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Department of the Treasury
Internal Revenue Service2006

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

more. For these purposes, the amount of disregarded entity is deemed to own allSection references are to the Internal
adjusted total assets is total assets at the corporate and partnership interestsRevenue Code unless otherwise noted.
end of the tax year before capital owned or deemed to be owned underForm 1065-B. All references to Form
distributions, losses, and adjustments that these instructions by the disregarded1065 in these instructions shall be
reduce total capital, and is calculated as entity; (3) the owner of 50 percent ordeemed to include Form 1065-B except
the sum of (1) the amount of total assets more of a corporation by vote on any dayas otherwise noted.
at the end of the tax year reported on of the corporation tax year is deemed to
Form 1065, Schedule L, line 14, column own all corporate and partnership
(d), plus (2) the amounts of capital interests owned or deemed to be ownedGeneral Instructions distribution reported on Schedule M-2 line under these instructions by the
6a and line 6b (stated as positive corporation during the corporation tax
amounts), plus (3) the amount of any loss year; (4) the owner of 50 percent or morereported on Schedule M-2, line 3 (statedPurpose of Schedule of partnership income, loss, or capital onas a positive amount), plus (4) the any day of the partnership tax year isamount of any positive adjustment onSchedule M-3 Part I asks certain deemed to own all corporate andSchedule M-2, line 7, plus (5) the amountquestions about the partnership’s

partnership interests owned or deemed toof any negative adjustment on Schedulefinancial statements and reconciles
be owned under these instructions by theM-2, line 4 (stated as a positive amount).financial statement net income (loss) for
partnership during the partnership taxthe consolidated financial statement 3. The amount of total receipts (as year; and (5) the beneficial owner of 50group to income (loss) per the income defined on page 20 of the instructions to percent or more of the beneficial intereststatement for the partnership. Form 1065, Schedule B, question 5), for
of a trust or nominee arrangement on anythe taxable year, is equal to $35 million orSchedule M-3 Parts II and III reconcile day of the trust or nominee arrangementmore. Total receipts is defined on pagefinancial statement net income (loss) for tax year is deemed to own all corporate33 of the Instructions for Form 1065-B.the partnership (per Schedule M-3, Part I, and partnership interests owned or4. An entity that is a reportable entityline 11) to income (loss) per return on deemed to be owned under thesepartner with respect to the partnership (asForm 1065 and Form 1065-B, page 4, instructions by the trust or nomineedefined under these instructions) owns orAnalysis of Net Income (Loss), line 1. arrangement.is deemed to own, directly or indirectly, an

interest of 50 percent or more in theSchedule M-3 is effective for any tax A reportable entity partner with respectpartnership’s capital, profit, or loss, onyear ending on or after December 31, to a partnership (as defined above) mustany day during the tax year of the2006. For purposes of determining report the following to the partnership onpartnership.whether a partnership with a 52-53 week
September 15, 2006, or if later, within 30tax year must file Schedule M-3, such
days of first becoming a reportable entitypartnership’s tax year is deemed to end Note. A common trust fund or foreign partner and, after first reporting to theor close on the last day of the calendar partnership filing Form 1065 is subject to partnership under these instructions,month nearest to the last day of the 52-53 Schedule M-3 if it meets any of the tests.
thereafter within 30 days of the date ofweek tax year. (For further guidance on
any change in the interest it owns or is52-53 week tax years, see Regulations Reportable Entity Partner
deemed to own, directly or indirectly,section 1.441-2(c)(1)). Reporting Responsibilities under these instructions, in the

For the purposes of these instructions, a partnership: (1) its name, (2) its mailingWho Must File reportable entity partner with respect to a address, (3) its taxpayer identificationNote. A U.S. partnership filing Form 1065 partnership filing Form 1065 is an entity number (TIN or EIN) if applicable, (4) itsor Form 1065-B that is not required to file that (1) owns or is deemed to own, entity or organization type, (5) the state orSchedule M-3 may voluntarily file directly or indirectly, under these country in which it is organized, (6) theSchedule M-3 in place of Schedule M-1. instructions a 50 percent or greater date on which it first became a reportable
interest in the income, loss or capital ofAny entity which files Form 1065, U.S. entity partner on or after June 30, 2006,
the partnership on any day of the tax yearReturn of Partnership Income, or Form (7) the date with respect to which it ison or after June 30, 2006, and (2) was1065-B, U.S. Return of Income for Large reporting a change in its ownershiprequired to complete Schedule M-3 on itsElecting Partnerships, must complete and interest in the partnership, if applicable,most recently filed US federal income taxfile Schedule M-3 in lieu of Schedule M-1, (8) the interest in the partnership it ownsreturn or return of income filed prior toReconciliation of Income (Loss) per or is deemed to own in the partnership,that day.Books With Income (Loss) per Return, if directly or indirectly (as defined under

any of the following is true: these instructions) as of the date withFor the purposes of these instructions:
1. The amount of total assets at the (1) the parent corporation of a respect to which it is reporting, and (9)

end of the tax year reported on Form consolidated tax group is deemed to own any change in that interest as of the date
1065, Schedule L, line 14, column (d), is all corporate and partnership interests with respect to which it is reporting.
equal to $10 million or more. owned or deemed to be owned under

For more information, see Item D.2. The amount of adjusted total assets these instructions by any member of the
Reportable Entity Partner on page 3.for the year is equal to $10 million or tax consolidated group; (2) the owner of a
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not report a loss for 2006 on Schedule corporate and partnership interests ofOther Issues Affecting
M-2, line 3. R did not report adjustments FS1 and FS2 as the owner of 50 percentSchedule M-3 Filing
to capital on Schedule M-2, lines 4 or 7. R or more of each corporation by vote andRequirements has adjusted total assets for 2006 of therefore is deemed to own 20 percent of

For purposes of determining for Schedule $10.5 million, the sum of $7.5 million plus K on June 30, 2006. P is therefore
M-3 whether the partnership’s adjusted $3.0 million (the amount of distributions deemed to own 50 percent of K on June
total assets (under these instructions) that must be added back to determine 30, 2006. P was required to complete
equal $10 million or more, the adjusted total assets for 2006). Because Schedule M-3 on its 2004 Form 1120 filed
partnership’s total assets at the R has adjusted total assets of $10 million September 15, 2005, its most recently
end-of-year must be determined on an or more for its tax year ending December filed U.S. federal income tax return filed
overall accrual method of accounting 31, 2006, R must file Schedule M-3 for prior to June 30, 2006. P owns or is
unless both of the following apply: (a) the 2006. deemed to own, directly or indirectly,
tax return of the partnership is prepared 4. S, a U.S. partnership, files a Form (under these instructions) 50 percent or
using an overall cash method of 1065 for the tax year ending December more of K on June 30, 2006, and was
accounting, and (b) the partnership does 31, 2006. S has total assets at the end of required to complete Schedule M-3 on its
not prepare and is not included in 2006 reported on Schedule L, line 14, most recently filed U.S. income tax return
financial statements prepared on an column (d), of $7.5 million. S made no filed prior to that date. Therefore, P is a
accrual basis. distributions during 2006 reflected on reportable entity partner of K as of June

Schedule M-2, line 6. S reported a loss of 30, 2006. On September 15, 2006, PIn the case of a partnership year
($3.0) million for 2006 on Schedule M-2, reports to K, as it is required to do, that Pending because of a Section 708
line 3. S did not report adjustments to is a reportable entity partner as of Junetermination (sale or exchange within a 12
capital on Schedule M-2, lines 4 or 7. S 30, 2006, deemed to own (under thesemonth period of 50 percent or more of the
has adjusted total assets for 2006 of instructions) a 50 percent interest in K. Kpartnership interest in income and
$10.5 million, the sum of $7.5 million plus is therefore required to completecapital), total end-of-year assets of the
$3.0 million (the amount of the loss stated Schedule M-3 when it files its Form 1065partnership for determining the
as a positive amount that must be added for its tax year ending December 31,requirement to file Schedule M-3 shall be
back to determine adjusted total assets 2006.determined immediately before the
for 2006). Because S has adjusted total 2. Throughout 2006, A, a limitedSection 708 termination and any actual or
assets of $10 million or more for its tax liability company (LLC) filing a Form 1065deemed contribution or distribution of the
year ending December 31, 2006, S must for calendar year 2006, owns, as its onlypartnership assets under the provisions of
file Schedule M-3 for 2006. asset, 50 percent of each of B, C, D, andSection 708.

