), all 1120 subsidiaries must completeParts II and III, box (4) Subsidiary Schedule M-3.
Parts II and III, columns (a) and (d).corporation and box (5) Mixed 1120/L/PC If an item attributable to an includiblegroup. An 1120-PC subsidiary corporation However, all 1120-PC and 1120-L corporation is not shared by or allocatedwithin the 1120-PC subgroup must check subsidiaries included in the mixed group to the appropriate member of the groupSchedule M-3 (Form 1120-PC), Parts II tax consolidated group have the option of but is retained in the parent corporation’sand III, box (4) Subsidiary corporation and completing columns (a) and (d) for all of financial statements (or books andbox (5) Mixed 1120/L/PC group. An Parts II and III, or of completing columns records, if applicable), then the item must1120-L subsidiary corporation within the (a) and (d) only for Part II, line 29a, to be reported by the parent corporation in1120-L subgroup must check Schedule show the net contribution of the its separate Schedule M-3. For example,M-3 (Form 1120-L), Parts II and III, box subsidiary to the consolidated group total if the parent of a U.S. consolidated tax(4) Subsidiary corporation and box (5) Part II, line 30, columns (a) and (d) shown group prepares financial statements thatMixed 1120/L/PC group. on the 1120 subgroup sub-consolidation include all members of the U.S.Part II. The 1120-PC subgroup consolidated tax group and the parentThe 1120 subgroup sub-consolidation sub-consolidation Part II, line 29a, must does not allocate the group’s income taxSchedule M-3 (Form 1120), Parts II and reflect the columns (a) and (d) net total expense as reflected in the financialIII, must be indicated by checking box (5) amounts for all 1120-PC subsidiaries. The statements among the members of theMixed 1120/L/PC group and box (6) 1120 1120-L subgroup sub-consolidation Part group but retains it in the parentgroup for the sub-consolidation and by II, line 29a must reflect the columns (a) corporation, the parent corporation mustchecking box (5) Mixed 1120/L/PC group, and (d) net total amounts for all 1120-L report on its separate Schedule M-3 theand box (7) 1120 eliminations for the subsidiaries. The 1120 subgroup U.S. consolidated tax group’s income taxeliminations. The 1120-PC subgroup sub-consolidation must reflect the total expense as reflected in the financialsubconsolidation Form 1120-PC net amounts for column (a) and (d) for all statements.Schedule M-3, Parts II and III, must be applicable lines. The consolidated level

indicated by checking box (5) Mixed Any adjustments made at thePart II must reflect the total net amounts
1120/L/PC group and box (6) 1120-PC consolidated group level that are notfor columns (a) and (d) for all applicable
group for the sub-consolidation and by attributable to any specific member of thelines 29a, 29b, 29c, and 30.
checking box (5) Mixed 1120/L/PC group, U.S. consolidated tax group (e.g.,Note. All corporations within the mixedand box (7) 1120-PC eliminations for the disallowance of net capital losses,group tax consolidation group areeliminations. The 1120-L subgroup contribution deduction carryovers, andrequired to complete columns (b) and (c)sub-consolidation Schedule M-3 (Form limitation of contribution deductions) mustfor all applicable lines on all Schedules1120-L), Parts II and III, must be indicated not be reported on the separateM-3 Parts II and III, whether Form 1120,by checking box (5) Mixed 1120/L/PC consolidating parent or subsidiaryForm 1120-PC, or Form 1120-L.group and box (6) 1120-L group for the Schedules M-3 but rather on the
sub-consolidation and by checking box consolidated Schedule M-3 and on theCompletion of Schedule(5) Mixed 1120/L/PC group, and box (7) consolidating Schedule M-3 for
1120-L eliminations for the eliminations. consolidation eliminations (or on FormM-3 and Certain

8916 in the case of a mixed group).A mixed group with a Form 1120 Allocations, Limitations,
parent corporation completes a If an includible corporation has (1) noand Carryoversconsolidated level Schedule M-3 (Form activity for the tax year (e.g., because the
1120), Parts I and II and a consolidated A corporation (or any member of a U.S. corporation is a dormant or inactive
Form 8916. The mixed group consolidated tax group) required to file corporation), (2) no amount for the
consolidated Schedule M-3, Part II, must Schedule M-3 must complete the form in corporation was included in Part I, line 11,
be indicated by checking box (1) its entirety. In particular, a corporation and (3) the corporation has no amounts to
consolidated group and box (5) Mixed filing a nonconsolidated return that meets report on Part II and Part III of Schedule
1120/L/PC group. (If a consolidated level the filing requirements for Schedule M-3 M-3 for the tax year, the parent
Part II for consolidation eliminations not must complete Parts I, II, and III. Such a corporation of the U.S. consolidated tax
includable in the subgroup eliminations is corporation does not check any of the group may attach to the consolidated
applicable, that Part II must be indicated checkboxes at the top of Parts II and III. Schedule M-3 a statement that provides
by checking box (3) Consolidated In the case of a U.S. consolidated tax the name and EIN of the includible
eliminations and box (5) Mixed 1120/L/PC group, Part I must be completed once, on corporation in lieu of filing a blank Part II
group.) the consolidated Schedule M-3, by the and Part III of Schedule M-3 for such
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entity. On Part I, check box (4) Dormant If no financial statements are prepared checked “Yes” on Part I, line 1, or from its
for a U.S. corporation (or, in the case of a books and records if Part I, line 1c issubsidiaries schedule attached.
U.S. consolidated tax group, for the U.S. checked “No.” If Part I, line 1a, is checked
parent corporation’s consolidated group) “Yes,” report on Part I, line 4, the net
filing Schedule M-3 (Form 1120), and the income amount reported in the income
U.S. corporation is owned by a foreign statement presented to the SEC on theSpecific Instructions
corporation that prepares financial corporation’s Form 10-K (the Form 10-Kfor Part I statements that includes the U.S. for the security identified on Part I, line
corporation (or the U.S. parent 3b, if applicable).
corporation’s consolidated group), thePart I. Financial If a corporation prepares financial
U.S. corporation (or the U.S. parent statements, the amount on line 4 mustInformation and Net corporation of the U.S. consolidated tax equal the financial statement net income
group) must enter “No” on questions 1a, (loss) for the income statement periodIncome (Loss)
1b, and 1c, skip Part I, lines 2a through ending with or within the tax year asReconciliation 3c, and enter the net income (loss) per indicated on line 2a.
the books and records of the U.S.

If the corporation prepares financialWhen To Complete Part I corporation (or U.S. consolidated tax
statements and the income statementgroup) on Part I, line 4.Part I must be completed for any tax year
period differs from the corporation’s taxfor which the corporation files Schedule Line 2. Questions Regarding year, the income statement periodM-3. Check box (1) Non-consolidated
indicated on line 2a applies for purposesIncome Statement Period andreturn, (2) Consolidated return (Form
of Part I, lines 4 through 8.Restatements1120 only), (3) Mixed 1120/L/PC group,

If the corporation does not prepareEnter the beginning and ending dates onand (4) Dormant subsidiaries schedule
financial statements, check “No” on Part I,line 2a for the corporation’s annualattached, as appropriate.
line 1c, and enter the net income (loss)income statement period ending with or
per the books and records of the U.S.Line 1. Questions Regarding within the current tax year.
corporation or the U.S. consolidated taxthe Type of Income Statement The questions on Part I, lines 2b and
group on Part I, line 4.Prepared 2c, regarding income statement

Report on Part I, lines 5a through 10,restatements refer to the worldwideFor Part I, lines 1 through 11, use only the
as instructed below, all adjustmentconsolidated income statement issued byfinancial statements of the U.S.
amounts required to adjust worldwide netthe corporation filing the U.S. federalcorporation filing the U.S. federal income
income (loss) reported on this Part I, lineincome tax return (the consolidatedtax return (the consolidated financial
4 (whether from financial statements orfinancial statements for the U.S. parentstatements for the U.S. parent corporation
books and records), to net income (loss)corporation of a U.S. consolidated taxof a U.S. consolidated tax group). If the
of includible corporations that must begroup). Answer “Yes” on lines 2b and/orU.S. corporation filing a U.S. federal
reported on Part I, line 11.2c if the corporation’s annual incomeincome tax return (or the U.S. parent

statement has been restated for anycorporation of a U.S. consolidated tax If a U.S. corporation (a) has net
reason. Attach a short explanation of thegroup) prepares its own financial income (loss) included on Part I, line 4,
reasons for the restatement in net incomestatements but is controlled by another and removed on Part I, line 6a or 6b, on
for each annual income statement periodcorporation (U.S. or foreign) that prepares another U.S. corporation’s Schedule M-3,
that is restated, including the originalfinancial statements that include the U.S. (b) files its own Form 1120 (separate or
amount and restated amount of eachcorporation, the U.S. corporation (or the consolidated), (c) does not have a
annual statement period’s net income.U.S. parent corporation of a U.S. separate financial statement (certified or
The attached schedule is not required toconsolidated tax group) must use for its otherwise) of its own, and (d) reports on
report restatements on an entity-by-entitySchedule M-3, Part I, its own financial Schedule L of its own Form 1120 total
basis.statements and not the financial consolidated assets that equal or exceed

statements of the controlling corporation. $10 million at the end of the corporation’sLine 3. Questions Regarding
tax year, the corporation must answerPublicly Traded VotingIf a non-publicly traded U.S. parent questions 1a, 1b, and 1c of Part I asCommon Stockcorporation of a U.S. consolidated tax appropriate for its own Form 1120 and

group prepares financial statements and The primary U.S. publicly traded voting must report on Part I, line 4, the amount
that group includes a publicly traded common stock class is the most widely for the corporation’s net income (loss)
subsidiary that files financial statements held or most heavily traded within the that is removed on Part I, line 6a or 6b, of
with the Securities and Exchange U.S. as determined by the corporation. If the other corporation’s Schedule M-3.
Commission (SEC), the consolidated the corporation has more than one class However, if in the circumstances
financial statements of the parent of publicly traded voting common stock, described immediately above, the
corporation are the appropriate financial attach a list of the classes of publicly corporation does have separate financial
statements for purposes of completing traded voting common stock and the statements (certified or otherwise) of its
Part I. Do not use any separate company trading symbol and the nine-digit CUSIP own, independent of the amount of the
financial statements that might be number of each class. corporation’s net income included in Part
prepared for publicly traded subsidiaries. I, line 4, of the other U.S. corporation, theLine 4. Worldwide Consolidated corporation must answer questions 1a,If no financial statements are prepared Net Income (Loss) per Income 1b, and 1c of Part I, as appropriate, for itsfor a U.S. corporation (or, in the case of a Statement own Form 1120, based on its ownU.S. consolidated tax group, for the U.S.

separate income statement, and mustReport on Part I, line 4, the worldwideparent corporation’s consolidated group)
report on Part I, line 4, the net incomeconsolidated net income (loss) per thefiling Schedule M-3 (Form 1120), the U.S.
amounts shown on its separate incomeincome statement (or books and records,corporation (or the U.S. parent
statement.if applicable) of the corporation. Acorporation of a U.S. consolidated tax

corporation filing a non-consolidatedgroup) must enter “No” on questions 1a, If line 4 includes net income (loss) for
Form 1120 for itself must report its1b, and 1c, skip Part I, lines 2a through a corporation that files Form 1120-PC or
worldwide income on Part I, line 4.3c, and enter the net income (loss) per Form 1120-L, see the instructions for Part

the books and records of the U.S. In completing Schedule M-3, the I, line 10, for adjustments that may be
corporation (or U.S. consolidated tax corporation must use financial statement necessary to reconcile financial statement
group) on Part I, line 4. amounts from the financial statement type income to statutory income.
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any includible corporation. Do not remove for each separate other includibleLine 5. Net Income (Loss) of
in Part I the financial statement net corporation or entity without regard to theNonincludible Foreign Entities
income (loss) of any nonincludible U.S. effect of consolidation or elimination