5.  T, a U.S. partnership, files a Form E, each also an LLC filing a Form 1065
Example 1. 1065 for the tax year ending December for calendar year 2006. A is owned by

31, 2006. T has total assets at the end of individuals and S corporations not1. U.S. partnership A owns 80 percent
2006 reported on Schedule L, line 14, required to complete Schedule M-3 forof the income and capital of U.S.
column (d), of $7.5 million. T made no 2005, 2006, or 2007. B, C, D, and E arepartnership B. For its 2006 tax year
distributions during 2006 reflected on owned by A and by individuals and Sending December 31, 2006, A prepares
Schedule M-2, line 6. T did not report a corporations not required to completeconsolidated financial statements with B
loss for 2006 on Schedule M-2, line 3. T Schedule M-3 for 2005, 2006, or 2007.that report total assets at end-of-year of
did not report adjustments to capital on For the partnership tax years ending$12 million. A files a Form 1065 and
Schedule M-2, line 7, but did report a December 31, 2006, each of B, C, D, andreports on Schedule L total assets at
negative adjustment of ($3.0) million on E has no end-of-year liabilities, $3 millionend-of-year of $7 million. The amount of
Schedule M-2, line 4. T has adjusted total in total assets and $6 million in adjustedA’s adjusted total assets (under these
assets for 2006 of $10.5 million, the sum total assets (the difference equal to theinstructions) is $8 million for the 2006 tax
of $7.5 million plus $3.0 million (the distributions by each in 2006), and 2006year. A has total receipts for the 2006 tax
amount of the negative adjustment stated total receipts of $20 million. As ofyear of $15 million. A has no reportable
as a positive amount that must be added December 31, 2006, no owner, direct orentity partners (as defined under these
back to determine adjusted total assets indirect, of B, C, D, or E was required toinstructions). A is not required to file
for 2006). Because T has adjusted total complete Schedule M-3 on its mostSchedule M-3 for the 2006 tax year based
assets of $10 million or more for its tax recently filed U.S. federal income taxon its total assets or adjusted total assets.
year ending December 31, 2006, T must return or return of income. None of B, C,A is not required to file Schedule M-3 for
file Schedule M-3 for 2006. D, or E is required to complete Schedulethe 2006 tax year based on its total

M-3 for 2006. For the partnership taxreceipts. A is not required to file Schedule
Example 2. years ending December 31, 2006, A hasM-3 for the 2006 tax year based on

no end-of-year liabilities, $6 million in totalreportable entity partners. A is not 1. P, a US corporation, is the parent
assets and $12 million in adjusted totalrequired to file Schedule M-3 under any of of a financial consolidation group with 50
assets (the difference equal to thethe four tests and therefore is not required domestic subsidiaries DS1 through DS50
distributions in 2006), and 2006 totalto file Schedule M-3 for the 2006 tax year. and 50 foreign subsidiaries FS1 through
receipts of $6 million. As of December 31,A may voluntarily file Schedule M-3 for FS50, all 100 percent owned on June 30,
2006, no owner, direct or indirect, of Athe 2006 tax year. If A does not file 2006. On September 15, 2005, P filed a
was required to complete Schedule M-3Schedule M-3, it must file Schedule M-1 consolidated tax return on Form 1120 and
on its most recently filed U.S. federal2. Same facts as in Example 1A was required to complete Schedule M-3
income tax return. A must complete Formexcept that U.S. partnership A has total for the tax year ending December 31,
1065 Schedule M-3 when it completes itsreceipts for 2006 of $40 million. Because 2004. On June 30, 2006, DS1, DS2, DS3,
Form 1065 for 2006 because A hasA has total receipts of $35 million or more FS1, and FS2 are each 10 percent
adjusted total assets of $10 million orfor its tax year ending December 31, partners in partnership K which files Form
more.2006, A must complete Schedule M-3 for 1065 for the tax year ending December

2006. 31, 2006. P is deemed to own, directly or 3. Same ownership facts as in
3. R, a U.S. partnership, files a Form indirectly (under these instructions) all Example 2B continued to calendar year

1065 for the tax year ending December corporate and partnership interests of 2007. On March 1, 2007, A files its Form
31, 2006. R has total assets at the end of DS1, DS2, DS3, as the parent of the tax 1065 with Schedule M-3 for the
2006 reported on Schedule L, line 14, consolidation group and therefore is partnership tax year ended December 31,
column (d), of $7.5 million. R made deemed to own 30 percent of K on June 2006. As of March 2, 2007, A becomes a
distributions of $3.0 million during 2006 30, 2006. P is deemed to own, directly or reportable entity partner with respect to
reflected on Schedule M-2, line 6. R did indirectly, (under these instructions) all any partnership in which it owns or is
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deemed to own, directly or indirectly addition, total assets may not be reported entity partners for the tax year of the
as a negative amount. partnership, and, if there are more than(under these instructions) a 50 percent or

two reportable entity partners for the taxgreater interest in the income, loss, or Schedule M-2 year of the partnership, the two reportablecapital of the partnership. A owns 50
The amount shown on Schedule M-2, line entity partners with the largest maximumpercent of each of B, C, D, and E and is
3, Net income (loss) per books, must percentage of deemed ownership for thetherefore a reportable entity partner with
equal the amount shown on Schedule tax year of the partnership. The maximumrespect to each as of March 2, 2007, the
M-3, Part I, line 11. percentage of deemed ownership for aday after it filed its 2006 Form 1065 with a

reportable entity partner for a tax year ofrequired Schedule M-3. On March 20, Entity Considerations for the partnership is the maximum2007, A reports to B, C, D, and E, as it is Schedule M-3 percentage interest deemed owned underrequired to do within 30 days of March 2,
For purposes of Schedule M-3, these instructions by the reportable entitythat it is a reportable entity partner owning
references to the classification of an entity partner in the partnership’s capital, profit,a 50 percent interest. Each of B, C, D,
(for example, as a corporation, a or loss on any day during the tax year ofand E is required to complete Schedule
partnership, or a trust) are references to the partnership.M-3 for 2007 because each has a
the treatment of the entity for U.S. federalreportable entity partner. A will determine
income tax purposes. An entity thatif it must complete Schedule M-3 for 2007
generally is disregarded as separate frombased on its separate facts for 2007. Part I. Financial
its owner for U.S. federal income tax4. Same ownership facts as in Information and Netpurposes (disregarded entity) must not beExample 2B for calendar year 2006
separately reported on Schedule M-3except that A is owned 50 percent by Income (Loss)
except, if required, on Part I, line 7. Oncorporation Z that was first required to
Schedule M-3, Parts II and III, any item of Reconciliationcomplete Schedule M-3 for its corporate
income, gain, loss, deduction, or credit oftax year ended December 31, 2005, and
a disregarded entity must be reported asthat filed its Form 1120 with Schedule When To Complete Part Ian item of its owner. In particular, theM-3 for 2005 on September 15, 2006. As
income or loss of a disregarded entity Part I must be completed for any tax yearof September 16, 2006, Z was a
must not be reported on Part II, lines 7, 8, for which the partnership files Schedulereportable entity partner with respect to A
or 9 as a separate partnership or other M-3.and, through A, with respect to B, C, D,
pass-through. The financial statementand E. On October 5, 2006, Z reports to Line 1. Questions Regardingincome or loss of a disregarded entity isA, B, C, D, and E, as it is required to do the Type of Income Statementincluded on Part I, line 7, if and only if itswithin 30 days of September 16, that Z is financial statement income or loss is Prepareda reportable entity partner directly owning included on Part I, line 11, but not on Part For lines 1 through 11, use only the(with respect to A) or deemed to own I, line 4. financial statements of the U.S.indirectly (with respect to B, C, D, and E)

partnership filing the Form 1065. If thea 50 percent interest. Therefore, because Completion of Schedule M-3
U.S. partnership filing the Form 1065 isZ was a reportable entity partner for 2006, A partnership required to file Schedule controlled by another entity, the U.S.each of A, B, C, D, and E is required to M-3 must complete the schedule in its partnership must not use the financialcomplete Form 1065 Schedule M-3 for entirety. At the time the Form 1065 is statements of the controlling entity for its2006, regardless of whether they would filed, all applicable questions must be Schedule M-3, Part I.otherwise be required to complete answered on Part I, all columns must be

Schedule M-3 for that year. If no financial statements are preparedcompleted on Parts II and III, and all
for the U.S. partnership filing Schedulenumerical data required by Schedule M-3
M-3, the U.S. partnership must enter “No”must be provided. Any schedule requiredOther Form 1065 on questions 1a, 1b, and 1c, skip lines 2ato support a line item on Schedule M-3
through 3b, and enter the net incomemust be attached at the time Form 1065Schedules Affected by
(loss) per the books and records of theis filed and must provide the informationSchedule M-3 U.S. partnership on line 4.required for that line item.

If a partnership filing a Schedule M-3Any partnership required to fileRequirements
(a) is included in the consolidatedSchedule M-3 must check all boxes that
financial statements of a groupSchedule L apply on the top of page 1 above Part I of
(consolidated financial statement group)Schedule M-3 with respect to the reasonsTotal assets at the end of the tax year
with an entity parent filing a U.S tax returnfor which the Schedule M-3 is required toshown on Schedule L, line 14, column (d),
and Schedule M-3, (b) has its incomebe filed. A partnership not required to filemust equal the total assets of the
(loss) included and removed by the entitySchedule M-3, but that is doing sopartnership as of the last day of the tax
parent on that entity parent’s Schedulevoluntarily, should check box E on page 1year, and must be the same total assets
M-3, Part I, and (c) does not have aof the Form 1065 Schedule M-3.reported by the partnership in the
separate financial statement (certified orfinancial statements, if any, used for
otherwise) of its own, the partnershipSchedule M-3. If the partnership prepares
must answer questions 1a, 1b, and 1c asfinancial statements, Schedule L must Specific Instructions appropriate for its own tax return andreport the financial statement total assets.
must report on its own Schedule M-3, asIf the partnership does not prepare
appropriate, the amount for thefinancial statements, Schedule L must be
partnership’s net income (loss) that isItem D. Reportable Entitybased on the partnership’s books and
equal to the amount included andrecords. The Schedule L balance sheet Partner removed in the entity parent’s Schedulemay show tax-basis balance sheet

On Schedule M-3, page 1, if the M-3, Part I . However, if in theamounts if the partnership is allowed to
partnership has any reportable entity circumstances described immediatelyuse books and records for Schedule M-3
partner’s (defined on page 1) for the year, above, the partnership does haveand the partnership’s books and records
check checkbox D. A partnership must separate financial statements (certified orreflect only tax-basis amounts.
report the name, EIN or TIN if applicable, otherwise) of its own, independent of the

For purposes of measuring total assets and maximum percentage of deemed amount of the partnership’s net income
at the end of the year, assets may not be ownership of each reportable entity included in the consolidated financial
netted or offset against liabilities. In partner if there are one or two reportable statements with the entity parent, the
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partnership must answer questions 1a, net income (loss) of any nonincludibleLine 5. Net Income (Loss) of
1b, and 1c, as appropriate, for its own tax U.S. entity accounted for in the financialNonincludible Foreign Entities
return, based on its own separate income statements on the equity method.

Remove the financial statement netstatement, and must report on line 4, the Attach a supporting schedule thatincome (line 5a) or loss (line 5b) of eachnet income amounts shown on its provides the name, EIN (if applicable),foreign entity that is included in theseparate income statement. and net income (loss) per the financialconsolidated financial statement group
statement or books and records includedbut is not the partnership (nonincludibleLine 2 and 3. Questions
on line 4 that is removed on line 6 forforeign entity). In addition, on line 8,Regarding Income Statement
each separate nonincludible U.S. entity.adjust for consolidation eliminations andPeriod and Restatements The amounts of income (loss) detailed oncorrect for minority interest and

Line 2 and 3. Questions Regarding the supporting schedule should beintercompany dividends between any
Income Statement Period and reported for each separate nonincludiblenonincludible foreign entity and the
Restatements U.S. entity without regard to the effect ofpartnership filing Form 1065. Do not

consolidation or elimination entries. Ifremove in Part I the financial statementThe questions on lines 3a and 3b,
there are consolidation or eliminationnet income (loss) of any nonincludibleregarding income statement
entries relating to nonincludible U.S.foreign entity accounted for in therestatements, refer to the worldwide
entities whose income (loss) is reportedfinancial statements on the equityconsolidated income statement issued by
on the attached schedule that are notmethod.the partnership filing Form 1065. Answer
reportable on line 8, the net amounts of“Yes” on lines 3a and/or 3b if the Attach a supporting schedule that all such consolidation and eliminationpartnership’s annual income statement provides the name, EIN (if applicable), entries must be reported on a separatehas been restated for any reason. Attach and net income (loss) per the financial line on the attached schedule, so that thea short explanation of the reasons for the statement or books and records included separate financial accounting incomerestatement in net income for each on line 4 that is removed on this line 5 for (loss) of each nonincludible U.S. entityannual income statement period that is each separate nonincludible foreign remains separately stated. For example, ifrestated, including the original amount entity. The amounts of income (loss) the net income (after consolidation andand restated amount of each annual detailed on the supporting schedule elimination entries) of a nonincludiblestatement period’s net income. The should be reported for each separate U.S. sub-consolidated group is beingattached schedule is not required to nonincludible foreign entity without regard reported on line 6a, the attachedreport restatements on an entity-by-entity to the effect of consolidation or supporting schedule should report thebasis. elimination entries. If there are income (loss) of each separateconsolidation or elimination entriesLine 4. Worldwide Consolidated nonincludible U.S. legal entity from eachrelating to nonincludible foreign entities such entity’s own financial accounting netNet Income (Loss) per Income whose income (loss) is reported on the income statement or books and records,Statement attached schedule that are not reportable and any consolidation or eliminationReport on Part I, line 4, the worldwide on line 8, the net amounts of all such entries (for intercompany dividends,consolidated net income (loss) per the consolidation and elimination entries must minority interests, etc.) not reportable onincome statement (or books and records, be reported on a separate line on the line 8 should be reported on the attachedif applicable) of the partnership. attached schedule, so that the separate supporting schedule as a net amount on afinancial accounting income (loss) of eachIn completing Schedule M-3, the line separate and apart from lines thatnonincludible foreign entity remainspartnership must use financial statement report each nonincludible U.S. entity’sseparately stated. For example, if the netamounts from the financial statement type separate net income (loss).income (after consolidation andchecked “Yes” on line 1 or from its books

elimination entries) of a nonincludible Line 7. Net Income (Loss) ofand records if line 1c is checked “No”. If
foreign sub-consolidated group is beingline 1a is checked “Yes”, report on line 4 Other Includible Entities
reported on line 5a, the attachedthe net income amount reported in the Include the financial statement netsupporting schedule should report theincome statement presented to the SEC income (line 7a) or loss (line 7b) of eachincome (loss) of each separateon the partnership’s Form 10-K. includible entity in the U.S. tax return thatnonincludible foreign legal entity from

is not included in the consolidatedIf a partnership prepares financial each such entity’s own financial
financial statement group and thereforestatements, the amount on line 4 must accounting net income statement or
not included in the income reported onequal the financial statement net income books and records, and any consolidation
line 4. Also include on line 7 the financial(loss) for the income statement period or elimination entries (for intercompany
statement income of any disregardedending with or within the tax year as dividends, minority interests, etc.) not
entity that is not included in the incomeindicated on line 2. reportable on line 8 should be reported on
reported on line 4 , but is included on linethe attached supporting schedule as a netIf the partnership prepares financial 10 (other includible entities). In addition,amount on a line separate and apart fromstatements and the income statement on line 8, adjust for consolidationlines that report each nonincludibleperiod differs from the partnership’s tax eliminations and correct for minorityforeign entity’s separate net incomeyear, the income statement period interest and intercompany dividends for(loss).indicated on line 2 applies for purposes of any other includible entity.

lines 4 through 8. Line 6. Net Income (Loss) of Attach a supporting schedule that
If the partnership does not prepare Nonincludible U.S. Entities provides the name, EIN, and net income

financial statements, check “No” on line Remove the financial statement net (loss) per the financial statement or books
1c and enter the net income (loss) per the income (line 6a) or loss (line 6b) of each and records included on line 7 for each
books and records of the partnership on U.S. entity that is included in the separate other includible entity. The
line 4. consolidated financial statement group amounts of income (loss) detailed on the

Report on lines 5a through 10, as but is not an includible entity in the supporting schedule should be reported
instructed below, all adjustment amounts partnership return (nonincludible U.S. for each separate other includible entity
required to adjust worldwide net income entity). In addition, on line 8, adjust for without regard to the effect of
(loss) reported on line 4 (whether from consolidation eliminations and correct for consolidation or elimination entries solely
financial statements or books and minority interest and intercompany between or among the entities listed. If
records) to net income (loss) of the dividends between any nonincludible U.S. there are consolidation or elimination
partnership that must be reported on line entity and any includible entity. Do not entries relating to such other includible
11. remove in Part I the financial statement entities whose income (loss) is reported
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on the attached schedule that are not dividends between entities whose income partnership filing Form 1065 for the tax
reportable on line 8, the net amounts of is included on line 7 and other entities year. For example, it is not permissible to
all such consolidation and elimination included in the U.S. federal income tax remove the income of non-includible
entries must be reported on a separate return. entities on lines 5 and/or 6, above, then to
line on the attached schedule, so that the add back such income on lines 7 throughIf a an entity owner of an interest in
separate financial accounting income 10, such that the amount reported at lineanother entity: (1) accounts for the
(loss) of each other includible entity 11 includes the net income of entities notinterest in the other entity in the owner’s
remains separately stated. For example, if includible in the U.S. federal income taxseparate general ledger on the equity
the net income (after consolidation and return. A principal purpose of Schedulemethod, and (2) fully consolidates the
elimination entries) of a sub-consolidated M-3 is to report on line 11 only theother entity in the owner’s consolidated
U.S. group of other includible entities is financial accounting net income of onlyfinancial statements, but that entity is not
being reported on line 7a, the attached the partnership (including any otherincludible in the owner’s Form 1065, then,
supporting schedule should report the includible entities) filing the U.S. Return ofas part of reversing all consolidation and
income (loss) of each separate other Partnership Income.elimination entries for the nonincludible
includible entity from each entity’s own entity, the owner must reverse on line 8 Whether or not the partnershipfinancial accounting net income statement the elimination of the equity income prepares financial statements, Line 11or books and records, and any inclusion from the other entity. If the must include all items that impact the netconsolidation or elimination entries (for owner does not account for the other income (loss) of the partnership even ifintercompany dividends, minority entity on the equity method on its own they are not recorded in the profit andinterests, etc.) not reportable on line 8 general ledger, it will not have eliminated loss accounts in the partnership’s generalshould be reported on the attached the equity income for consolidated ledger, including, for example, allsupporting schedule as a net amount on a financial statement purposes, and post-closing adjusting entries (includingline separate and apart from lines that therefore will have no elimination of equity workpaper adjustments) and dividendreport each other includible entity’s income to reverse. income or other income received fromseparate net income (loss).