Remove the financial statement net entity accounted for in the financial entries solely between or among the
income (line 5a) or loss (line 5b) of each statements on the equity method. entities listed. If there are consolidation or
foreign entity that is included in the elimination entries relating to such otherAttach a supporting schedule thatconsolidated financial statement group includible corporations or entities whoseprovides the name, EIN, and net incomeand is not an includible corporation in the income (loss) is reported on the attached(loss) per the financial statement or booksU.S. consolidated tax group schedule that are not reportable on Part I,and records included on line 4 that is(nonincludible foreign entity). In addition, line 8, the net amounts of all suchremoved on this line 6 for each separateon Part I, line 8, adjust for consolidation consolidation and elimination entries mustnonincludible U.S. entity. The amounts ofeliminations and correct for minority be reported on a separate line on theincome (loss) detailed on the supportinginterest and intercompany dividends attached schedule, so that the separateschedule should be reported for eachbetween any nonincludible foreign entity financial accounting income (loss) of eachseparate nonincludible U.S. entity withoutand any includible corporation. Do not other includible corporation or entityregard to the effect of consolidation orremove in Part I the financial statement remains separately stated. For example, ifelimination entries. If there arenet income (loss) of any nonincludible the net income (after consolidation andconsolidation or elimination entriesforeign entity accounted for in the elimination entries) of a sub-consolidatedrelating to nonincludible U.S. entitiesfinancial statements on the equity U.S. group of other includiblewhose income (loss) is reported on themethod. corporations or entities is being reportedattached schedule that are not reportableAttach a supporting schedule that on line 7a, the attached supportingon Part I, line 8, the net amounts of allprovides the name, EIN (if applicable), schedule should report the income (loss)such consolidation and elimination entriesand net income (loss) per the financial of each separate other includiblemust be reported on a separate line onstatement or books and records included corporation or entity from eachthe attached schedule, so that theon line 4 that is removed on this line 5 for corporation’s own financial accounting netseparate financial accounting incomeeach separate nonincludible foreign income statement or books and records,(loss) of each nonincludible U.S. entityentity. The amounts of income (loss) and any consolidation or eliminationremains separately stated. For example, ifdetailed on the supporting schedule entries (for intercompany dividends,the net income (after consolidation andshould be reported for each separate minority interests, etc.) not reportable onelimination entries) of a nonincludiblenonincludible foreign entity without regard Part I, line 8, should be reported on theU.S. sub-consolidated group is beingto the effect of consolidation or attached supporting schedule as a netreported on line 6a, the attachedelimination entries. If there are amount on a line separate and apart fromsupporting schedule should report theconsolidation or elimination entries lines that report each other includibleincome (loss) of each separaterelating to nonincludible foreign entities corporation’s or entity’s separate netnonincludible U.S. legal entity from eachwhose income (loss) is reported on the income (loss).such entity’s own financial accounting netattached schedule that are not reportable

income statement or books and records,on Part I, line 8, the net amounts of all Line 8. Adjustment to
and any consolidation or eliminationsuch consolidation and elimination entries Eliminations of Transactionsentries (for intercompany dividends,must be reported on a separate line on Between Includible Entities andminority interests, etc.) not reportable onthe attached schedule, so that the Nonincludible EntitiesPart I, line 8, should be reported on theseparate financial accounting income
attached supporting schedule as a net Adjustments on Part I, line 8, to reverse(loss) of each nonincludible foreign entity
amount on a line separate and apart from certain financial accounting consolidationremains separately stated.
lines that report each nonincludible U.S. or elimination entries are necessary to

For example, if the net income (after entity’s separate net income (loss). ensure that transactions between
consolidation and elimination entries) of a includible corporations and nonincludible
nonincludible foreign sub-consolidated Line 7. Net Income (Loss) of U.S. or foreign entities are not eliminated,
group is being reported on line 5a, the Other Includible Entities in order to report the correct total amount
attached supporting schedule should on Part I, line 11. Also, additionalInclude the financial statement netreport the income (loss) of each separate consolidation entries and eliminationsincome (line 7a) or loss (line 7b) of eachnonincludible foreign legal entity from entries may be necessary on Part I, linecorporation includible in the U.S.each such entity’s own financial 8, related to transactions betweenconsolidated tax group that is notaccounting net income statement or includible corporations that are in theincluded in the consolidated financialbooks and records, and any consolidation consolidated financial statement groupstatement group (other includibleor elimination entries (for intercompany and other includible corporations andcorporation) and therefore not included individends, minority interests, etc.) not entities that are not in the consolidatedthe income reported on Part I line 4. Alsoreportable on Part I, line 8, should be financial statement group but that areinclude on this line 7 the financialreported on the attached supporting reported on Part I, line 7, in order tostatement income of any disregardedschedule as a net amount on a line report the correct total amount on Part I,entity that is not included in the incomeseparate and apart from lines that report line 11.reported on Part I, line 4, but is includedeach nonincludible foreign entity’s in Part I, line 11 (other includible entities). Include on Part I, line 8, the total of theseparate net income (loss). In addition, on Part I, line 8, adjust for following: (a) amounts of any adjustmentsconsolidation eliminations and correct forLine 6. Net Income (Loss) of to consolidation entries and eliminationminority interest and intercompanyNonincludible U.S. Entities entries that are contained in the amountdividends for such other includibleRemove the financial statement net reported on Part I, line 4, required as acorporations and such other includibleincome (line 6a) or loss (line 6b) of each result of removing amounts on Part I, lineentities.U.S. entity that is included in the 5 or 6; and (b) amounts of any additional
consolidated financial statement group Attach a supporting schedule that consolidation entries and elimination
and is not an includible corporation in the provides the name, EIN, and net income entries that are required as a result of
U.S. consolidated tax group (loss) per the financial statement or books including amounts on Part I, line 7. This is
(nonincludible U.S. entity). In addition, on and records on this line 7 for each necessary in order that the consolidation
Part I, line 8, adjust for consolidation separate other includible corporation and entries and intercompany eliminations
eliminations and correct for minority each separate other includible entity. The entries included in the amount reported
interest and intercompany dividends amounts of income (loss) detailed on the on Part I, line 11 are only those applicable
between any nonincludible U.S. entity and supporting schedule should be reported to the financial net income (loss) of
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includible corporations for the financial Part I, line 10c. If any net adjustment isLine 10a. Intercompany
statement period. For example, included for the corporation on Part I,Dividend Adjustments To
adjustments must be reported on line 8 to lines 10b or 10c, attach a supplementalReconcile to Line 11remove minority interest and to reverse supporting schedule identifying the lineLine 10b. Other Statutorythe elimination of intercompany dividends (10b or 10c), the type of each adjustment

Accounting Adjustments Toincluded on Part I, line 4, that relate to the included in the net adjustment, and the
Reconcile to Line 11net income of entities removed on Part I, amount of each adjustment included in

line 5 or 6, because the income to which the net adjustment.Line 10c. Other Adjustments To
the consolidation or elimination entries Reconcile to Amount on Line 11 Line 11. Net Income (Loss) perrelate has been removed. Also, for Include on lines 10a, 10b, and 10c any Income Statement of Includibleexample, consolidation or elimination other adjustments to reconcile net income Corporationsentries must be reported on line 8 to (loss) on Part I, line 4 through Part I, linereflect any minority interest ownership in Report on line 11 the net income (loss)9, with net income (loss) on Part I, line 11.the net income of other includible per the income statement (or books andInclude on line 10a the amount of anycorporations or entities reported on Part I, records, if applicable) of the corporation.intercompany dividend adjustmentline 7, and to eliminate any intercompany In the case of a U.S. consolidated taxrequired by statutory accounting. Includedividends between corporations or group, report the consolidated incomeon line 10b the amount of any otherentities whose income is included on Part statement net income (loss) of allrequired statutory accounting adjustment.I, line 7, and other corporations included corporations listed on Form 851 andInclude on line 10c the amount of anyin the consolidated U.S. federal income included in the consolidated U.S. federalother adjustment not required by statutorytax return. income tax return for the tax year.accounting.

Amounts reported in column (a) of Parts IIIf a corporate owner of an interest in
Normally, all intercompany dividends and III (see instructions below) must beanother entity (entity): (a) accounts for the

will have been eliminated or excluded reported on the same accounting methodinterest in entity in the owner
from the financial accounting consolidated as is used to report the amount of netcorporation’s separate general ledger on
net income (loss) reported on Part I, line income (loss) per income statement ofthe equity method, and (b) fully
4. However, an insurance company may includible corporations on Part I, line 11,consolidates entity in the owner
be required to include certain which for insurance companies iscorporation’s consolidated financial
intercompany dividends on Part I, line 11, statutory accounting. If an insurancestatements, but entity is not includible in
so that the amount reported on Part I, line company is included in a consolidatedthe owner corporation’s consolidated U.S.
11, agrees with statutory accounting net Form 1120, the amount of net incomefederal income tax return, then, as part of
income (Annual Statement). If the net reported on Part I, Line 11, will includereversing all consolidation and elimination
income (loss) of a corporation that files the statutory accounting net income forentries for the nonincludible entity, the
Form 1120-PC or Form 1120-L is the insurance corporation and the GAAPcorporate owner must reverse on
included on Part I, line 4 or line 7, and is net income for the non-insuranceSchedule M-3, Part I, line 8, the
computed on a basis other than statutory corporations included in the U.S.elimination of the equity income inclusion
accounting, include on line 10a the consolidated tax group. (For insurancefrom entity. If the owner corporation does
adjustments necessary such that Part I, companies included in the consolidatednot account for entity on the equity
line 11, includes intercompany dividends U.S. federal income tax return, seemethod on its own general ledger, it will
in the net income (loss) for such instructions for Part I, line 10 and Part II,not have eliminated the equity income for
corporation to the extent required by line 7.)consolidated financial statement
statutory accounting principles. (Forpurposes, and therefore will have no Do not, in any event, report on this line
insurance companies included in theelimination of equity income to reverse. 11 the net income of entities not listed on
consolidated U.S. federal income tax Form 851 and not included in theThe attached supporting schedule for return, see instructions for Part I, line 11 consolidated U.S. federal income taxPart I, line 8, must identify the type (e.g., and Part II, line 7.) return for the tax year. For example, it isminority interest, intercompany dividends,

not permissible to remove the income ofStatutory accounting for an insuranceetc.) and amount of consolidation or
non-includible entities on lines 5 and/or 6,company subsidiary acquired or mergedelimination entries reported, as well as
above, then to add back such income onmay require the use of a financialthe names of the entities to which they
lines 7 through 10, such that the amountstatement period for income reported onpertain. It is not necessary, but it is
reported at line 11 includes the netPart I, line 11, that differs from the periodpermitted, to report intercompany
income of entities not includible in thereported on Part I, line 4 or line 7. Reporteliminations that net to zero on Part I, line
consolidated U.S. federal income taxon Part I, line 10b, adjustments to income8, such as intercompany interest income
return. A principal purpose of Schedulebecause of such differences in accountingand expense.
M-3 is to report on this Part I, line 11, onlyperiod.Line 9. Adjustment to Reconcile the financial accounting net income of

For any adjustments reported on Part only the corporations included in theIncome Statement Period to Tax
I, lines 10a, 10b, and 10c, attach a consolidated U.S. federal income taxYear
supporting schedule that provides, for return.Include on line 9 any adjustments each corporation to which an adjustment Whether or not the corporationnecessary to the income (loss) of relates: the name and EIN of the prepares financial statements, Part I, lineincludible corporations to reconcile corporation, the amount of net income 11, must include all items that impact thedifferences between the corporation’s included in Part I before any adjustments net income (loss) of the corporation evenincome statement period reported on line on line 10, the amount of net income if they are not recorded in the profit and2a and the corporation’s tax year. Attach included on Part I, line 11, the amount of loss accounts in the corporation’s generala schedule describing the adjustment. the net adjustment that is attributable to ledger, including, for example, allStatutory accounting for an insurance intercompany dividend adjustments post-closing adjusting entries (includingcompany subsidiary acquired or merged required to be reported by statutory workpaper adjustments) and dividendmay require the use of a financial accounting and included on Part I, line income or other income received fromstatement period for income reported on 10a, the amount of the net adjustment non-includible corporations.Part I, line 11, that differs from the period attributable to other statutory accounting

Example 3.reported on Part I, line 4 or line 7. Report requirements and included on Part I, line
on Part I, line 10b, adjustments to income 10b, and the amount of the remainder of 1. U.S. corporation P is publicly
because of such differences in accounting the net adjustment not required because traded and files Form 10-K with the SEC.
period. of statutory accounting and included on P owns 80% or more of the stock of 75
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U.S. corporations, DS1 through DS75, on lines 5a through 10 in order for Part I, Part I, line 8, the elimination of the $40
between 51% and 79% of the stock of 25 line 11, to report the net income (loss) of minority interest net income of DS1 and
U.S. corporations DS76 through DS100, includible corporations P and DS1, net of the elimination of the $60 of DS1 equity
and 100% of the stock of 50 foreign eliminations for transactions between P income. The net result is that P includes
subsidiaries FS1 through FS50. P and DS1. the $60 of equity method income from
eliminates all dividend income from DS1 DS1 at Part I, line 11, and on Part II, line
through DS100 and FS1 through FS50 in 6, column (a). P’s taxable dividendExample 4.
financial statement consolidation entries. income from its investment in DS1 must1. U.S. corporation P owns 60% of
Furthermore, P eliminates the minority be reported on Part II, line 7, column (d).corporation DS1 which is fully
interest ownership, if any, of DS1 through 4. U.S. corporation C owns 60% ofconsolidated in P’s financial statements.
DS100 in financial statement the capital and profits interests in U.S.P does not account for DS1 in P’s
consolidation entries. P’s SEC Form 10-K LLC N. C accounts for N in C’s separateseparate general ledger on the equity
includes P, DS1 through DS100 and FS1 general ledger on the equity method. Nmethod. DS1 has net income of $100
through FS50 on a fully consolidated has net income of $100 (before minority(before minority interests) and pays
basis. P files a consolidated U.S. federal interests) and makes no distributionsdividends of $50, of which P receives
income tax return with DS1 through during the tax year. C treats N as a$30. The dividend is eliminated in the
DS75. corporation for financial statementconsolidated financial statements. In its