non-includible entities.The attached supporting schedule for
line 8 must identify the type (e.g., minorityLine 8. Adjustment to Example 3.interest, intercompany dividends, etc.)Eliminations of Transactions 1. U.S. partnership P owns 60% ofand amount of consolidation orBetween Includible Entities and corporation DS1 which is fullyelimination entries reported, as well asNonincludible Entities consolidated in P’s financial statements.the names of the entities to which they

P does not account for DS1 in P’sAdjustments on line 8 to reverse certain pertain. It is not necessary, but it is
separate general ledger on the equityfinancial accounting consolidation or permitted, to report intercompany
method. DS1 has net income of $100elimination entries are necessary to eliminations that net to zero on line 8,
(before minority interests) and paysensure that transactions between such as intercompany interest income
dividends of $50, of which P receivesincludible entities and nonincludible U.S. and expense.
$30. The dividend is eliminated in theor foreign entities are not eliminated, in

Line 9. Adjustment to Reconcile consolidated financial statements. In itsorder to report the correct total amount on
financial statements, P consolidates DS1Income Statement Period to Taxline 11. Also, additional consolidation
and includes $60 of net income ($100entries and eliminations entries may be Year
less the minority interest of $40) on Part I,necessary on line 8 related to Include on line 9 any adjustments line 4.transactions between includible entities necessary to the income (loss) of the

that are in the consolidated financial P must remove the $100 net income ofpartnership to reconcile differences
statement group and other includible DS1 on Part I, line 6a. P must reverse onbetween the partnership’s income
entities that are not in the consolidated Part I, line 8, the elimination of the $40statement period reported on line 2 and
financial statement group but that are minority interest net income of DS1. Inthe partnership’s tax year. Attach a
reported on line 7 in order to report the addition, P reverses its elimination of theschedule describing the adjustment.
correct total amount on line 11. $30 intercompany dividend in its financial

Line 10. Other Adjustments statements on Part I, line 8. The net resultInclude on line 8 the total of the
is that P includes the $30 dividend fromRequired To Reconcile tofollowing: (i) amounts of any adjustments
DS1 at Part I, line 11, and on Part II, lineAmount on Line 11to consolidation entries and elimination
6, column (a). P’s taxable dividendentries that are contained in the amount Include on line 10 any other adjustments
income from DS1 must be reported onreported on line 4, required as a result of to reconcile net income (loss) on line 4,
Part II, line 6, column (d).removing amounts on line 5 or 6; and (ii) with net income (loss) of the partnership

2. U.S. partnership C owns 60% ofamounts of any additional consolidation reported on line 11.
the capital and profits interests in U.S.entries and elimination entries that are For any adjustment reported on line LLC N. C does not account for N in P’srequired as a result of including amounts 10, attach a supporting schedule with an separate general ledger on the equityon line 7. This is necessary in order that explanation of each net adjustment method. N has net income of $100the consolidation entries and included on line 10. (before minority interests) and makes nointercompany eliminations entries
distributions during the tax year. C treatsincluded in the amount reported on line Line 11. Net Income (Loss) per
N as a corporation for financial statement11 are only those applicable to the Income Statement of the purposes and as a partnership for U.S.financial net income (loss) of includible Partnership. federal income tax purposes. In itsentities for the financial statement period.

Report on line 11 the net income (loss) financial statements, C consolidates NFor example, adjustments must be
per the income statement (or books and and includes $60 of net income ($100reported on line 8 to remove minority
records, if applicable) of the partnership. less the minority interest of $40) on Part I,interest and to reverse the elimination of
Amounts reported in column (a) of Parts II line 4.intercompany dividends included on line 4
and III (see instructions below) must bethat relate to the net income of entities C must remove the $100 net income of
reported on the same accounting methodremoved on line 5 or 6 because the N on Part I, line 6a. C must reverse on
as is used to report the amount of netincome to which the consolidation or Part I, line 8, the elimination of the $40
income (loss) per income statement of theelimination entries relate has been minority interest net income of N. The
partnership on Part I, line 11.removed. Also, for example, consolidation result is that C includes no income for N

or elimination entries must be reported on Do not, in any event, report on line 11 either on Part I, line 11, or on Part II, line
line 8 to eliminate any intercompany the net income of entities other than the 7, column (a). C’s taxable income from N
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must be reported by C on Part II, line 7, N income, which is $60. In its financial included in taxable income on Form 1065,
statements, C eliminates the $60 of N page 4, Analysis of Net Income (Loss),column (d)
equity method income and consolidates N line 1.3. U.S. partnership P owns 60% of
and includes $60 of net income ($100corporation DS1, which is fully Note. A schedule or explanation may be
less the minority interest of $40) on Part I,consolidated in P’s financial statements. attached to any line even if none is
line 4.P accounts for DS1 in P’s separate required.

general ledger on the equity method. DS1 C must remove the $100 net income of
has net income of $100 (before minority When To Complete Columns (a)N on Part I, line 6a. C must reverse on
interests) and pays dividends of $50, of Part I, line 8, the elimination of the $40 and (d)
which P receives $30. The dividend minority interest net income of N and the A partnership is not required to complete
reduces P’s investment in DS1 for equity elimination of the $60 of N equity method columns (a) and (d) of Parts II and III for
method reporting on P’s separate general income. The result is that C includes the the first tax year the partnership is
ledger where P includes its 60% equity $60 of equity method income for N on required to file Schedule M-3, and for all
share of DS1 income, which is $60. In its Part I, line 11, and on Part II, line 7, subsequent years the partnership is
financial statements, P eliminates the column (a). C’s taxable income from N required to file Schedule M-3, the

must be reported by C on Part II, line 7,DS1 equity method income of $60 and partnership must complete Schedule M-3
column (d).consolidates DS1, including $60 of net in its entirety. Accordingly, the partnership

6. U.S. partnership P owns 100% ofincome ($100 less the minority interest of must complete columns (a) through (d) of
the stock of U.S. LLC Q, a disregarded$40) on Part I, line 4. Parts II and III for all tax years
entity. Q is included in P’s federal incomeP must remove the $100 net income of subsequent to the first tax year the
tax return, even though DS is not includedDS1 on Part I, line 6a. P must reverse on partnership is required to file Schedule
in P’s consolidated financial statementsPart I, line 8, the elimination of the $40 M-3.
on either a consolidated basis or on theminority interest net income of DS1 and If, for any tax year (or tax years) priorequity method. Q has current year netthe elimination of the $60 of DS1 equity to the first tax year a partnership isincome of $100 after taking into accountincome. The net result is that P includes required to file Schedule M-3, aits $40 interest payment to P. P has netthe $60 of equity method income from partnership voluntarily files Schedule M-3income of $1,040 after recognition of theDS1 at Part I, line 11, and on Part II, line in lieu of Schedule M-1, then in thoseinterest income from Q. Because Q is an5, column (a). P’s taxable dividend voluntary filing years the partnership isincludible entity, 100% of the net incomeincome from its investment in DS1 must not required to complete columns (a) andof both P and Q must be reported onbe reported on Part II, line 6, column (d). (d) of Parts II and III. In addition, in theForm 1065 of P’s U.S. Return of4. U.S. partnership C owns 60% of first tax year the partnership is required toPartnership Income, and thethe capital and profits interests in U.S. file Schedule M-3 the partnership is notintercompany interest income andLLC N. C accounts for N in C’s separate required to complete columns (a) and (d)expense must be removed bygeneral ledger on the equity method. N of Parts II and III.consolidation elimination entries.has net income of $100 (before minority

If a partnership chooses not toP must report its financial statementinterests) and makes no distributions
complete columns (a) and (d) of Parts IInet income of $1,040 on Part I, line 4, andduring the tax year. C treats N as a
and III in the first tax year the partnershipreports Q’s net income of $100 on Part I,corporation for financial statement
is required to file Schedule M-3 (or in anyline 7. Then, in order to reflect the fullpurposes and as a partnership for U.S.
year in which the partnership voluntarilyconsolidation of the financial accountingfederal income tax purposes. For equity
files Schedule M-3), then Part II, line 26,net income of P and Q at Part I, line 11,method reporting on C’s separate general
is reconciled by the partnership in theNet income (loss) per income statementledger, C includes its 60% equity share of
following manner:of the partnership, the followingN income, which is $60. In its financial

consolidation and elimination entry is 1. Report the amount from Part I, linestatements, C eliminates the $60 of N
reported on Part I, line 8: offsetting entries 11, on Part II, line 26, column (a);equity method income and consolidates N
to remove the $40 of interest income 2. Leave blank Part II, lines 1 throughincluding $60 of net income ($100 less
received from Q included by P on line 4, 25, columns (a) and (d);the minority interest of $40) on Part I, line
and to remove the $40 of interest 3. Leave blank Part III, columns (a)4.
expense of Q included in line 76 for a net and (d); andC must remove the $100 net income of change of zero. The result is that Part I, 4. Report on Part II, line 26, columnN on Part I, line 6a. C must reverse on line 11, reports $1,140: $1,040 from line (d), the sum of Part II, line 26, columnsPart I, line 8, the elimination of the $40 4, and $100 from line 7. Stated another (a), (b), and (c).minority interest net income of N and the way, Part I, line 11, includes the entireelimination of the $60 of N equity method $1,000 net income of P, measured before Note. Part II, line 26, column (d), mustincome. The result is that C includes the recognition of the intercompany interest equal the amount on Form 1065, page 4,$60 of equity method income for N on income from Q and the consolidation of Q Analysis of Net Income (Loss), line 1.Part I, line 11, and on Part II, line 7, operations, plus the entire $140 net Thus, column (d) on Part II and Part IIIcolumn (a). C’s taxable income from N income of Q, measured before interest must include not only items contributing tomust be reported by C on Part II, line 7, expense to P. P is not required to include the ordinary income (loss) from trade orcolumn (d). on the attached supporting schedule for business activities on Form 1065, page 1,

5. U.S. partnership C owns 60% of Part I, line 8 the offsetting adjustment to line 22 (line 25 for Form 1065-B), but also
the capital and profits interests in U.S. the intercompany elimination of interest certain of the separately stated items on
LLC N. C accounts for N in C’s separate income and interest expense (though it is Form 1065, Schedule K.
general ledger on the equity method. N permitted to do so).
has net income of $100 (before minority When To Complete Columns (b)
interests) and pays a $50 cash and (c)
distribution, of which C receives $30. The

Columns (b) and (c) of Parts II and IIIdividend reduces C’s investment in N for Parts II and III must be completed for any tax year forequity method reporting on C’s separate
which the partnership files Schedule M-3.general ledger. C treats N as a

General Reporting Informationcorporation for financial statement For any item of income, gain, loss,
purposes and as a partnership for U.S. For each line item in Parts II and III, expense, or deduction for which there is a
federal income tax purposes. For equity report in column (a) the amount of net difference between columns (a) and (d),
method reporting on C’s separate general income (loss) included in Part I, line 11, the portion of the difference that is
ledger, C includes its 60% equity share of and report in column (d) the amount temporary must be entered in column (b)
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and the portion of the difference that is reported in columns (a), (b), (c), and (d), associated with that item in the financial
permanent must be entered in column (c). as applicable, of Part II, line 10, Items statements or books and records.

relating to reportable transactions, Accurate completion of Schedule M-3If financial statements are prepared by
regardless of whether the amount would requires reporting amounts according tothe partnership in accordance with
otherwise be reported on Part II or Part III the substantive nature of the specific linegenerally accepted accounting principles
of Schedule M-3. Thus, if a taxpayer files items included in Schedule M-3 and(GAAP), differences that are treated as
Form 8886, Reportable Transaction consistent reporting of all transactions oftemporary for GAAP must be reported in
Disclosure Statement, the amounts like substantive nature that occurredcolumn (b) and differences that are
attributable to that reportable transaction during the tax year. For example, allpermanent (that is, not temporary for
must be reported on Part II, line 10. expense amounts that are included in theGAAP) must be reported in column (c).

financial statements or exist in the booksGenerally, pursuant to GAAP, a A partnership is required to report in
and records that represent some form oftemporary difference affects (creates, column (a) of Parts II and III the amount
“Bad debt expense”, must be reported onincreases, or decreases) a deferred tax of any item specifically listed on Schedule
Part III, line 26, in column (a), regardlessasset or liability. M-3 that is in any manner included in the
of whether the amounts are recorded orpartnership’s current year financialIf the partnership does not prepare stated under different nomenclature in thestatement net income (loss) or in anfinancial statements, or the financial financial statements or the books andincome or expense account maintained instatements are not prepared in records such as: “Provision for doubtfulthe partnership’s books and records, evenaccordance with GAAP, report in column accounts”; “Expense for uncollectibleif there is no difference between that(b) any difference that the partnership notes receivable”; or “Impairment of tradeamount and the amount included in netbelieves will reverse in a future tax year accounts receivable”. Likewise, as statedincome (loss) for tax purposes unless (a)(that is, have an opposite effect on in the preceding paragraph, all fines andotherwise provided in these instructionstaxable income in a future tax year (or penalties must be included on Part III, lineor (b) the amount is attributable to ayears) due to the difference in timing of 7, column (a), regardless of thereportable transaction described inrecognition for financial accounting and terminology or nomenclature attached toRegulations section 1.6011-4(b) and isU.S. federal income tax purposes) or is them by the partnership in its books andtherefore reported on Part II, line 10. Forthe reversal of such a difference that records or financial statements.example, with the exception of interestarose in a prior tax year. Report in column

With limited exceptions, Part IIincome reflected on a Schedule K-1(c) any difference that the partnership
includes lines for specific items of income,received by the partnership as a result ofbelieves will not reverse in a future tax
gain, or loss (income items). (See Part II,the partnership’s investment in ayear (and is not the reversal of such a
lines 1 through 21.) If an income item ispartnership or other pass-through entity,difference that arose in a prior tax year).
described in Part II, lines 1 through 21,all interest income included on Part I, Line

If the partnership is unable to report the amount of the item on the11 , whether from unconsolidated
determine whether a difference between applicable line, regardless of whetheraffiliated entities, third parties, banks, or
column (a) and column (d) for an item will there is a difference for the item. If thereother entities, whether from foreign or
reverse in a future tax year or is the is a difference for the income item, or onlydomestic sources, whether taxable or
reversal of a difference that arose in a a portion of the income item has aexempt from tax and whether classified
prior tax year, report the difference for difference and a portion of the item doesas some other type of income for U.S.
that item in column (c). not have a difference, and the item is notfederal income tax purposes (such as

Example 4. For the 2006, 2007, and described in Part II, lines 1 through 21,dividends), must be included on Part II,
2008 tax years, partnership A has report and describe the entire amount ofline 11, column (a). Likewise, all fines and
adjusted total assets (under these the item on Part II, line 22.penalties included in Part I, Line 11, paid
instructions) of $8 million, $11 million, and to a government or other authority for the With limited exceptions, Part III
$12 million, respectively. Based on the violation of any law for which fines or includes lines for specific items of
amount of its adjusted total assets, A is penalties are assessed must be included expense or deduction (expense items).
required to file Schedule M-3 for its 2007 on Part III, line 7, column (a), regardless (See Part III, lines 1 through 28.) If an
and 2008 tax years, but not for its 2006 of the government authority that imposed expense item is described on Part III,
tax year. Further, for its 2006, 2007, and the fines or penalties, regardless of lines 1 through 28, report the amount of
2008 tax years, A is not required to file whether the fines or penalties are civil or the item on the applicable line, regardless
Schedule M-3 based on any of the other criminal, regardless of the classification, of whether there is a difference for the
required tests. nomenclature, or terminology attached to item. If there is a difference for the

the fines or penalties by the imposingFor its 2006 tax year, A voluntarily files expense item, or only a portion of the
authority in its actions or documents.Schedule M-3 in lieu of Schedule M-1 and expense item has a difference and a

does not complete columns (a) and (d) of portion of the item does not have aIf a partnership would be required to
Parts II and III. difference and the item is not described inreport in column (a) of Parts II and III the

Part III, lines 1 through 28, report andamount of any item specifically listed onFor A’s 2007 tax year, the first tax year
describe the entire amount of the item onSchedule M-3 in accordance with thethat A is required to file Schedule M-3, A
Part III, line 29.preceding paragraph, except that theis only required to complete Part I and

partnership has capitalized the item of If there is no difference between thecolumns (b) and (c) of Parts II and III.
income or expense and reports the financial accounting amount and theFor A’s 2008 tax year, A is required to amount in its financial statement balance amount reported for tax purposes of ancomplete Schedule M-3 in its entirety. sheet or in asset and liability accounts entire item of income, loss, expense, or
maintained in the partnership’s books andReporting Requirements for deduction and the item is not described or
records, the partnership must report the included in Part II, lines 1 through 22, orParts II and III
proper tax treatment of the item in Part III, lines 1 through 29, report theNote. The following requirements for columns (b), (c), and (d), as applicable. entire amount of the item in column (a)columns (a) and (d) do not apply to

and (d) of Part II, line 25,.Furthermore, in applying the twopartnerships for the 2006 tax year. See
preceding paragraphs, a partnership is Separately stated and adequatelyWhen To Complete Columns (a) and (d),
required to report in column (a) of Parts II disclosed. Each difference reported inabove.
and III the amount of any item specifically Parts II and III must be separately stated