P must check “Yes” on Part I, line 1a. purposes and as a partnership for U.S.financial statements, P consolidates DS1
On Part I, line 4, P must report the federal income tax purposes. For equityand includes $60 of net income ($100
consolidated net income from the SEC method reporting on C’s separate generalless the minority interest of $40) on Part I,
Form 10-K for the consolidated financial ledger, C includes its 60% equity share ofline 4.
statement group of P, DS1 through N income, which is $60. In its financialP must remove the $100 net income of
DS100, and FS1 through FS50. P must statements, C eliminates the $60 of NDS1 on Part I, line 6a. P must reverse on
remove the net income (loss) of FS1 equity method income and consolidates NPart I, line 8, the elimination of the $40
through FS50 on Part I, lines 5a or 5b, as including $60 of net income ($100 lessminority interest net income of DS1. In
applicable. P must remove the net income the minority interest of $40) on Part I,addition, P reverses its elimination of the
(loss) before minority interests of DS76 line 4.$30 intercompany dividend in its financial
through DS100 on Part I, lines 6a or 6b, statements on Part I, line 8. The net result C must remove the $100 net income of
as applicable. P must reverse on Part I, is that P includes the $30 dividend from N on Part I, line 6a. C must reverse on
line 8: DS1 at Part I, line 11, and on Part II, line Part I, line 8, the elimination of the $40

a. The elimination of dividends 7, column (a). P’s taxable dividend minority interest net income of N and the
received by P and DS1 through DS75 income from DS1 must be reported on elimination of the $60 of N equity method
from DS76 through DS100 and FS1 Part II, line 7, column (d). income. The result is that C includes the
through FS50; and 2. U.S. corporation C owns 60% of $60 of equity method income for N on

b. The recognition of minority the capital and profits interests in U.S. Part I, line 11, and on Part II, line 9,
interests’ share of the net income (loss) of LLC N. C does not account for N in P’s column (a). C’s taxable income from N
DS76 through DS100. (Note: The minority separate general ledger on the equity must be reported by C on Part II, line 9,
interests’ share, if any, of the income of method. N has net income of $100 column (d).
DS1 through DS75 must be reported in (before minority interests) and makes no 5. U.S. corporation C owns 60% of
Part II, line 8, Minority interest for distributions during the tax year. C treats the capital and profits interests in U.S.
includible corporations.) N as a corporation for financial statement LLC N. C accounts for N in C’s separate

purposes and as a partnership for U.S. general ledger on the equity method. NP reports on Part I, line 11, the
federal income tax purposes. In its has net income of $100 (before minorityconsolidated financial statement net
financial statements, C consolidates N interests) and pays a $50 cashincome (loss) attributable to the includible
and includes $60 of net income ($100 distribution, of which C receives $30. Thecorporations. Intercompany transactions
less the minority interest of $40) on Part I, distribution reduces C’s investment in Nbetween the includible corporations that
line 4. for equity method reporting on C’shad been eliminated in the net income

separate general ledger. C treats N as aamount on line 4 remain eliminated in the C must remove the $100 net income of
corporation for financial statementnet income amount on line 11. N on Part I, line 6a. C must reverse on
purposes and as a partnership for U.S.Transactions between the includible Part I, line 8, the elimination of the $40
federal income tax purposes. For equitycorporations and the nonincludible minority interest net income of N. The
method reporting on C’s separate generalentities that are eliminated in the net result is that C includes no income for N
ledger, C includes its 60% equity share ofincome amount on line 4 are included in either on Part I, line 11, or on Part II, line
N income, which is $60. In its financialthe net income amount on line 11 since 9, column (a). C’s taxable income from N
statements, C eliminates the $60 of Nthe elimination of those transactions were must be reported by C on Part II, line 9.
equity method income and consolidates Nreversed on line 8. 3. U.S. corporation P owns 60% of
and includes $60 of net income ($1002. Foreign corporation F owns 100% corporation DS1, which is fully
less the minority interest of $40) on Part I,of the stock of U.S. corporation P. P owns consolidated in P’s financial statements.
line 4.100% of the stock of DS1, 60% of the P accounts for DS1 in P’s separate

stock of DS2, and 100% of the stock of general ledger on the equity method. DS1 C must remove the $100 net income of
FS1. F prepares certified audited financial has net income of $100 (before minority N on Part I, line 6a. C must reverse on
statements. P does not prepare any interests) and pays dividends of $50, of Part I, line 8, the elimination of the $40
financial statements. P files a which P receives $30. The dividend minority interest net income of N and the
consolidated U.S. federal income tax reduces P’s investment in DS1 for equity elimination of the $60 of N equity method
return with DS1. method reporting on P’s separate general income. The result is that C includes the

ledger where P includes its 60% equity $60 of equity method income for N onP must not complete Schedule M-3,
share of DS1 income, which is $60. In its Part I, line 11, and on Part II, line 9,Part I, with reference to the financial
financial statements, P eliminates the column (a). C’s taxable income from Nstatements of its foreign parent F. P must
DS1 equity method income of $60 and must be reported by C on Part II, line 9,check “No” on Part I, lines 1a, 1b, and 1c,
consolidates DS1, including $60 of net column (d).skip lines 2a through 3c of Part I, and
income ($100 less the minority interest ofenter worldwide net income (loss) per the
$40) on Part I, line 4. Example 5. U.S. corporation P ownsbooks and records of the includible

80% of the stock of corporation DS1. DS1corporations (P and DS1) on Part I, line 4. P must remove the $100 net income of
is included in P’s consolidated federalP must enter any necessary adjustments DS1 on Part I, line 6a. P must reverse on
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income tax return, even though DS1 is checkboxes, whether the Schedule M-3 is 2. Leave blank Part II, lines 1 through
not included in P’s consolidated financial for a sub-consoli- dated: (6) 1120 group; 29, columns (a) and (d);
statements on either a consolidated basis or (7) 1120 eliminations. See 3. Leave blank Part III, columns (a)
or on the equity method. DS1 has current Consolidated Schedule M-3 Versus and (d); and
year net income of $100 after taking into Consolidating Schedules M-3 for Form 4. Report on Part II, line 30, column
account its $40 interest payment to P. P 1120 Groups and Schedule M-3 (d), the sum of Part II, line 30, columns
has net income of $1,040 after Consolidation for Mixed Groups (1120/L/ (a), (b), and (c).
recognition of the interest income from PC) on page 4.

Note. Mixed groups should see ScheduleDS1. Because DS1 is an includible For each line item in Parts II and III, M-3 Consolidation for Mixed Groupscorporation, 100% of the net income of report in column (a) the amount of net (1120/L/PC) on page 4.both P and DS1 must be reported on income (loss) included in Part I, line 11,
Form 1120, page 1 of the PDS In the case of a U.S. consolidated taxand report in column (d) the amount
consolidated U.S. federal income tax group that is not a mixed group, theincluded in taxable income on Form 1120,
return, and the intercompany interest reconciliation described in the precedingpage 1, line 28.
income and expense must be removed by paragraph must be performed by each

Note. A schedule or explanation may beconsolidation elimination entries. member of the U.S. consolidated tax
attached to any line even if none is group. However, because Part I must beP must report its financial statement required. completed only once on the consolidatednet income of $1,040 on Part I, line 4, and

Schedule M-3 by the parent corporationreports DS1’s net income of $100 on Part When To Complete Columns (a) of the U.S. consolidated tax group, theI, line 7. Then, in order to reflect the full and (d) amount reported on Part II, line 30,consolidation of the financial accounting
A corporation is not required to complete column (a), by each member of the U.S.net income of P and DS1 at Part I, line
columns (a) and (d) of Parts II and III for consolidated tax group on its respective11, the following consolidation and
the first tax year the corporation is Schedule M-3 is the amount attributableelimination entries are reported on Part I,
required to file Schedule M-3, and for all to that member that is reported on theline 8: (a) offsetting entries to remove the
subsequent years the corporation is consolidated Schedule M-3, Part I, line$40 of interest income received from DS1
required to file Schedule M-3, the 11, completed by the parent corporation.included by P on line 4, and to remove
corporation must complete Schedule M-3 Accordingly, the amount reported on Partthe $40 of interest expense of DS1
in its entirety. Accordingly, the corporation II, line 30, columns (a) through (d) of theincluded in line 7 for a net change of zero;
must complete columns (a) and (d) for all consolidated Schedule M-3 is the sum ofand (b) an entry to reflect the $20 minority
tax years subsequent to the first tax year the amounts reported by each member ofinterest in the net income of DS1 (DS1
the corporation is required to file the U.S. consolidated tax group on itsnet income of $100 × 20% minority
Schedule M-3. For example, if a respective Schedule M-3 (including ainterest). The result is that Part I, line 11,
corporation was required to file Schedule Schedule M-3 for consolidationreports $1,120: $1,040 from line 4, $100
M-3 as a member of a U.S. consolidated eliminations, if necessary). Note that thefrom line 7, and ($20) from line 8. Stated
tax group and the corporation leaves the amount reported on Part II, line 30,another way, Part I, line 11, includes the
U.S. consolidated tax group, the column (a) of the consolidated Scheduleentire $1,000 net income of P, measured
corporation is required to complete M-3 must equal the amount reported onbefore recognition of the intercompany
Schedule M-3 in its entirety in any Part I, line 11 of the consolidatedinterest income from DS1 and the
succeeding tax year that the corporation Schedule M-3, and that the amountconsolidation of DS1 operations, plus the
is required to complete Schedule M-3. reported on Part II, line 30, column (d) ofentire $140 net income of DS1, measured
However, if the corporation joins in filing a the consolidated Schedule M-3 mustbefore interest expense to P, less the
different consolidated U.S. federal income equal the amount reported on theminority interest ownership of $20 in
tax return, then the corporation must consolidated Form 1120, page 1, line 28.DS1’s separate net income ($100). The
complete its Schedule M-3 in its entiretyPDS consolidated U.S. federal income tax When To Complete Columns (b)in any year that the U.S. consolidated taxgroup is required to include on the and (c)group must complete its Schedule M-3 inattached supporting schedule for Part I,
its entirety. Columns (b) and (c) of Parts II and IIIline 8, the details of the adjustment to the

must be completed for any tax year forminority interest in the net income of DS1, If, for any tax year (or tax years) prior
which the corporation files Schedule M-3.but is not required to report the offsetting to the first tax year a corporation is

adjustment to the intercompany required to file Schedule M-3, a For any item of income, gain, loss,
elimination of interest income and interest corporation voluntarily files Schedule M-3 expense, or deduction for which there is a
expense (though it is permitted to do so). instead of Schedule M-1, then in those difference between columns (a) and (d),

voluntary filing years the corporation is the portion of the difference that is
not required to complete columns (a) and temporary must be entered in column (b)

Specific Instructions for (d) of Parts II and III. In addition, in the and the portion of the difference that is
first tax year the corporation is required to permanent must be entered in column (c).Parts II and III file Schedule M-3, the corporation is not If financial statements are prepared byFor consolidated U.S. federal income tax required to complete columns (a) and (d) the corporation in accordance withreturns, file supporting schedules for each of Parts II and III. generally accepted accounting principlesincludible corporation. See “Consolidated

(GAAP), differences that are treated asIf a corporation that is not a mixedreturn” in the Instructions for Form 1120.
temporary for GAAP must be reported ingroup chooses not to complete columns
column (b) and differences that are(a) and (d) of Parts II and III in the first taxGeneral Format of Parts II permanent (that is, not temporary foryear the corporation is required to file
GAAP) must be reported in column (c).and III Schedule M-3 (or in any year in which the
Generally, pursuant to GAAP, acorporation voluntarily files ScheduleIndicate on the line after the common
temporary difference affects (creates,M-3), then Part II, line 30, is reconciled byparent’s name on Part II and Part III,
increases, or decreases) a deferred taxthe corporation (or, in the case of a U.S.whether the Schedule M-3 is for the: (1)
asset or liability.consolidated tax group, by the group’sConsolidated group; (2) Parent

parent corporation on Part II, line 30, ofcorporation; (3) Consolidated If the corporation does not prepare
the group’s consolidated Schedule M-3)eliminations; (4) Subsidiary corporation; financial statements, or the financial
in the following manner:or (5) Mixed 1120/L/PC group, by statements are not prepared in

checking the appropriate box. If 1. Report the amount from Part I, line accordance with GAAP, report in column
applicable, indicate on the second line of 11, on Part II, line 30, column (a); (b) any difference that the corporation
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believes will reverse in a future tax year amount in its financial statement balanceReporting Requirements(that is, have an opposite effect on sheet or in asset and liability accounts
taxable income in a future tax year (or maintained in the corporation’s books andfor Parts II and III
years) due to the difference in timing of records, the corporation must report theExcept for mixed group consolidation, the
recognition for financial accounting and proper tax treatment of the item innumber of Parts II must equal the number
U.S. federal income tax purposes) or is columns (b), (c), and (d), as applicable.of Parts III filed by the corporation. Mixed
the reversal of such a difference that Furthermore, in applying the twogroups should see Schedule M-3
arose in a prior tax year. Report in column preceding paragraphs, a corporation isConsolidation for Mixed Groups (1120/L/
(c) any difference that the corporation required to report in column (a) of Parts IIPC) on page 4.
believes will not reverse in a future tax and III the amount of any item specifically
year (and is not the reversal of such a General Reporting listed on Schedule M-3 that is included in
difference that arose in a prior tax year). Requirements the corporation’s financial statements or

exists in the corporation’s books andIf an amount is attributable to a reportableIf the corporation is unable to records, regardless of the nomenclaturetransaction described in Regulationsdetermine whether a difference between associated with that item in the financialsection 1.6011-4(b), the amount must becolumn (a) and column (d) for an item will statements or books and records.reported in columns (a), (b), (c), and (d),reverse in a future tax year or is the Accurate completion of Schedule M-3as applicable, of Part II, line 12,reversal of a difference that arose in a requires reporting amounts according toregardless of whether the amount wouldprior tax year, report the difference for the substantive nature of the specific lineotherwise be reported on Part II or Part IIIthat item in column (c). items included in Schedule M-3 andof Schedule M-3. Thus, if a taxpayer files
consistent reporting of all transactions ofForm 8886, Reportable TransactionExample 6. For the 2004, 2005, and
like substantive nature that occurredDisclosure Statement, the amounts2006 tax years, corporation A has total
during the tax year. For example, allattributable to that reportable transactionconsolidated assets on the last day of the
expense amounts that are included in themust be reported on Part II, line 12.tax year as reported on Schedule L, line
financial statements or exist in the books15, column (d), of $8 million, $11 million, A corporation is required to report in and records that represent some form ofand $12 million, respectively. A is column (a) of Parts II and III the amount “Bad debt expense,” must be reported onrequired to file Schedule M-3 for its 2005 of any item specifically listed on Schedule Part III, line 32, in column (a), regardlessand 2006 tax years. M-3 that is in any manner included in the of whether the amounts are recorded orcorporation’s current year financial stated under different nomenclature in theFor its 2004 tax year, A voluntarily files statement net income (loss) or in an financial statements or the books andSchedule M-3 instead of Schedule M-1 income or expense account maintained in records such as: “Provision for doubtfuland does not complete columns (a) and the corporation’s books and records, even accounts”; “Expense for uncollectible(d) of Parts II and III. if there is no difference between that notes receivable”; or “Impairment of tradeamount and the amount included in accounts receivable.” Likewise, as statedFor A’s 2005 tax year, the first tax year taxable income unless (a) otherwise in the preceding paragraph, all fines andthat A is required to file Schedule M-3, A provided in these instructions or (b) the penalties must be included on Part III, lineis only required to complete Part I and amount is attributable to a reportable 12, column (a), regardless of thecolumns (b) and (c) of Parts II and III. transaction described in Regulations terminology or nomenclature attached tosection 1.6011-4(b) and is therefore them by the corporation in its books andFor A’s 2006 tax year, A is required to reported on Part II, line 12. For example, records or financial statements.complete Schedule M-3 in its entirety. with the exception of interest income