General Reporting Requirements listed on Schedule M-3 that is included in and adequately disclosed. In general, a
If an amount is attributable to a reportable the partnership’s financial statements or difference is adequately disclosed if the
transaction described in Regulations exists in the partnership’s books and difference is labeled in a manner that
section 1.6011-4(b), the amount must be records, regardless of the nomenclature clearly identifies the item or transaction
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from which the difference arises. For total depreciation expense for its 2007 tax reserve account gives rise to a temporary
further guidance about adequate year for five of the assets is $50,000 for difference that will reverse in future tax
disclosure, see Regulations section income statement purposes and $70,000 years. E must report on Part III, line 26,
1.6662-4(f), Rev. Proc. 2004-45, 2004-31 for U.S. federal income tax purposes. C’s for its 2007 tax year income statement
I.R.B. 140 and Rev. Proc. 2005-75, total annual depreciation expense for its bad debt expense of $350,000 in column
2005-50 I.R.B. 1137. If a specific item of 2007 tax year for the other five assets is (a), a temporary difference of ($275,000)
income, gain, loss, expense, or deduction $40,000 for income statement purposes in column (b), and U.S. federal income
is described on Part II, lines 7 through 21, and $30,000 for U.S. federal income tax tax bad debt expense of $75,000 in
or Part III, lines 1 through 28, and the line purposes, giving rise to temporary column (d).
does not indicate to “attach schedule” or differences that will reverse in future Example 9. Partnership F is a
“attach details”, and the specific years. C must combine all of its calendar year taxpayer that was required
instructions for the line do not call for an depreciation adjustments. Accordingly, C to file Schedule M-3 for its 2006 tax year
attachment of a schedule or statement, must report on Part III, line 25, for its and is required to file Schedule M-3 for its
then the item is considered separately 2007 tax year income statement 2007 tax year. During 2007, F incurs
stated and adequately disclosed if the depreciation expense of $90,000 in $200 of meals and entertainment
item is reported on the applicable line and column (a), a temporary difference of expenses that F deducts in computing net
the amount(s) of the item(s) are reported $10,000 in column (b), and U.S. federal income per the income statement. Fifty
in the applicable columns of the income tax depreciation expense of dollars ($50) of the $200 is subject to the
applicable line. See the instructions $100,000 in column (d). $50% limitation under section 274(n). The
beginning on page 9 for specific limitation on deductions for meals andExample 7. Partnership D is aadditional information required to be entertainment is a permanent difference.calendar year taxpayer that was requiredprovided for amounts reported on Part II, Because meals and entertainmentto file Schedule M-3 for its 2006 tax yearlines 1 through 6. expenses are specifically described inand is required to file Schedule M-3 for its
Note. A schedule or explanation may be Part III, line 6, F must report all of its2007 tax year. On December 31, 2007, D
attached to any line even if none is meals and entertainment expenses onestablishes three reserve accounts in the
required. this line, regardless of whether there is aamount of $100,000 for each account.

difference. Accordingly, F must reportOne reserve account is an allowance forExcept as otherwise provided,
$200 in column (a), $25 in column (c),accounts receivable that are estimated todifferences for the same item must be
and $175 in column (d). F must not reportbe uncollectible. The second reserve iscombined or netted together and reported
the $150 of meals and entertainmentan estimate of coupons outstanding thatas one amount on the applicable line of
expenses that are deducted in F’smay have to be paid. The third reserve isSchedule M-3. However, differences for
financial statement net income and arean estimate of future warranty expenses.separate items must not be combined or
fully deductible for U.S. federal incomeThe three reserve accounts give rise tonetted together. Each item (and
tax purposes on Part II, line 26, Othertemporary differences that will reverse incorresponding amount attributable to that
items with no differences, and the $50future years. The three reserves areitem) must be separately stated and
subject to the limitation under sectionexpenses in D’s 2007 financialadequately disclosed on the applicable
274(n) on Part III, line 6,statements but are not deductions forline of Schedule M-3 or any schedule

U.S. federal income tax purposes in 2007.required to be separately stated and
D must not combine the Schedule M-3adequately disclosed on the applicable

Part II. Reconciliation ofdifferences for the three reserveline of Schedule M-3, or any schedule
accounts. D must report the amountsrequired to be attached, even if the Net Income (Loss) perattributable to the allowance foramounts are below a certain dollar
uncollectible accounts receivable on Partamount. Income Statement of
III, line 26, and must separately state andExample 5. Partnership B prepares Partnership With Incomeadequately disclose the amountsGAAP financial statements. In prior years,
attributable to each of the other two (Loss) per ReturnB acquired intellectual property (IP) and
reserves, coupons outstanding andgoodwill through several corporate
warranty costs, on a required, attachedacquisitions. The IP is amortizable for Lines 1 Through 6. Additionalschedule that supports the amounts atboth U.S. federal income tax and financial
Part III, line 29. Information for Each Entitystatement purposes. In the current year,

B’s annual amortization expense for IP is For any item reported on lines 1 or 3Example 8. Partnership E is a
$9,000 for U.S. federal income tax through 5, attach a supporting schedulecalendar year taxpayer that was required
purposes and $6,000 for financial that provides the name of the entity forto file Schedule M-3 for its 2006 tax year
statement purposes. The goodwill is not which the item is reported, the type ofand is required to file Schedule M-3 for its
amortizable for U.S. federal income tax entity (corporation, partnership, etc.), the2007 tax year. On January 2, 2007, E
purposes and is subject to impairment for entity’s EIN (if applicable), and the itemestablishes an allowance for uncollectible
financial statement purposes. In the amounts for columns (a) through (d). Seeaccounts receivable (bad debt reserve) of
current year, B records an impairment the instructions for lines 2 and 6, for the$100,000. During 2007, E increased the
charge on the goodwill of $5,000. B must specific information required for thosereserve by $250,000 for additional
report the amortization attributable to the particular lines.accounts receivable that may become
IP on Part III, line 21, and report $6,000 in uncollectible. Additionally, during 2007 E Line 1. Income (Loss) Fromcolumn (a), a temporary difference of decreases the reserve by $75,000 for Equity Method Foreign$3,000 in column (b), and $9,000 in accounts receivable that were discharged
column (d). B must report the goodwill Corporationsin bankruptcy during 2007. The balance in
impairment on Part III, line 19, and report the reserve account on December 31, Report on line 1, column (a), the income
$5,000 in column (a), a permanent 2007, is $275,000. The $100,000 amount statement income (loss) included in Part I,
difference of ($5,000) in column (c), and to establish the reserve account and the line 11 for any foreign corporation
$0 in column (d). $250,000 to increase the reserve account accounted for on the equity method and

Example 6. Partnership C is a are expenses on E’s 2007 financial remove such amount in column (b) or (c),
calendar year taxpayer that placed in statements but are not deductible for U.S. as applicable. Report the amount of
service ten depreciable fixed assets in federal income tax purposes in 2007. dividends received and other taxable
2002. C was required to file Schedule M-3 However, the $75,000 decrease to the amounts received or includible from
for its 2006 tax year and is required to file reserve is deductible for U.S. federal foreign corporations on Part II, lines 2
Schedule M-3 for its 2007 tax year. C’s income tax purposes in 2007. The through 4, as applicable.
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Report withholding taxes on Part III, line For each partnership reported on line 7Line 2. Gross Foreign
29, Other expense/deduction items with or 8, attach a supporting schedule thatDividends Not Previously Taxed
differences, or Part II, line 25, as provides the name, EIN (if applicable),

Except as otherwise provided in this applicable. Since previously taxed foreign end-of-year profit-sharing percentage (if
paragraph, report on line 2, column (d), distributions are not currently taxable, line applicable), end–of-year loss-sharing
the amount (before any withholding tax) 4, column (d) is shaded. (Also, see percentage (if applicable), and the
of any foreign dividends included in Form instructions above for line 2.) amount reported in column (a), (b), (c), or
1065, page 4, Analysis of Net Income (d) of lines 7 or 8, as applicable.
(Loss), line 1, and report on line 2, Line 5. Income (Loss) From Example 10.  U.S. partnership H is acolumn (a), the amount of dividends from

calendar year partnership that wasEquity Method U.S.any foreign corporation included in Part I,
required to file Schedule M-3 for its 2006Corporationsline 11. Do not report on line 2 any
tax year and is required to file Scheduleamounts that must be reported on line 3 Report on line 5, column (a), the income M-3 for its 2007 tax year. H has anor dividends that were previously taxed statement income (loss) included in Part I, investment in a U.S. partnership USP. Hand must be reported on line 4. (See the line 11 for any U.S. corporation prepares financial statements ininstructions below for lines 3 and 4). accounted for on the equity method and accordance with GAAP. For its 2007 taxReport withholding taxes on Part III, line remove such amount in column (b) or (c), year, H’s financial statement net income29, Other expense/deduction items with as applicable. Report the amount of includes $10,000 of income attributable todifferences, or Part II, line 25, Other items dividends received from any U.S. its share of USP’s net income. H’swith no differences, as applicable. corporations on line 6. Schedule K-1 from USP reports $5,000 of