With limited exceptions, Part IIreflected on a Schedule K-1 received by aExample 7. Corporation B is a U.S. includes lines for specific items of income,corporation as a result of thepublicly traded corporation that files a gain, or loss (income items). (See Part II,corproation’s investment in a partnershipconsolidated U.S. federal income tax lines 1 through 24.) If an income item isor other pass-through entity, all interestreturn and prepares consolidated GAAP described in Part II, lines 1 through 24,income, included on Part I, line 11,financial statements. In prior years, B report the amount of the item on thewhether from unconsolidated affiliatedacquired intellectual property (IP) and applicable line, regardless of whethercompanies, third parties, banks, or othergoodwill through several corporate there is a difference for the item. If thereentities, whether from foreign or domesticacquisitions. The IP is amortizable for is a difference for the income item, or onlysources, whether taxable or exempt fromboth U.S. federal income tax and financial a portion of the income item has atax, and whether classified as some otherstatement purposes. In the current year, difference and a portion of the item doestype of income for U.S. federal income taxB’s annual amortization expense for IP is not have a difference, and the item is notpurposes (such as dividends), must be$9,000 for U.S. federal income tax described in Part II, lines 1 through 24,included on Part II, line 13, column (a).purposes and $6,000 for financial report and describe the entire amount ofLikewise, all fines and penalties includedstatement purposes. In its financial the item on Part II, line 25.in Part I, Line 11, paid to a government orstatements, B treats the difference in IP
other authority for the violation of any law With limited exceptions, Part IIIamortization as a temporary difference.
for which fines or penalties are assessed includes lines for specific items ofThe goodwill is not amortizable for U.S.
must be included on Part III, line 12, expense or deduction (expense items).federal income tax purposes and is
column (a), regardless of the government (See Part III, lines 1 through 34.) If ansubject to impairment for financial
authority that imposed the fines or expense item is described on Part III,statement purposes. In the current year,
penalties, regardless of whether the fines lines 1 through 34, report the amount ofB records an impairment charge on the
or penalties are civil or criminal, the item on the applicable line, regardlessgoodwill of $5,000. In its financial
regardless of the classification, of whether there is a difference for thestatements, B treats the goodwill
nomenclature, or terminology attached to item. If there is a difference for theimpairment as a permanent difference. B
the fines or penalties by the imposing expense item, or only a portion of themust report the amortization attributable
authority in its actions or documents. expense item has a difference and ato the IP on Part III, line 28, and report

portion of the item does not have a$6,000 in column (a), a temporary If a corporation would be required to
difference and the item is not described indifference of $3,000 in column (b), and report in column (a) of Parts II and III the
Part III, lines 1 through 34, report and$9,000 in column (d). B must report the amount of any item specifically listed on
describe the entire amount of the item ongoodwill impairment on Part III, line 26, Schedule M-3 in accordance with the
Part III, line 35.and report $5,000 in column (a), a preceding paragraph, except that the

permanent difference of ($5,000) in corporation has capitalized the item of If there is no difference between the
column (c), and $0 in column (d). income or expense and reports the financial accounting amount and the
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taxable amount of an entire item of 2006 tax year income statement to file Schedule M-3 for its 2005 tax year
income, loss, expense, or deduction and depreciation expense of $90,000 in and is required to file Schedule M-3 for its
the item is not described or included in column (a), a temporary difference of 2006 tax year. During 2006, F incurs
Part II, lines 1 through 25, or Part III, lines $10,000 in column (b), and U.S. federal $200 of meals and entertainment
1 through 35, report the entire amount of income tax depreciation expense of expenses that F deducts in computing net
the item in column (a) and (d) of Part II, $100,000 in column (d). income per the income statement. $50 of
line 28. the $200 is subject to the 50% limitationExample 9. Corporation D is a

under section 274(n). In its financialSeparately stated and adequately calendar year taxpayer that was required
statements, F treats the limitation ondisclosed. Each difference reported in to file Schedule M-3 for its 2005 tax year
deductions for meals and entertainmentParts II and III must be separately stated and is required to file Schedule M-3 for its
as a permanent difference. Becauseand adequately disclosed. In general, a 2006 tax year. On December 31, 2006, D
meals and entertainment expenses aredifference is adequately disclosed if the establishes three reserve accounts in the
specifically described in Part III, line 11,difference is labeled in a manner that amount of $100,000 for each account.
Meals and entertainment, F must reportclearly identifies the item or transaction One reserve account is an allowance for
all of its meals and entertainmentfrom which the difference arises. For accounts receivable that are estimated to
expenses on this line, regardless offurther guidance about adequate be uncollectible. The second reserve is
whether there is a difference. Accordingly,disclosure, see Regulations section an estimate of coupons outstanding that
F must report $200 in column (a), $25 in1.6662-4(f) and Rev. Proc. 2006-48, may have to be paid. The third reserve is
column (c), and $175 in column (d). F2006-47 I.R.B. 934. If a specific item of an estimate of future warranty expenses.
must not report the $150 of meals andincome, gain, loss, expense, or deduction In its financial statements, D treats the
entertainment expenses that areis described on Part II, lines 9 through 24, three reserve accounts as giving rise to
deducted in F’s financial statement netor Part III, lines 1 through 34, and the line temporary differences that will reverse in
income and are fully deductible for U.S.does not indicate to “attach schedule” or future years. The three reserves are
federal income tax purposes on Part II,“attach details,” and the specific expenses in D’s 2006 financial
line 28, Other items with no differences,instructions for the line do not call for an statements but are not deductions for
and the $50 subject to the limitation underattachment of a schedule or statement, U.S. federal income tax purposes in 2006.
section 274(n) on Part III, line 11.then the item is considered separately D must not combine the Schedule M-3

stated and adequately disclosed if the differences for the three reserve
item is reported on the applicable line and Part II. Reconciliation ofaccounts. D must report the amounts
the amount(s) of the item(s) are reported attributable to the allowance for Net Income (Loss) perin the applicable columns of the uncollectible accounts receivable on Part
applicable line. See the instructions for III, line 32, Bad debt expense, and must Income Statement of
Part II, lines 1 through 8, for specific separately state and adequately disclose Includible Corporationsadditional information required to be the amounts attributable to each of the
provided for these particular lines. other two reserves, coupons outstanding With Taxable Income per

and warranty costs, on a required,Note. A schedule or explanation may be Returnattached schedule that supports theattached to any line even if none is
amounts at Part III, line 35.required. Lines 1 Through 8. Additional

Example 10. Corporation E is aExcept as otherwise provided, Information for Eachcalendar year taxpayer that was requireddifferences for the same item must be Corporationto file Schedule M-3 for its 2005 tax yearcombined or netted together and reported
For any item reported on Part II, lines 1, 3and is required to file Schedule M-3 for itsas one amount on the applicable line of
through 6, or 8, attach a supporting2006 tax year. On January 2, 2006, ESchedule M-3. However, differences for
schedule that provides the name of theestablishes an allowance for uncollectibleseparate items must not be combined or
entity for which the item is reported, theaccounts receivable (bad debt reserve) ofnetted together. Each item (and
entity’s EIN (if applicable), the type of$100,000. During 2006, E increased thecorresponding amount attributable to that
entity (corporation, partnership, etc.), andreserve by $250,000 for additionalitem) must be separately stated and
the item amounts for columns (a) throughaccounts receivable that may becomeadequately disclosed on the applicable
(d). See the instructions for Part II, lines 2uncollectible. Additionally, during 2006 Eline of Schedule M-3, or any schedule
and 7, for the specific informationdecreases the reserve by $75,000 forrequired to be attached, even if the
required for those particular lines.accounts receivable that were dischargedamounts are below a certain dollar

in bankruptcy during 2006. The balance inamount. Line 1. Income (Loss) Fromthe reserve account on December 31,Example 8. Corporation C is a Equity Method Foreign2006, is $275,000. The $100,000 amountcalendar year taxpayer that placed in Corporationsto establish the reserve account and theservice ten depreciable fixed assets in
$250,000 to increase the reserve account Report on line 1, column (a), the income2000. C was required to file Schedule M-3
are expenses on E’s 2006 financial statement income (loss) included in Part I,for its 2005 tax year and is required to file
statements but are not deductible for U.S. line 11, for any foreign corporationSchedule M-3 for its 2006 tax year. C’s
federal income tax purposes in 2006. accounted for on the equity method andtotal depreciation expense for its 2006 tax
However, the $75,000 decrease to the remove such amount in column (b) or (c),year for five of the assets is $50,000 for
reserve is deductible for U.S. federal as applicable. Report the amount ofincome statement purposes and $70,000
income tax purposes in 2006. In its dividends received and other taxablefor U.S. federal income tax purposes. C’s
financial statements, E treats the reserve amounts received or includible fromtotal annual depreciation expense for its
account as giving rise to a temporary foreign corporations on Part II, lines 22006 tax year for the other five assets is
difference that will reverse in future tax through 5, as applicable.$40,000 for income statement purposes
years. E must report on Part III, line 32,and $30,000 for U.S. federal income tax Line 2. Gross ForeignBad debt expense, for its 2006 tax yearpurposes. In its financial statements, C
income statement bad debt expense of Dividends Not Previously Taxedtreats the differences between financial
$350,000 in column (a), a temporarystatement and U.S. federal income tax Except as otherwise provided in this
difference of ($275,000) in column (b),depreciation expense as giving rise to paragraph, report on line 2, column (d),
and U.S. federal income tax bad debttemporary differences that will reverse in the amount (before any withholding tax)
expense of $75,000 in column (d).future years. C must combine all of its of any foreign dividends included in

depreciation adjustments. Accordingly, C Example 11. Corporation F is a current year taxable income on Form
must report on Part III, line 31, for its calendar year taxpayer that was required 1120, page 1, line 28, and report on line
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2, column (a), the amount of dividends under sections 959 and 1293(c). Remove line 7, (1) the name of the dividend payer,
from any foreign corporation included in such amount in column (b) or (c), as (2) the payer’s EIN (if applicable), (3) the
Part I, line 11. Do not report on Part II, applicable. Report the full amount of the class of voting stock on which the
line 2, any amounts that must be reported distribution before any withholding tax. dividend was paid, (4) the percentage of
on Part II, lines 3 or 4, or dividends that Since previously taxed foreign the class directly or indirectly owned, and
were previously taxed and must be distributions are not currently taxable, line (5) the item amounts for columns (a)
reported on Part II, line 5. (See the 5, column (d) is shaded. (Also, see through (d).
instructions below for Part II, lines 3, 4 instructions above for Part II, line 2.) Line 8. Minority Interest forand 5.) Line 6. Income (Loss) From Includible CorporationsFor any dividends reported on Part II, Equity Method U.S. Report on line 8, column (a), the minorityline 2, that are received on a class of Corporations interest included in the income statementvoting stock of which the corporation

income (loss) on Part I, line 11, for anyReport on line 6, column (a), the incomedirectly or indirectly owned 10% or more
member of the U.S. consolidated taxstatement income (loss) included in Part I,of the outstanding shares of that class at
group that is less than 100% owned.line 11, for any U.S. corporationany time during the tax year, report on an

Example 12. Corporation G is aaccounted for on the equity method andattached supporting schedule for Part II,
calendar year taxpayer that was requiredremove such amount in column (b) or (c),line 2; (1) the name of the dividend payer,
to file Schedule M-3 for its 2005 tax yearas applicable. Report on Part II, line 7,(2) the payer’s EIN (if applicable), (3) the
and is required to file Schedule M-3 for itsdividends received from any U.S.class of voting stock on which the
2006 tax year. G owns 90% of the stockcorporation accounted for on the equitydividend was paid, (4) the percentage of
of U.S. corporation DS1. G files amethod.the class directly or indirectly owned, and
consolidated U.S. federal income tax(5) the amounts for columns (a) through Line 7. U.S. Dividends Not return with DS1 as the GDS1 U.S.(d).