For any dividends reported on line 2 ordinary income, $7,000 of long-term
that are received on a class of voting Line 6. U.S. Dividends capital gains, $4,000 of charitable
stock of which the partnership directly or Report on line 6, column (a), the amount contributions, and $200 of section 179
indirectly owned 10% or more of the of dividends included in Part I, line 11, expense. H must report on Part II, line 7,
outstanding shares of that class at any received from any U.S. corporation. $10,000 in column (a), a permanent
time during the tax year, report on an Report on line 6, column (d), the amount difference of ($2,200) in column (c), and
attached supporting schedule (1) the of any U.S. dividends included in taxable $7,800 in column (d).
name of the dividend payer, (2) the income on Form 1065, page 4, Analysis Line 9. Income (Loss) Frompayer’s EIN (if applicable), (3) the class of of Net Income (Loss), line 1.
voting stock on which the dividend was Other Pass-Through Entities
paid, (4) the percentage of the class For any dividends reported on line 6 For any interest in a pass-through entity
directly or indirectly owned, and (5) to (8) that are received on classes of voting (other than an interest in a partnership
the item amounts for columns (a) through stock in which the partnership directly or reportable on line 7 or 8, as applicable)
(d). indirectly owned 10% or more of the owned by the U.S. partnership (other than

outstanding shares of that class at any an interest in a disregarded entity), reportLine 3. Subpart F, QEF, and time during the tax year, report on an the following on line 9:Similar Income Inclusions attached supporting schedule for line 6 1. In column (a), the sum of theReport on line 3, column (d), the amount (1) the name of the dividend payer, (2) partnership’s distributive share of incomeincluded in taxable income under section the payer’s EIN (if applicable), (3) the or loss from the pass-through entity that is951 (relating to Subpart F), gains or other class of voting stock on which the included in Part I, line 11;income inclusions resulting from elections dividend was paid, (4) the percentage of 2. In column (b) or (c), as applicable,under sections 1291(d)(2) and 1298(b)(1), the class directly or indirectly owned, and the sum of all differences, if any,and any amount included in taxable (5) to (8) the item amounts for columns attributable to the pass-through entity;income pursuant to section 1293 (relating (a) through (d). andto qualified electing funds). The amount of
3. In column (d), the sum of all taxableSubpart F income corresponds to the total Line 7. Income (Loss) From U.S. amounts of income, gain, loss, orof the amounts reported by the Partnerships and deduction reportable on the partnership’spartnership on line 6, Schedule I, of all

Schedules K-1 received from theLine 8. Income (Loss) FromForms 5471, Information Return of U.S.
pass-through entity (if applicable).Foreign PartnershipsPersons With Respect to Certain Foreign

Corporations. The amount of qualified For any interest owned by the partnership For each pass-through entity reported
electing fund income corresponds to the that is treated as an investment in a on line 9, attach a supporting schedule
total of the amounts reported by the partnership for U.S. federal income tax that provides that entity’s name, EIN (if
partnership on line 3(a), Part II, of all purposes (other than an interest in a applicable), the partnership’s end-of-year
Forms 8621, Return by a Shareholder of disregarded entity), report amounts on profit-sharing percentage (if applicable),
a Passive Foreign Investment Company line 7 or 8 as described below: the partnership’s end-of-year loss-sharing
or Qualified Electing Fund. 1. In column (a), the sum of the percentage (if applicable), and the

partnership’s distributive share of incomeAlso include on line 3 PFIC amounts reported by the partnership in
or loss from a U.S. or foreign partnershipmark-to-market gains and losses under column (a), (b), (c), or (d), of line 9, as
that is included in Part I, line 11;section 1296. Do not report such gains applicable.

2. In column (b) or (c), as applicable,and losses on line 14. Line 10. Items Relating tothe sum of all differences, if any,Line 4. Gross Foreign Reportable Transactionsattributable to the partnership’s
Distributions Previously Taxed distributive share of income or loss from a Any amounts attributable to any

U.S. or foreign partnership; andReport on line 4, column (a), any reportable transactions (as described in
distributions received from foreign 3. In column (d), the sum of all Regulations section 1.6011-4) must be
corporations that were included in Part I, amounts of income, gain, loss, or included on line 10 regardless of whether
line 11, that were previously taxed for U.S deduction attributable to the partnership’s the difference, or differences, would
federal income tax purposes. For distributive share of income or loss from a otherwise be reported elsewhere in Part II
example, include in column (a) amounts U.S. or foreign partnership (i.e., the sum or Part III. Thus, if a taxpayer files Form
that are excluded from taxable income of all amounts reportable on the 8886 for any reportable transaction
under sections 959 and 1293(c). Remove partnership’s Schedule(s) K-1 received described in Regulations section 1.6011-4
such amount in column (b) or (c), as from the partnership (if applicable)), the amounts attributable to that reportable
applicable. Report the full amount of the without regard to any limitations transaction must be reported on line 10.
distribution before any withholding tax. computed at the partner level. In addition, all income and expense
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amounts attributable to a reportable that lists each of the sequentially Do not report on line 11 amounts
transaction must be reported on line 10, reported in accordance with instructionsnumbered forms, Form 8886-X1 and
columns (a) and (d) even if there is no for lines 7, 8, 9, 10 and 20.Form 8886-X2, and with respect to each
difference between the financial reportable transaction reports the Line 12. Total Accrual to Cashstatement amounts and the taxable appropriate amounts required for Part II, Adjustmentamounts. line 10, columns (a) through (d).

This line is completed by a partnershipAlternatively, J’s disclosures will beEach difference attributable to a
that prepares financial statements (oradequate if the description provided forreportable transaction must be separately
books and records, if permitted) using aneach loss on the supporting schedulestated and adequately disclosed. A
overall accrual method of accounting andincludes the names and tax shelterpartnership will be considered to have
uses an overall cash method ofregistration numbers, if any, disclosed onseparately stated and adequately
accounting for U.S. federal income taxthe applicable Form 8886, identifies thedisclosed a reportable transaction on line
purposes (or vice-versa). With the10 if the partnership sequentially numbers type of reportable transaction for the loss,
exception of amounts required to beeach Form 8886 and lists by identifying and reports the appropriate amounts reported on line 10, the partnership mustnumber on the supporting schedule for required for Part II, line 10, columns (a) report on line 12 a single amount net of allline 10 each sequentially numbered through (d). J must report the losses adjustments attributable solely to the usereportable transaction and the amounts attributable to the other five abandonment of the different overall methods ofrequired for line 10, columns (a) through losses on Part II, line 21e, regardless of accounting (e.g., adjustments related to(d). whether a difference exists for any or all accounts receivable, accounts payable,

of those abandonment losses.In lieu of the requirements of the compensation, accrued liabilities, etc.),
preceding paragraph, a partnership will regardless of whether a separate line onExample 12. Partnership K is abe considered to have separately stated Schedule M-3 corresponds to an itemcalendar year taxpayer that was requiredand adequately disclosed a reportable within the accrual to cash reconciliation.to file Schedule M-3 for its 2006 tax yeartransaction if the partnership attaches a Differences not attributable to the use of

and is required to file Schedule M-3 for itssupporting schedule that provides the the different overall methods of
2007 tax year. K enters into a transactionfollowing for each reportable transaction: accounting must be reported on the
with contractual protection that is a appropriate lines of Schedule M-3 (e.g., a1. A description of the reportable
reportable transaction described in depreciation difference must be reportedtransaction disclosed on Form 8886 for
Regulations section 1.6011-4(b)(4). This on Part III, line 25).which amounts are reported on line 10;
reportable transaction is the only2. The name and tax shelter Example 13. Partnership L is a
reportable transaction for K’s 2007 taxregistration number, if applicable, as calendar year taxpayer that was required
year and results in a $7 million capitalreported on lines 1a and 1b, respectively, to file Schedule M-3 for its 2006 tax year
loss for both financial statement purposesof Form 8886; and and is required to file Schedule M-3 for its
and U.S. federal income tax purposes.3. The type of reportable transaction 2007 tax year. L prepares financial
Although the transaction does not result(i.e., listed transaction, confidential statements in accordance with GAAP
in a difference, K is required to report ontransaction, transaction with contractual using an overall accrual method of
Part II, line 10, the following amounts: ($7protection, etc.) as reported on line 2 of accounting. L uses an overall cash
million) in column (a), zero in columns (b)Form 8886. method of accounting for U.S. federal
and (c), and ($7 million) in column (d). income tax purposes. L’s financial

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

Example 11. Partnership J is a For L’s 2007 tax year using an overalland tax shelter registration number, if
calendar year taxpayer that was required cash method of accounting, L does notany, and the type of reportable
to file Schedule M-3 for its 2006 tax year recognize the $35,000 of revenuetransaction disclosed on Form 8886.
and is required to file Schedule M-3 for its attributable to the accounts receivable,
2007 tax year. J incurred seven different cannot deduct the $10,000 allowance forLine 11. Interest income
abandonment losses during its 2007 tax bad debt, and cannot deduct the $17,000