Eliminated in Tax Consolidation consolidated group. G prepares certifiedLine 3. Subpart F, QEF, and GAAP financial statements for theReport on line 7, column (a), the amount
Similar Income Inclusions consolidated financial statement groupof dividends included in Part I, line 11 that

consisting of G and DS1. G has no netReport on line 3, column (d), the amount were received from any U.S. corporation.
income of its own, and G does not reportincluded in taxable income under section Report on line 7, column (d), the amount
its equity interest in the income of DS1 on951 (relating to Subpart F), gains or other of any U.S. dividends included in taxable
its separate financial statements. DS1income inclusions resulting from elections income on Form 1120, page 1, line 28.
has financial statement net incomeunder sections 1291(d)(2) and 1298(b)(1), Usually, the amounts included on line
(before minority interests) and taxableand any amount included in taxable 7, columns (a) and (d) include only
income of $1,000 ($2,500 of revenue lessincome pursuant to section 1293 (relating dividends received from U.S. corporations
$1,500 cost of goods sold).to qualified electing funds). The amount of that are not included in the U.S.

Subpart F income corresponds to the total On the consolidated Schedule M-3,consolidated tax group because
of the amounts reported by the Part I, line 4, Worldwide consolidated netintercompany dividends (dividends
corporation on line 6, Schedule I, of all income (loss) per income statement, andreceived from includible corporations
Forms 5471, Information Return of U.S. on line 11, Net income (loss) per incomelisted on Form 851) are eliminated or
Persons With Respect To Certain Foreign statement of includible corporations, theexcluded for financial accounting
Corporations. The amount of qualified U.S. consolidated tax group GDS1 mustpurposes and eliminated for the
electing fund income corresponds to the report $900 of financial statement netcalculation of U.S. taxable income. In the
total of the amounts reported by the income ($1,000 net income less $100case of an insurance company included in
corporation on line 3(a), Part II, of all minority interest).the consolidated U.S. federal income tax
Forms 8621, Return by a Shareholder of return required to report intercompany The GDS1 group must prepare onea Passive Foreign Investment Company dividends as part of statutory accounting consolidated Schedule M-3, Parts II andor Qualified Electing Fund. net income, include such intercompany III and three additional Schedules M-3,

Also include on line 3 PFIC dividends on Part II, line 7, column (a) Parts II and III: one for G, one for DS1,
mark-to-market gains and losses under and the taxable amount of those and one for consolidation eliminations.
section 1296. Do not report such gains dividends on Part II, line 7, column (d). On the Schedule M-3, Parts II and IIIand losses on Part II, line 16. (For insurance companies included in the for DS1, $1,000 is reported on Part II, line

consolidated U.S. federal income tax 28 and line 30, in both columns (a) andLine 4. Section 78 Gross-Up return, see the instructions for Part I, lines (d). On G’s Schedule M-3, Parts II and III,Report on line 4, column (d), the amount 10 and 11.) zero is reported on Part II, line 30, in bothof any section 78 gross-up not included in
For any intercompany dividends columns (a) and (d). On the consolidationcolumn (d) of Part II, lines 9, 10, and 11,

(dividends received from includible eliminations Schedule M-3, Parts II andIncome (loss) from U.S. partnerships,
corporations listed on Form 851) included III, on Part II, line 8 and line 30, theforeign partnerships and other
on Part II, line 7, report on an attached minority interest elimination for the U.S.pass-through entities. The section 78
supporting schedule: (1) the name of the consolidated tax group is reported asgross-up amount on this line 4 must
dividend payer, (2) the payer’s EIN, (3) ($100) in column (a), $100 in column (c),correspond to the total section 78
the class of stock or security on which the and $0 in column (d).gross-up amounts reported by the
dividends were paid, (4) the amount of On the Schedule M-3, Parts II and IIIcorporation on all Forms 1118, Foreign
any net adjustment included on Part I, line for the U.S. consolidated tax group, onTax Credit—Corporations, excluding the
10a, for such dividends, and (5) the item Part II, line 8, Minority interest foramounts reported in column (d) of Part II,
amounts for columns (a) through (d). includible corporations, ($100) is reportedlines 9, 10 and 11.

For any dividends included on Part II, in column (a), $100 in column (c), and $0Line 5. Gross Foreign line 7, that are not intercompany in column (d). On Part II, line 28, the U.S.
Distributions Previously Taxed dividends (dividends received from consolidated tax group reports $1,000 in
Report on line 5, column (a), any includible corporations listed on Form both columns (a) and (d). As a result,
distributions received from foreign 851) that are received on classes of financial statement net income on Part II,
corporations that were included in Part I, voting stock in which the corporation line 30, column (a), will total $900, net
line 11, and that were previously taxed for directly or indirectly owned 10% or more permanent differences on Part II, line 30,
U.S. federal income tax purposes. For of the outstanding shares of that class at column (c), will total $100, and taxable
example, include in column (a) amounts any time during the tax year, report on an income on line 30, column (d), will total
that are excluded from taxable income attached supporting schedule for Part II, $1,000.
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difference of ($2,200) in column (c), and on Part II, line 12. In addition, all incomeLine 9. Income (Loss) From U.S.
$7,800 in column (d). and expense amounts attributable to aPartnerships and

reportable transaction must be reportedExample 14. Same facts as ExampleLine 10. Income (Loss) From on Part II, line 12, columns (a) and (d)13 except that corporation H’s charitableForeign Partnerships even if there is no difference between thecontribution deduction is wholly
For any interest owned by the corporation financial statement amounts and theattributable to its partnership interest in
or a member of the U.S. consolidated tax taxable amounts.USP and is limited to $90 pursuant to
group that is treated as an investment in a section 170(b)(2) due to other investment Each difference attributable to apartnership for U.S. federal income tax losses incurred by H. In its financial reportable transaction must be separatelypurposes (other than an interest in a statements, H treated this limitation as a stated and adequately disclosed. Adisregarded entity), report amounts on temporary difference. H must not report corporation will be considered to havePart II, line 9 or 10, as described below: the charitable contribution limitation of separately stated and adequately

1. In column (a) the sum of the $3,910 ($4,000 -$90) on Part II, line 9. H disclosed a reportable transaction on line
corporation’s distributive share of income must report the limitation on Part III, line 12 if the corporation sequentially numbers
or loss from a U.S. or foreign partnership 21, and report the disallowed charitable each Form 8886 and lists by identifying
that is included in Part I, line 11; contributions of ($3,910) in columns (b) number on the supporting schedule for

2. In column (b) or (c), as applicable, and (d). Part II, line 12, each sequentially
except for amounts described in item 4, numbered reportable transaction and theLine 11. Income (Loss) Frombelow, the sum of all differences, if any, amounts required for Part II, line 12,Other Pass-Through Entitiesattributable to the corporation’s columns (a) through (d).
distributive share of income or loss from a For any interest in a pass-through entity In lieu of the requirements of theU.S. or foreign partnership; and (other than an interest in a partnership preceding paragraph, a corporation will3. In column (d), except for amounts reportable on Part II, line 9 or 10, as be considered to have separately stateddescribed in item 4, below, the sum of all applicable) owned by a member of the and adequately disclosed a reportableamounts of income, gain, loss, or U.S. consolidated tax group (other than transaction if the corporation attaches adeduction attributable to the corporation’s an interest in a disregarded entity), report supporting schedule that provides thedistributive share of income or loss from a the following on line 11: following for each reportable transaction:U.S. or foreign partnership (i.e., the sum 1. In column (a) the sum of the 1. A description of the reportableof all amounts reportable on the corporation’s distributive share of income transaction disclosed on Form 8886 forcorporation’s Schedule(s) K-1 received or loss from the pass-through entity that is which amounts are reported on Part II,from the partnership (if applicable)), included in Part I, line 11; line 12;without regard to any limitations 2. In column (b) or (c), as applicable, 2. The name and tax sheltercomputed at the partner level (e.g., except for amounts described in item 4, registration number, if applicable, aslimitations on utilization of charitable below, the sum of all differences, if any, reported on lines 1a and 1b, respectively,contributions, capital losses, and interest attributable to the pass-through entity; of Form 8886; andexpense). and 3. The type of reportable transaction4. Do not report on Part II, line 9 or 3. In column (d), except for amounts (i.e., listed transaction, confidential10, as applicable, any portion of a described in item 4, below, the sum of all transaction, transaction with contractualcorporation’s domestic production taxable amounts of income, gain, loss, or protection, etc.) as reported on line 2 ofactivities deduction under section 199 deduction reportable on the corporation’s Form 8886.even if some or all of the corporation’s Schedules K-1 received from the
deduction is attributable to a partnership pass-through entity (if applicable). If a transaction is a listed transactioninterest held by the corporation. A 4. Do not report on Part II, line 11, any described in Regulations sectioncorporation must report this deduction portion of a corporation’s domestic 1.6011-4(b)(2), the description also mustonly on Part III, Line 22. production activities deduction even if include the description provided on line 3

some or all of the corporation’s deduction of Form 8886. In addition, if the reportableFor each partnership reported on line 9 is attributable to an interest in a transaction involves an investment in theor 10, attach a supporting schedule that pass-through entity held by the transaction through another entity such asprovides the name, EIN (if applicable), corporation. A corporation must report a partnership, the description mustend of year profit-sharing percentage (if this deduction only on Part III, Line 22. include the name and EIN (if applicable)applicable), end of year loss-sharing
of that entity as reported on line 5 of Formpercentage (if applicable), and the For each pass-through entity reported
8886.amount reported in column (a), (b), (c), or on line 11, attach a supporting schedule

(d) of lines 9 or 10, as applicable. Example 15. Corporation J is athat provides that entity’s name, EIN (if
Example 13. U.S. corporation H is a calendar year taxpayer that was requiredapplicable), the corporation’s end of year

calendar year taxpayer that was required to file Schedule M-3 for its 2005 tax yearprofitsharing percentage (if applicable),
to file Schedule M-3 for its 2005 tax year and is required to file Schedule M-3 for itsthe corporation’s end of year loss-sharing
and is required to file Schedule M-3 for its 2006 tax year. J incurred seven differentpercentage (if applicable), and the
2006 tax year. H has an investment in a abandonment losses during its 2006 taxamounts reported by the corporation in
U.S. partnership USP. H prepares year. One loss of $12 million results fromcolumn (a), (b), (c), or (d) of line 11, as
financial statements in accordance with a reportable transaction described inapplicable.
GAAP. In its financial statements, H treats Regulations section 1.6011- 4(b)(5),Line 12. Items Relating tothe difference between financial another loss of $5 million results from a

Reportable Transactionsstatement net income and taxable income reportable transaction described in
from its investment in USP as a Any amounts attributable to any Regulations section 1.6011-4(b)(4), and
permanent difference. For its 2006 tax reportable transactions (as described in the remaining five abandonment losses
year, H’s financial statement net income Regulations section 1.6011-4) must be are not reportable transactions. J
includes $10,000 of income attributable to included on Part II, line 12, regardless of discloses the reportable transactions
its share of USP’s net income. H’s whether the difference, or differences, giving rise to the $12 million and $5
Schedule K-1 from USP reports $5,000 of would otherwise be reported elsewhere in million losses on separate Forms 8886
ordinary income, $7,000 of long-term Part II or Part III. Thus, if a taxpayer files and sequentially numbers them X1 and
capital gains, $4,000 of charitable Form 8886 for any reportable transaction X2, respectively. J must separately state
contributions, and $200 of section 179 described in Regulations section and adequately disclose the $12 million
expense. H must report on Part II, line 9, 1.6011-4, the amounts attributable to that and $5 million losses on Part II, line 12.
$10,000 in column (a), a permanent reportable transaction must be reported The $12 million loss and the $5 million
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loss will be adequately disclosed if J Do not report on this line 13 amounts reorganization legal and accounting fees.
reported in accordance with instructions Because the difference in depreciationattaches a supporting schedule for line 12
for Part II, lines 9, 10, 11, 12, and 22. expense does not relate to the use of thethat lists each of the sequentially

cash or accrual method of accounting, Lnumbered forms, Form 8886-X1 and Line 14. Total Accrual to Cash must report the depreciation difference onForm 8886-X2, and with respect to each Adjustment Part III, line 31, Depreciation, and reportreportable transaction reports the
This line is completed by a corporation $15,000 in column (a), $10,000 in columnappropriate amounts required for Part II,
that prepares financial statements (or (b), and $25,000 in column (d).line 12, columns (a) through (d).
books and records, if permitted) using anAlternatively, J’s disclosures will be

Line 15. Hedging Transactionsoverall accrual method of accounting andadequate if the description provided for
uses an overall cash method ofeach loss on the supporting schedule Report on line 15, column (a), the net
accounting for U.S. federal income tax gain or loss from hedging transactionsincludes the names and tax shelter
purposes (or vice versa). With the included in net income per the incomeregistration numbers, if any, disclosed on
exception of amounts required to be statement. Report in column (d) thethe applicable Form 8886, identifies the
reported on Part II, line 12, the amount of taxable income from hedgingtype of reportable transaction for the loss,
corporation must report on Part II, line 14, transactions as defined in section 1221and reports the appropriate amounts
a single amount net of all adjustments (b)(2). Use columns (b) and (c) to reportrequired for Part II, line 12, columns (a)
attributable solely to the use of the all differences caused by treating hedgingthrough (d). J must report the losses
different overall methods of accounting transactions differently for financialattributable to the other five abandonment
(e.g., adjustments related to accounts accounting purposes and for U.S. federallosses on Part II, line 23e, regardless of
receivable, accounts payable, income tax purposes. For example, if awhether a difference exists for any or all
compensation, accrued liabilities, etc.), portion of a hedge is consideredof those abandonment losses.
regardless of whether a separate line on ineffective under GAAP but still is a valid

Example 16. Corporation K is a Schedule M-3 corresponds to an item hedge under section 1221(b)(2), the
calendar year taxpayer that was required within the accrual to cash reconciliation. difference must be reported on line 15.
to file Schedule M-3 for its 2005 tax year Differences not attributable to the use of The hedge of a capital asset, which is not
and is required to file Schedule M-3 for its the different overall methods of a valid hedge for U.S. federal income tax
2006 tax year. K enters into a transaction accounting must be reported on the purposes but may be considered a hedge
with contractual protection that is a appropriate lines of Schedule M-3 (e.g., a for GAAP purposes, must also be
reportable transaction described in depreciation difference must be reported reported here.
Regulations section 1.6011-4(b)(4). This on Part III, line 31).

Report hedging gains and lossesreportable transaction is the only Example 17. Corporation L is a computed under the mark-to-marketreportable transaction for K’s 2006 tax calendar year taxpayer that was required method of accounting on line 15 and notyear and results in a $7 million capital to file Schedule M-3 for its 2005 tax year on Part II, line 16.loss for both financial statement purposes and is required to file Schedule M-3 for its
and U.S. federal income tax purposes. 2006 tax year. L prepares financial Report any gain or loss from inventory
Although the transaction does not result statements in accordance with GAAP hedging transactions on line 15 and not
in a difference, K is required to report on using an overall accrual method of on Part II, line 17.
Part II, line 12, the following amounts: ($7 accounting. L uses an overall cash
million) in column (a), zero in columns (b) Line 16. Mark-to-Market Incomemethod of accounting for U.S. federal
and (c), and ($7 million) in column (d). income tax purposes. L’s financial (Loss)
The transaction will be adequately statements for the year ending December Report on line 16 any amountdisclosed if K attaches a supporting 31, 2006, report accounts receivable of representing the mark-to-market incomeschedule for line 12 that (a) sequentially $35,000, an allowance for bad debts of or loss for any securities held by a dealernumbers the Form 8886 and refers to the $10,000, and accounts payable of in securities, a dealer in commoditiessequentially-numbered Form 8886-X1 $17,000 related to current year having made a valid election underand (b) reports the applicable amounts acquisition and reorganization legal and section 475(e), or a trader in securities orrequired for line 12, columns (a) through accounting fees. In addition, for L’s year commodities having made a valid election(d). Alternatively, the transaction will be ending December 31, 2006, L reported under section 475(f). “Securities” foradequately disclosed if the supporting financial statement depreciation expense these purposes are securities describedstatement for line 12 includes a of $15,000 and depreciation for U.S. in section 475(c)(2) and section 475(e)(2).description of the transaction, the name federal income tax purposes of $25,000. “Securities” do not include any itemsand tax shelter registration number, if For L’s 2006 tax year using an overall specifically excluded from sectionsany, and the type of reportable cash method of accounting, L does not 475(c)(2) and 475(e)(2), such as certaintransaction disclosed on Form 8886. recognize the $35,000 of revenue contracts to which section 1256(a)

attributable to the accounts receivable, applies.Line 13. Interest income cannot deduct the $10,000 allowance for
Report hedging gains and lossesReport on Part II, line 13, column (a), the bad debt, and cannot deduct the $17,000

computed under the mark-to-markettotal amount of interest income included of accounts payable. In its financial
method of accounting on Part II, line 15,on Part I, line 11, and report on Part II, statements, L treats both the difference in
Hedging transactions, and not on line 16.line 13, column (d), the total amount of overall accounting methods used for

interest income included on Form 1120, financial statement and U.S. federal
Line 17. Cost of Goods Soldpage 1, line 28, that is not required to be income tax purposes and the difference in

reported elsewhere on Schedule M-3. In depreciation expense as temporary Report on line 17 any amounts deducted
columns (b) or (c), as applicable, adjust differences. L must combine all as part of cost of goods sold during the
for any amounts treated for U.S. federal adjustments attributable to the differences tax year, regardless of whether the
income tax purposes as interest income related to the overall accounting methods amounts would otherwise be reported
that are treated as some other form of on Part II, line 14. As a result, L must elsewhere in Part II or Part III. Examples
income in the financial statements, or vice report on Part II, line 14, $8,000 in column of amounts that must be included on line
versa. For example, adjustments to (a) ($35,000 -$10,000 - $17,000), 17 are amounts attributable to inventory
interest income resulting from ($8,000) in column (b), and zero in valuation, such as amounts attributable to
adjustments made in accordance with the column (d). L must not report the accrual cost-flow assumptions, additional costs
instructions for Part II, line 18, should be to cash adjustment attributable to the required to be capitalized (including
made in columns (b) and (c) of this line legal and accounting fees on Part III, line depreciation) such as section 263A costs,
13. 24, Current year acquisition or inventory shrinkage accruals, inventory
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obsolescence reserves, and lower of cost report on Part II, line 18, $300 of grossLine 18. Sale Versus Lease (for
profit in column (a), $200 in column (b),or market (LCM) write-downs. Sellers and/or Lessors)
and $500 of gross rental income inNote. Also see the instructions at Part III,Do not report the following on this line column (d). Lastly, M must report on Partline 34, Purchase Versus Lease (for17: III, line 31, $200 in column (b) and (d).Purchasers and/or Lessees), on page 20.• Amounts reportable on Part II, line 12; Line 19. Section 481(a)Asset transfer transactions with• Any gain or loss from inventory hedging Adjustmentsperiodic payments characterized fortransactions reportable on Part II, line 15;
With the exception of a section 481(a)financial accounting purposes as either a• Amounts reportable on Part II, line 18;
adjustment that is required to be reportedsale or a lease may, under some• Amounts reportable on Part II, line 21; on Part II, line 12, for reportablecircumstances, be characterized as the• Mark-to-market income or (loss) transactions, any difference between anopposite for tax purposes. If the

associated with the inventories of dealers income or expense item attributable to antransaction is treated as a lease, the
in securities under section 475, reportable authorized (or unauthorized) change inseller/lessor reports the periodic
on Part II, line 16; method of accounting made for U.S.payments as gross rental income and
• Section 481(a) adjustments related to federal income tax purposes that resultsalso reports depreciation expense or
cost of goods sold or inventory valuation, in a section 481(a) adjustment must bededuction. If the transaction is treated as
reportable on Part II, line 19; reported on Part II, line 19, regardless ofa sale, the seller/lessor reports gross

whether a separate line for that income orprofit (sale price less cost of goods sold)• Fines and penalties reportable on Part
expense item exists in Part II or Part III.from the sale of assets and reports theIII, line 12; and

periodic payments as payments of• Judgments, damages, awards and Example 20. Corporation N is a
principal and interest income.similar costs, reportable on Part III, line calendar year taxpayer that was required

13. to file Schedule M-3 for its 2005 tax yearOn Part II, line 18, column (a), report
and is required to file Schedule M-3 for itsthe gross profit or gross rental income for

Important. Complete and attach Form 2006 tax year. N was depreciating certainfinancial income purposes for all sale or
8916-A for each item listed in columns (a) fixed assets over an erroneous recoverylease transactions that must be given the
through (d). period and, effective for its 2006 tax year,opposite characterization for tax

N receives IRS consent to change itspurposes. On Part II, line 18, column (d),Example 18.  Corporation C is a method of accounting for the depreciablereport the gross profit or gross rentalcalendar year taxpayer that placed in fixed assets and begins using the properincome for federal income tax purposes.service ten depreciable fixed assets in recovery period. The change in method ofInterest income amounts for such
2000. C was required to file Schedule M-3 accounting results in a positive sectiontransactions must be reported on Part II,
for its 2005 tax year and is required to file 481(a) adjustment of $100,000 that isline 13, in column (a) or (d), as applicable.
Schedule M-3 for its 2006 tax year. C’s required to be spread over four tax years,Depreciation expense for such
total depreciation expense for its 2006 tax beginning with the 2006 tax year. In itstransactions must be reported on Part III,
year for five of the assets is $50,000 for financial statements, N treats the sectionline 31, in column (a) or (d), as applicable.
income statement purposes and $70,000 481(a) adjustment as a temporaryUse columns (b) and (c) of Part II, lines
for U.S. federal income tax purposes. C’s difference. N must report on Part II, line13 and 18, and Part III, line 31, as
total annual depreciation expense for its 19, $25,000 in columns (b) and (d) for itsapplicable to report the differences
2006 tax year for the other five assets is 2006 tax year and each of thebetween column (a) and (d).
$40,000 for income statement purposes subsequent three tax years (unless N is

Example 19. Corporation M sells andand $30,000 for U.S. federal income tax otherwise required to recognize the
leases property to customers. M is apurposes. In addition, C incurs $200 of remainder of the 481(a) adjustment
calendar year taxpayer that was requiredmeals and entertainment expenses that C earlier). N must not report the section
to file Schedule M-3 for its 2005 tax year 481(a) adjustment on Part III, line 31.deducts in computing net income per the
and is required to file Schedule M-3 for itsincome statement. All $200 of the meals
2006 tax year. For financial accounting Line 20. Unearned/Deferredand entertainment expenses is subject to
purposes, M accounts for each Revenuethe 50% limitation under section 274(n).
transaction as a sale. For U.S. federalIn its financial statements, C treats the Report on line 20, column (a), amounts ofincome tax purposes, each of M’s$50,000 depreciation and $100 of the revenues included in Part I, line 11, thattransactions must be treated as a lease. were deferred from a prior financialmeals and entertainment as other costs in In its financial statements, M treats the accounting year. Report on line 20,computing cost of goods sold. C must difference in the financial accounting and column (d), amounts of revenuesinclude on Part II, line 17, in column (a), the U.S. federal income tax treatment of recognizable for U.S. federal income taxthe $50,000 of depreciation and $100 of these transactions as temporary. During purposes in the current tax year that aremeals and entertainment. C must also 2006, M reports in its financial statements recognized for financial accountinginclude a temporary difference of $20,000 $1,000 of sales and $700 of cost of goods purposes in a different year. Also reportin column (b) a permanent difference of sold with respect to 2006 lease on line 20, column (d), any amount of$(50) in column (c) and $70,050 in transactions. M receives periodic revenues reported on line 20, column (a),column (d) ($70,000 depreciation and $50 payments of $500 in 2006 with respect to that are recognizable for U.S. federalmeals and entertainment expenses). In these 2006 transactions and similar income tax purposes in the current taxaddition, C must report on Part III, line 31, transactions from prior years and treats year. Use columns (b) and (c) of line 20,for its 2006 tax year income statement, $400 as principal and $100 as interest as applicable, to report the differencesdepreciation expense of $40,000 in income. For financial income purposes, M between column (a) and (d).column (a), a temporary difference of reports gross profit of $300 ($1,000

$(10,000) in column (b) and $30,000 in Line 20 must not be used to report-$700) and interest income of $100 from
column (d); and on Part III, line 11, meals income recognized from long-termthese transactions. For U.S. federal
and entertainment expense of $100 in contracts. Instead, use line 21.income tax purposes, M reports $500 of
column (a), a permanent difference of gross rental income (the periodic Line 21. Income Recognition$(50) in column (c), and $50 in column payments) and (based on other facts)

From Long-Term Contracts(d). All other cost of goods sold items $200 of depreciation deduction on the
would be added to the amounts included property. On its 2006 Schedule M-3, M Report on line 21 the amount of net
on Part II, line 17 detailed in this example must report on Part II, line 13, $100 in income or loss for financial statement
and reported on Part II, line 17, in the column (a), ($100) in column (b), and purposes (or books and records, if
appropriate columns. zero in column (d). In addition, M must applicable) or U.S. federal income tax
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purposes for any contract accounted for which must be reported on Part II, line as a negative amount on Part II, line 24,
under a long-term contract method of 23f. Do not report on line 23c capital columns (b) or (c), as applicable, and
accounting. losses carried over from a prior tax year column (d). For a U.S. consolidated tax

and utilized in the current tax year. See group, the Schedule M-3 adjustment forLine 22. Original Issue Discount the instructions for Part II, line 24, the amount of the consolidated capital
and Other Imputed Interest regarding the reporting requirements for loss carryforward should not be made on
Report on line 22 any amounts of original capital loss carryovers utilized in the the separate consolidating Schedules M-3
issue discount (OID) and other imputed current tax year. of the includible corporations, but on the
interest. The term “original issue discount separate Schedule M-3 for consolidationLine 23d. Net Gain/Lossand other imputed interest” includes, but eliminations (or on Form 8916 in the case

Reported on Form 4797, Lineis not limited to: of a mixed group) as described under
17, Excluding Amounts From Completion of Schedule M-3 and Certain1. The difference between issue price

Allocations, Limitations, and CarryoversPass-Through Entities,and the stated redemption price at
on page 5.maturity of a debt instrument, which may Abandonment Losses, and

be wholly or partially realized on the Worthless Stock Losses Line 25. Other Income (Loss)disposition of a debt instrument under Report on line 23d the net gain or loss Items With Differencessection 1273; reported on line 17 of Form 4797, Sales Separately state and adequately disclose2. Amounts that are imputed interest of Business Property, excluding amounts on Part II, line 25, all items of incomeon a deferred sales contract under from (a) pass-through entities, which must (loss) with differences that are notsection 483; be reported on Part II, lines 9, 10, or 11, otherwise listed on Part II, lines 1 through3. Amounts treated as interest or OID as applicable; (b) abandonment losses, 24. Attach a schedule that itemizes theunder the stripped bond rules under which must be reported on Part II, line type of income (loss) and the amount ofSection 1286; and 23e; and (c) worthless stock losses, each item.4. Amounts treated as OID under the which must be reported on Part II, line
below-market interest rate rules under If any “comprehensive income” as23f.
Section 7872. defined by Statement of Financial

Line 23e. Abandonment Losses Accounting Standards (SFAS) No. 130 is
Line 23a. Income Statement Report on line 23e any abandonment reported on this line, describe the item(s)
Gain/Loss on Sale, Exchange, losses, regardless of whether the loss is in detail. Examples of sufficiently detailed

characterized as an ordinary loss or a descriptions include “Foreign currencyAbandonment, Worthlessness,
capital loss. translation adjustments” and “gains andor Other Disposition of Assets

losses on available-for-sale securities.”Other Than Inventory and Pass- Line 23f. Worthless Stock
Whether an item of income (loss) isThrough Entities Losses

reported on line 25, or is reported on PartReport on line 23a, column (a) all gains Report on line 23f any worthless stock II, line 28, is determined separately byand losses on the disposition of assets loss, regardless of whether the loss is each member of the U.S. consolidated taxexcept for (a) gains and losses on the characterized as an ordinary loss or a group and not at the U.S. consolidateddisposition of inventory, and (b) gains and capital loss. Attach a schedule that tax group level. For example, U.S.losses allocated to the corporation from a separately states and adequately Corporation P has two subsidiaries,pass-through entity (e.g., on Schedule discloses each transaction that gives rise Corporation A and B, that are included inK-1) that are included in the net income to a worthless stock loss and the amount P’s consolidated financial statements and(loss) per income statement of includible of each loss. in P’s consolidated U.S. federal incomecorporations reported on Part I, line 11.
tax return. For financial statementLine 23g. Other Gain/Loss onReverse the amount reported in column
purposes, P, A, and B recognize revenue(a) in column (b) or (c), as applicable. The Disposition of Assets Other
from the sale of inventory upon delivery tocorresponding gains and losses for U.S. Than Inventory the customer. For U.S. federal income taxfederal income tax purposes are reported Report on line 23g any gains or losses purposes, P and A recognize suchon Part II, lines 23b through 23g, as from the sale or exchange of property revenue consistent with the method usedapplicable. other than inventory and that are not for financial statement purposes, whereas

reported on lines 23b through 23f.Line 23b. Gross Capital Gains B recognizes such revenue based upon
customer acceptance. P and A mustFrom Schedule D, Excluding Line 24. Capital Loss Limitation
report this revenue in column (a) and (d)Amounts From Pass-Through and Carryforward Used on Part II, line 28. B must report theEntities Report as a positive amount on line 24, following on Part II, line 25: in column (a),

Report on line 23b, gross capital gains columns (b) or (c), as applicable, and (d) B’s revenue recognized in the financial
reported on Schedule D (Form 1120), the excess of the net capital losses over statements based upon delivery to the
Capital Gains and Losses, excluding the net capital gains reported on customer; in column (d), B’s revenue
capital gains from pass-through entities, Schedule D (Form 1120) by the recognized for U.S. federal income tax
which must be reported on Part II, lines 9, corporation. For a U.S. consolidated tax purposes based upon customer
10, or 11, as applicable. group, the Schedule M-3 adjustment for acceptance; and in column (b) or (c), as

the amount of the consolidated net capital applicable, the difference between B’sLine 23c. Gross Capital Losses loss that is disallowed should not be revenue recognized in its financialFrom Schedule D, Excluding made on the separate consolidating statements and in its U.S. federal taxableAmounts From Pass-Through Schedules M-3 of the includible income.
Entities, Abandonment Losses, corporations, but on the separate

Line 27. Total Expense/Schedule M-3 for consolidatedand Worthless Stock Losses
eliminations (or on Form 8916 in the case Deduction ItemsReport on line 23c, gross capital losses
of a mixed group) as described under,reported on Schedule D (Form 1120), Report on Part II, line 27, columns (a)
Completion of Schedule M-3 and Certainexcluding capital losses from (a) through (d), as applicable, the negative of
Allocations, Limitations, and Carryoverspass-through entities, which must be the amounts reported on Part III, line 36,
on page 5.reported on Part II, lines 9, 10 or 11, as columns (a) through (d). For example, if

applicable; (b) abandonment losses, If the corporation utilizes a capital loss Part III, line 36, column (a), reflects an
which must be reported on Part II, line carryforward on Schedule D in the current amount of $1 million, then report on Part
23e; and (c) worthless stock losses, tax year, report the carryforward utilized II, line 27, column (a), ($1 million).
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Similarly, if Part III, line 36, column (b), treated for U.S. federal income taxPart III. Reconciliation of purposes as interest deduction that arereflects an amount of ($50,000), then
treated as some other form of expense inreport on Part II, line 27, column (b), Net Income (Loss) per
the financial statements, or vice versa.$50,000. Income Statement of For example, adjustments to interest
expense/deduction resulting fromIncludible CorporationsLine 28. Other Items With No
adjustments made in accordance with theDifferences With Taxable Income per instructions for Part III, line 34, Purchase

If there is no difference between the versus lease (for purchasers and/orReturn—Expense/financial accounting amount and the lessees), should be made in columns (b)
taxable amount of an entire item of and (c), as applicable, on this line 8.Deduction Items
income, gain, loss, expense, or deduction Do not report on this line 8 amountsLines 1 Through 6. Income Taxand the item is not described or included reported in accordance with the
in Part II, lines 1 through 25, or Part III, Expense instructions for (1) Part II, lines 9, 10, and
lines 1 through 35, report the entire 11, Income (loss) from U.S. partnerships,If the corporation does not distinguish
amount of the item in columns (a) and (d) foreign partnerships, and otherbetween current and deferred income tax
of line 28. If a portion of an item of pass-through entities, and (2) Part II, lineexpense in its financial statements (or its
income, loss, expense, or deduction has 12, Items relating to reportablebooks and records, if applicable), report
a difference and a portion of the item transactions.income tax expense as current income
does not have a difference, do not report tax expense using lines 1, 3, and 5, as Line 9. Stock Option Expenseapplicable.any portion of the item on line 28. Instead,

Report on line 9, column (a), amountsreport the entire amount of the item (i.e., A U.S. consolidated tax group must expensed on Part I, line 11, net incomeboth the portion with a difference and the complete lines 1 through 6 in accordance per the income statement, that areportion without a difference) on the with the allocation of tax expense among attributable to all stock options. Report onapplicable line of Part II, lines 1 through the members of the U.S. consolidated tax line 9, column (d), deduction amounts25, or Part III, lines 1 through 35. See group in the financial statements (or its attributable to all stock options.Example 11 on page 12. books and records, if applicable). If the
Line 10. Other Equity-Basedcurrent and deferred U.S., state, and

Line 29a. 1120 subgroup foreign income tax expense for the U.S. Compensation
consolidated tax group (income taxreconciliation totals Report on line 10 any amounts for
expense) is allocated among the equity-based compensation orAdd lines 26 through 28.
members of the U.S. consolidated tax consideration that are reflected as
group in the group’s financial statements expense in the financial statementsLine 29b. PC insurance (or its books and records, if applicable), (column (a)) or deducted in the U.S.subgroup reconciliation totals then each member must report its federal income tax return (column (d))
allocated income tax expense on Part III,Line 29b is only used by mixed groups. other than amounts reportable elsewhere
lines 1 through 6, of that member’sSee Schedule M-3 Consolidation for on Schedule M-3, Parts II and III (e.g., on
separate Schedule M-3. However, if theMixed Groups (1120/L/PC) on page 4. Part III, line 9, for stock options expense).
income tax expense is not shared or Examples of amounts reportable on line
allocated among members of the U.S.Line 29c. Life insurance 10 include payments attributable to
consolidated tax group but is retained in employee stock purchase plans (ESPPs),subgroub reconciliation totals the parent corporation’s financial phantom stock options, phantom stockLine 29c is only used by mixed groups. statements (or books and records, if units, stock warrants, stock appreciationSee Schedule M-3 Consolidation for applicable), then amounts are reported rights, and restricted stock, regardless ofMixed Groups (1120/L/PC) on page 4. only on Part III, lines 1 through 6, of the whether such payments are made to
parent’s separate Schedule M-3. employees or non-employees, or asLine 30. Reconciliation Totals. payment for property or compensation forLine 7. Foreign WithholdingCombine lines 29a through 29c services.TaxesIf a corporation that is not a mixed group Line 11. Meals andReport on line 7, column (a), the amountchooses not to complete columns (a) and

Entertainmentof foreign withholding taxes included in(d) of Parts II and III in the first tax year
financial accounting net income on Part I, Report on line 11, column (a), anythe corporation is required to file
line 11. If the corporation is deducting amounts paid or accrued by theSchedule M-3 (or for any year in which
foreign tax, use column (b) or (c), as corporation during the tax year for meals,the corporation voluntarily files Schedule
applicable, to correct for any difference beverages, and entertainment that areM-3), Part II, line 30, is reconciled by the between foreign withholding tax included accounted for in financial accountingcorporation (or, in the case of a U.S. in financial accounting net income and the income, regardless of the classification,consolidated tax group, on the group’s amount of foreign withholding taxes being nomenclature, or terminology used forconsolidated Schedule M-3) in the deducted in the return. If the corporation such amounts, and regardless of how orfollowing manner: is crediting foreign withholding taxes where such amounts are classified in the

1. Report the amount from Part I, line against the U.S. income tax liability, use corporation’s financial income statement
11, on Part II, line 30, column (a); column (b) or (c), as applicable, to negate or the income and expense accounts

the amount reported in column (a).2. Leave blank Part II, lines 1 through maintained in the corporation’s books and
29, columns (a) and (d); records. Report only amounts notLine 8. Interest Expense otherwise reportable elsewhere on3. Leave blank Part III, columns (a)

Report on Part III, line 8, column (a), the Schedule M-3, Parts II and III (e.g., Partand (d); and
total amount of interest expense included II, line 17).4. Report on Part II, line 30, column
on Part I, line 11, and report on Part III,(d), the sum of Part II, line 30, columns Line 12. Fines and Penaltiesline 8, column (d), the total amount of(a), (b), and (c). interest deduction included on Form Report on line 12 any fines or similar
1120, page 1, line 28, that is not required penalties paid to a government or other

Note. Mixed groups see Schedule M-3 to be reported elsewhere on Schedule authority for the violation of any law for
Consolidation for Mixed Groups (1120/L/ M-3. In columns (b) or (c), as applicable, which fines or penalties are assessed. All
PC) on page 4. include any adjustments for any amounts fines and penalties expensed in financial
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accounting income (paid or accrued) must (b) or (c), as applicable, the amount of • Conservation easements (including
be included on this line 12, column (a), nondeductible parachute payments scenic easements or air rights);
regardless of the government or other pursuant to section 280G, and report in • Railroad rights of way;
authority that imposed the fines or column (d) the deductible amount of • Mineral rights; and
penalties, regardless of whether the fines compensation after any excess parachute • Other intangible property.
and penalties are civil or criminal, payment limitations under section 280G. Line 21. Charitable Contributionregardless of the classification, If a payment is subject to limitation under

Limitation/Carryforwardnomenclature, or terminology used for the both sections 162(m) and 280G, report
fines or penalties by the imposing the total payment on this line 14. Report as a negative amount on this line
authority in its actions or documents, and 21, columns (b), (c), and (d) asLine 15. Compensation Withregardless of how or where the fines or applicable, the excess of charitable

Section 162(m) Limitationpenalties are classified in the contributions made during the tax year
corporation’s financial income statement Report on line 15, column (a), the total over the amount of the charitable
or the income and expense accounts amount of non-performance-based contribution limitation amount.
maintained in the corporation’s books and current compensation expense for the If the corporation utilizes a contribution
records. Also report on line 12, column (a) corporate officers to whom section carryforward in the current tax year,
the reversal of any overaccrual of any 162(m) applies. Report the nondeductible report the carryforward utilized as a
amount described in this paragraph. See amount of current compensation in positive amount on columns (b), (c), and
section 162(f) for additional guidance. excess of $1 million in column (b) or (c), (d), as applicable.

as applicable, and the deductibleReport on line 12, column (d), any When a consolidated federal incomecompensation in column (d). If a paymentsuch amounts as are described in the tax return is being filed, Schedule M-3is subject to limitation under both sectionspreceding paragraph that are includible in adjustments for the amount of charitable162(m) and 280G, report the totaltaxable income, regardless of the contributions in excess of the limitation, orpayment on Part III, line 14, Parachutefinancial accounting period in which such for charitable contribution carryforwardpayments. See Regulations sectionamounts were or are included in financial utilized, should not be made on the1.162-27(g) for the interaction betweenaccounting net income. Complete separate consolidating Schedules M-3 ofsections 162(m) and 280G.columns (b) and (c) as appropriate. the includible corporations, but on the
Line 16. Pension andDo not report on this Part III, line 12, separate consolidating Schedule M-3 for

amounts required to be reported in consolidation eliminations (or on FormProfit-Sharing
accordance with instructions for Part III, 8916 in the case of a mixed group). SeeReport on line 16 any amounts
line 13. Completion of Schedule M-3 and Certainattributable to the corporation’s pension

Allocations, Limitations, and Carryoversplans, profit-sharing plans, and any otherDo not report on this Part III, line 12,
on page 5.retirement plans.amounts recovered from insurers or any

other indemnitors for any fines and Line 22. Domestic ProductionLine 17. Other Post-Retirementpenalties described above. Activities DeductionBenefits
Line 13. Judgments, Damages, Report on Part III, line 22, column (d), theReport on line 17 any amounts

corporation’s domestic productionAwards, and Similar Costs attributable to other post-retirement
activities deduction under section 199 thatbenefits not otherwise includible on PartReport on line 13, column (a), the amount
is reported on Form 1120, page 1, line 25.III, line 16 (for example, retiree health andof any estimated or actual judgments,
Complete columns (b) and (c) aslife insurance coverage, dental coverage,damages, awards, settlements, and
appropriate. Do not report any portion ofetc.).similar costs, however named or
the corporation’s domestic productionclassified, included in financial accounting Line 18. Deferred activities deduction on any other line ofincome, regardless of whether the
Schedule M-3.Compensationamount deducted was attributable to an

Report on line 18, column (a), anyestimate of future anticipated payments or Line 23. Current Year
compensation expense included in theactual payments. Also report on line 13, Acquisition or Reorganization
net income (loss) amount reported in Partcolumn (a) the reversal of any Investment Banking FeesI, line 11, that is not deductible for U.S.overaccrual of any amount described in

Report on line 23 any investment bankingfederal income tax purposes in thethis paragraph.
fees paid or incurred in connection with acurrent tax year and that was not reportedReport on line 13, column (d), any taxable or tax-free acquisition of propertyelsewhere on Schedule M-3, column (a).such amounts as are described in the (e.g., stock or assets) or a tax-freeReport on line 18, column (d), anypreceding paragraph that are includible in reorganization. Report on this line anycompensation deductible in the currenttaxable income, regardless of the investment banking fees incurred at anytax year that was not included in the netfinancial accounting period in which such stage of the acquisition or reorganizationincome (loss) amount reported in Part I,amounts were or are included in financial process including, for example, fees paidline 11 for the current tax year and that isaccounting net income. Complete or incurred to evaluate whether tonot reportable elsewhere on Schedulecolumns (b) and (c) as appropriate. investigate an acquisition, fees to conductM-3. For example, report originations and

Do not report on this Part III, line 13, an actual investigation, and fees toreversals of deferred compensation
amounts required to be reported in consummate the acquisition. Also includesubject to section 409A on line 18.
accordance with instructions for Part III, on this line 23 investment banking fees

Line 20. Charitable Contributionline 12. incurred in connection with the liquidation
of Intangible Property of a subsidiary, a spin-off of a subsidiary,Do not report on this Part III, line 13,

or an initial public stock offering.Report on line 20 any charitableamounts recovered from insurers or any
contribution of intangible property, forother indemnitors for any judgments, Line 24. Current Year
example, contributions of:damages, awards, or similar costs Acquisition or Reorganization• Intellectual property, patents (includingdescribed above. Legal and Accounting Feesany amounts of additional contributions

Line 14. Parachute Payments allowable by virtue of income earned by Report on line 24 any legal and
Report on line 14, column (a), the total donees subsequent to the year of accounting fees paid or incurred in
expense included in financial accounting donation), copyrights, trademarks; connection with a taxable or tax-free
net income on Part I, line 11, that is • Securities (including stocks and their acquisition of property (e.g., stock or
subject to section 280G. Report in column derivatives, stock options, and bonds); assets) or tax-free reorganization. Report
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on this line any legal and accounting fees the periodic payments it makes partiallyLine 32. Bad Debt Expense
incurred at any stage of the acquisition or as payment of principal and partially asReport on line 32, column (a), any
reorganization process including, for payment of interest. In its financialamounts attributable to an allowance for
example, fees paid or incurred to evaluate statements, X treats the differenceuncollectible accounts receivable or
whether to investigate an acquisition, fees between the financial accounting andactual write-offs of accounts receivable
to conduct an actual investigation, and U.S. federal income tax treatment of thisincluded in net income per the income
fees to consummate the acquisition. Also transaction as a temporary difference.statement. Report in column (d) the
include on this line legal and accounting During 2006, X reports in its financialamount of bad debt expense deductible
fees incurred in connection with the statements $1,000 of gross rentalfor federal income tax purposes under
liquidation of a subsidiary, a spin-off of a expense that, for U.S. federal income taxsection 166.
subsidiary, or an initial public stock purposes, is recharacterized as a $700
offering. payment of principal and a $300 paymentLine 33. Corporate Owned Life

of interest, accompanied by aInsurance PremiumsLine 25. Current Year depreciation deduction of $1,200 (basedReport on line 33 all amounts ofAcquisition/Reorganization on other facts). On its 2006 Scheduleinsurance premiums attributable to any M-3, X must report the following on PartOther Costs life insurance policy if the corporation is III, line 34: column (a) $1,000, its financialReport on line 25 any other fees paid or directly or indirectly a beneficiary under accounting gross rental expense; columnincurred in connection with a taxable or the policy or if the policy has a cash (b), ($1,000); and column (d), zero. Ontax-free acquisition of property (e.g., stock value. Report in column (d) the amount of Part III, line 8, X reports zero in columnor assets) or a tax-free reorganization not the premiums that are deductible for (a) and $300 in columns (b) and (d) forotherwise reportable on Schedule M-3 federal income tax purposes. the interest deduction. On Part III, line 31,(e.g., Part III, line 23 or 24). Report on
X reports zero in column (a) and $1,200Line 34. Purchase Versus Leasethis line any fees paid or incurred at any
in columns (b) and (d) for the depreciation(for Purchasers and/orstage of the acquisition or reorganization
deduction.process including, for example, fees paid Lessees)

or incurred to evaluate whether to Note. Also see the instructions at Part II, Line 35. Other Expense/
investigate an acquisition, fees to conduct line 18, on page 16 for sellers and/or Deduction Items Withan actual investigation, and fees to lessors. Differencesconsummate the acquisition. Also include

Asset transfer transactions with Report on Part III, line 35, all items ofon this line other acquisition/
periodic payments characterized for expense/deduction that are not otherwisereorganization costs incurred in
financial accounting purposes as either a listed on Part III, lines 1 through 34.connection with the liquidation of a
purchase or a lease may, under somesubsidiary, a spin-off of a subsidiary, or Whether an expense/deduction item is
circumstances, be characterized as thean initial public stock offering. reported on this line 35, or reported on
opposite for tax purposes. Part II, line 28, is determined separatelyLine 26. Amortization/ If a transaction is treated as a lease, by each member of the U.S. consolidatedImpairment of Goodwill the purchaser/lessee reports the periodic tax group and not at the U.S.

Report on line 26 amortization of goodwill payments as gross rental expense. If the consolidated tax group level. For
or amounts attributable to the impairment transaction is treated as a purchase, the example, U.S. Corporation P has two
of goodwill. purchaser/lessee reports the periodic subsidiaries, A and B, that are included in

payments as payments of principal and P’s consolidated financial statements andLine 27. Amortization of interest and also reports depreciation in P’s consolidated U.S. federal income
Acquisition, Reorganization, expense or deduction with respect to the tax return. For financial statement

purchased asset.and Start-Up Costs purposes, P, A, and B recognize real
estate tax expense when accrued. ForReport on line 27 amortization of Report in column (a), gross rent
U.S. federal income tax purposes, P andacquisition, reorganization, and start-up expense for a transaction treated as a
A recognize such expense consistent withcosts. For purposes of column (b), (c), lease for income statement purposes but
the method used for financial statementand (d), include amounts amortizable as a sale for U.S. federal income tax
purposes, whereas B recognizes suchunder section 167, 195, or 248. purposes. Report in column (d), gross
deduction based on a method differentrental deductions for a transaction treatedLine 28. Other Amortization or from that used for financial statementas a lease for U.S. federal income tax
purposes. P and A must report thisImpairment Write-Offs purposes but as a purchase for income
expense/deduction in column (a) and (d)statement purposes. Report interestReport on line 28 any amortization or
on Part II, line 28. B must report theexpense for such transactions on Part III,impairment write-offs not otherwise
following on Part III, line 35 in column (a),line 8, in column (a) or (d), as applicable.includible on Schedule M-3.
B’s expense recognized in the financialReport depreciation expense or
statements when accrued; in column (d),Line 29. Section 198 deductions for such transactions on Part
B’s real estate tax expense recognized forEnvironmental Remediation III, line 31, in column (a) or (d), as
U.S. federal income tax purposes; and inapplicable. Use columns (b) and (c) ofCosts
column (b) or (c), as applicable, thePart III, lines 8, 31, and 34, as applicable,Report on line 29, column (a), any difference between B’s real estate taxto report the differences between columnamounts attributable to environmental expense in its financial statements and its(a) and (d) for such recharacterizedremediation costs included in the net real estate tax deduction recognized fortransactions.income per the income statement. Report U.S. federal taxable income purposes.

Example 21. U.S. corporation Xin columns (b), (c), and (d), as applicable,
Comprehensive income. If anyacquired property in a transaction that, forany deductible amounts attributable to
“comprehensive income” as defined byfinancial accounting purposes, X treats asenvironmental remediation costs
SFAS No. 130 is reported on this line,a lease. X is a calendar year taxpayerdescribed in section 198 that are paid or
describe the item(s) in detail as, forthat was required to file Schedule M-3 forincurred during the current tax year.
example, “Foreign currency translationits 2005 tax year and is required to file
adjustments” and “Gains and losses onLine 31. Depreciation Schedule M-3 for its 2006 tax year. For
available-for-sale securities.”Report on line 31 any depreciation U.S. federal income tax purposes,

expense that is not required to be because of its terms, the transaction is Reserves and contingent liabilities.
reported elsewhere on Schedule M-3 treated for U.S. federal income tax Report on line 35 amounts related to the
(e.g., on Part II, lines, 9, 10, 11, or 17). purposes as a purchase and X must treat change in each reserve or contingent
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liability that is not required to be reported appropriate level of disclosure depends $500,000 and advertising expenses of
elsewhere on Schedule M-3. For upon each taxpayer’s operational activity $800,000. For financial statement
example, amounts relating to changes in and the nature of its accounting records. purposes, Q capitalizes and amortizes the
reserves for litigation must be reported on For example, if a corporation’s net income prepaid insurance and advertising over 12
Part III, line 13, and amounts relating to amount reported in the income statement months. For U.S. federal income tax
changes in reserves for uncollectible includes anticipated expenses for a purposes, Q deducts the insurance
accounts receivable must be reported on discontinued operation as a single premium when paid and amortizes the
Part III, line 32. See Examples 9, 21, and amount, and its general ledger or other advertising over the 12-month period. In
22. books, records, and workpapers provide its financial statements, Q treats the

details for the anticipated expenses under differences attributable to the financialReport on Part III, line 35, the
more explanatory and defined categories statement treatment and U.S. federalamortization of various items of prepaid
such as employee termination costs, income tax treatment of the prepaidexpense, such as prepaid subscriptions
lease cancellation costs, loss on sale of insurance and advertising as temporaryand license fees, prepaid insurance, etc.
equipment, etc., a supporting schedule differences. Q must separately state andReport on line 35, column (a), that lists those categories of expenses adequately disclose on Part III, line 35, itsexpenses included in net income reported and their details will satisfy the prepaid insurance premium and reporton Part I, line 11, that are related to requirement to separately state and $250,000 in column (a) ($500,000/12reserves and contingent liabilities. Report adequately disclose. In order to months X 6 months), $250,000 in columnon line 35, column (d), amounts related to separately state and adequately disclose (b), and $500,000 in column (d). Q mustliabilities for reserves and contingent the employee termination costs, it is not also separately state and adequatelyliabilities that are deductible in the current required that an anticipated termination disclose on Part II, line 28, its prepaidtax year for U.S. federal income tax cost amount be listed for each employee, advertising and report $400,000 inpurposes. Examples of items that must be or that each asset (or category of asset) column (a) and (d).reported on line 35 include warranty be listed along with the anticipated lossreserves, restructuring reserves, reserves Line 36. Total Expense/on disposition.for discontinued operations, and reserves Deduction ItemsExample 22. Corporation Q is afor acquisitions and dispositions. Only Report on Part II, line 27, columns (a)calendar year taxpayer that was requiredreport on line 35 items that are not though (d), as applicable, the negative ofto file Schedule M-3 for its 2005 tax yearrequired to be reported elsewhere on the amounts reported on Part III, line 36,and is required to file Schedule M-3 for itsSchedule M-3, Parts II and III. For column (a) through (d), as applicable. For2006 tax year. On July 1 of each year, Qexample, the expense for a reserve for example, if Part III, line 36, column (a),has a fixed liability for its annualinventory obsolescence must be reported reflects an amount of $1 million, theninsurance premiums that provides aon Part II, line 17. report on Part II, line 27, column (a), ($112-month coverage period beginning JulyThe schedule of details attached to the million). Similarly, if Part III, line 36,1 through June 30. In addition, Qreturn for line 35 must separately state column (b), reflects an amount ofhistorically prepays 12 months ofand adequately disclose the nature and ($50,000), then report on Part II, line 27,advertising expense on July 1. On July 1,amount of the expense related to each column (b), $50,000.2006, Q prepays its insurance premium ofreserve and/or contingent liability. The
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