Report on line 11, column (a), the totalyear. One loss of $12 million results from of accounts payable. Both the difference
amount of interest income included ona reportable transaction described in in overall accounting methods used for
Part I, line 11, and report on line 11,Regulations section 1.6011-4(b)(5), financial statement and U.S. federal
column (d), the total amount of interestanother loss of $5 million results from a income tax purposes and the difference in
income included on Form 1065, page 4reportable transaction described in depreciation expense are temporary
Analysis of Net Income (Loss), line 1, thatRegulations section 1.6011-4(b)(4), and differences. L must combine all
is not required to be reported elsewherethe remaining five abandonment losses adjustments attributable to the differences
on Schedule M-3. In columns (b) or (c),are not reportable transactions. J related to the overall accounting methods
as applicable, adjust for any amountsdiscloses the reportable transactions on Part II, line 12. As a result, L must
treated for U.S. federal income taxgiving rise to the $12 million and $5 report on Part II, line 12, $8,000 in column
purposes as interest income that aremillion losses on separate Forms 8886 (a) ($35,000 - $10,000 - $17,000),
treated as some other form of income inand sequentially numbers them X1 and ($8,000) in column (b), and zero in
the financial statements, or vice versa.X2, respectively. J must separately state column (d). L must not report the accrual
For example, adjustments to interestand adequately disclose the $12 million to cash adjustment attributable to the
income resulting from adjustments madeand $5 million losses on Part II, line 10. legal and accounting fees on Part III, line
in accordance with instructions for line 16,The $12 million loss and the $5 million 18, Current year acquisition/
should be made in columns (b) and (c) ofloss will be adequately disclosed if J reorganization legal and accounting fees.
line 11.attaches a supporting schedule for line 10 Because the difference in depreciation
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expense does not relate to the use of the obsolescence reserves, and lower of cost circumstances, be characterized as the
cash or accrual method of accounting, L or market (LCM) write-downs. opposite for tax purposes. If the
must report the depreciation difference on transaction is treated as a lease, theDo not report the following on line 15:
Part III, line 25, and report $15,000 in seller/lessor reports the periodic• Amounts reportable on line 10;
column (a), $10,000 in column (b), and payments as gross rental income and• Any gain or loss from inventory hedging
$25,000 in column (d). also reports depreciation expense ortransactions reportable on line 13;

deduction. If the transaction is treated as• Mark-to-market income or (loss)Line 13. Hedging Transactions a sale, the seller/lessor reports grossassociated with the inventories of dealers
profit (sale price less cost of goods sold)Report on line 13, column (a), the net in securities under section 475 reportable
from the sale of assets and reports thegain or loss from hedging transactions on line 14;
periodic payments as payments ofincluded in net income per the income • Section 481(a) adjustments related to
principal and interest income.statement. Report in column (d) the cost of goods sold or inventory valuation

amount of taxable income from hedging reportable on line 17; On line 16, column (a), report the
transactions as defined in section 1221 • Fines and penalties reportable on Part gross profit or gross rental income for
(b)(2). Use columns (b) and (c) to report III, line 7; and financial income purposes for all sale or
all differences caused by treating hedging • Judgments, damages, awards and lease transactions that must be given the
transactions differently for financial similar costs, reportable on Part III, line 8. opposite characterization for U.S. federal
accounting purposes and for U.S. federal income tax purposes. On line 16, columnFor the amount reported on Part II, lineincome tax purposes. For example, if a (d), report the gross profit or gross rental15, attach Form 8916-A and reportportion of a hedge is considered income for federal income tax purposes.amounts for each item listed on Formineffective under GAAP but still is a valid Interest income amounts for such8916-A in columns (a) through (d).hedge under section 1221(b)(2), the transactions must be reported on line 11,Example 14. Partnership C is adifference must be reported on line 13. Interest income, in column (a) or (d), ascalendar year partnership that placed inThe hedge of a capital asset, which is not applicable. Depreciation expense for suchservice ten depreciable fixed assets ina valid hedge for U.S. federal income tax transactions must be reported on Part III,2000. C is required to file Schedule M-3purposes but may be considered a hedge line 25, Depreciation, in column (a) or (d),for its 2006 tax year. C’s totalfor GAAP purposes, must also be as applicable. Use columns (b) and (c) ofdepreciation expense for its 2006 tax yearreported here. lines 11 and 16, and Part III, line 25, asfor five of the assets is $50,000 for

applicable to report the differencesReport hedging gains and losses income statement purposes and $70,000
between column (a) and (d).computed under the mark-to-market for U.S. federal income tax purposes. C’s

method of accounting on line 13 and not total annual depreciation expense for its Example 15. Partnership M sells and
on line 14. 2006 tax year for the other five assets is leases property to customers. M is a

$40,000 for income statement purposes calendar year taxpayer that was requiredReport any gain or loss from inventory
and $30,000 for U.S. federal income tax to file Schedule M-3 for its 2006 tax yearhedging transactions on line 13 and not
purposes. In addition, C incurs $200 of and is required to file Schedule M-3 for itson line 15.
meals and entertainment expenses that C 2007 tax year. For financial accounting
deducts in computing net income per the purposes, M accounts for eachLine 14. Mark-to-Market Income
income statement. All $200 of is subject transaction as a sale. For U.S. federal(Loss)
to the $50% limitation under section income tax purposes, each of M’sReport on line 14 any amount 274(n). In its financial statements, C transactions must be treated as a lease.representing the mark-to-market income treats the $50,000 depreciation and $100 The difference in the financial accountingor loss for any securities held by a dealer of the meals and entertainment as other and the U.S. federal income tax treatmentin securities, a dealer in commodities costs in computing Cost of Goods Sold. of these transactions is temporary. Duringhaving made a valid election under Accordingly, C must include on Part II, 2007, M reports in its financial statementssection 475(e), or a trader in securities or line 15, in column (a), the $50,000 of $1,000 of sales and $700 of cost of goodscommodities having made a valid election depreciation and $100 of meals and sold with respect to 2007 leaseunder section 475(f). “Securities” for entertainment. C must also include a transactions. M receives periodicthese purposes are securities described temporary difference of $20,000 in payments of $500 in 2007 with respect toin section 475(c)(2) and section 475(e)(2). column (b) a permanent difference of these 2007 transactions and similar“Securities” do not include any items $(50) in column (c) and $70,050 in transactions from prior years and treatsspecifically excluded from sections column (d) [$70,000 depreciation and $50 $400 as principal and $100 as interest475(c)(2) and 475(e)(2), such as certain meals]. In addition, C must report: on Part income. For financial income purposes, Mcontracts to which section 1256(a) III, line 25, for its 2006 tax year income reports gross profit of $300 ($1,000 -applies. statement, depreciation expense of $700) and interest income of $100 from
$40,000 in column (a), a temporary these transactions. For U.S. federalReport hedging gains and losses
difference of $(10,000) in column (b) and income tax purposes, M reports $500 ofcomputed under the mark-to-market
$30,000 in column (d); and on Part III, line gross rental income (the periodicmethod of accounting on Part II, line 13,
6, meals and entertainment expense of payments) and (based on other facts)and not on line 14.
$100 in column (a), a permanent $200 of depreciation deduction on the
difference of $(50) in column (c), and $50Line 15. Cost of Goods Sold property. On its 2007 Schedule M-3, M
in column (d). All other COGS items must report on Part II, line 11, $100 inReport on line 15 any amounts deducted
would be added to the amounts included column (a), ($100) in column (b), andas part of cost of goods sold during the
on Part II, line 15 detailed in this example zero in column (d). In addition, M musttax year, regardless of whether the
and reported on Part II, line 15, in the report on Part II, line 16, $300 of grossamounts would otherwise be reported
appropriate columns. profit in column (a), $200 in column (b),elsewhere in Part II or Part III. However,

and $500 of gross rental income indo not report the items mentioned in the Line 16. Sale Versus Lease (for column (d). Lastly, M must report on Partnext paragraph on line 15. Examples of Sellers and/or Lessors) III, line 25, $200 in column (b) and (d).amounts that must be included on line 15
(Also see the instructions at Part III, lineare amounts attributable to inventory Line 17. Section 481(a)28 for purchasers and/or lessees.)valuation, such as amounts attributable to

Adjustmentscost-flow assumptions, additional costs Asset transfer transactions with
required to be capitalized (including periodic payments characterized for With the exception of a section 481(a)
depreciation) such as section 263A costs, financial accounting purposes as either a adjustment that is required to be reported
inventory shrinkage accruals, inventory sale or a lease may, under some on line 10 for reportable transactions, any
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difference between an income or expense 1. The difference between issue price applicable; (b) abandonment losses,
item attributable to an authorized (or and the stated redemption price at which must be reported on line 21e; and
unauthorized) change in method of maturity of a debt instrument, which may (c) worthless stock losses, which must be
accounting made for U.S. federal income be wholly or partially realized on the reported on line 21f.
tax purposes that results in a section disposition of a debt instrument under Line 21e. Abandonment Losses481(a) adjustment must be reported on section 1273;

Report on line 21e any abandonmentline 17, regardless of whether a separate 2. Amounts that are imputed interest
losses, regardless of whether the loss isline for that income or expense item on a deferred sales contract under
characterized as an ordinary loss or aexists in Part II or Part III. section 483;
capital loss.3. Amounts treated as interest or OID

Example 16. Partnership N is a under the stripped bond rules under Line 21f. Worthless Stockcalendar year taxpayer that was required Section 1286; and Lossesto file Schedule M-3 for its 2006 tax year 4. Amounts treated as OID under the
and is required to file Schedule M-3 for its Report on line 21f any worthless stockbelow-market interest rate rules under
2007 tax year. N was depreciating certain loss, regardless of whether the loss isSection 7872.
fixed assets over an erroneous recovery characterized as an ordinary loss or a
period and, effective for its 2007 tax year, capital loss. Attach a schedule thatLine 21a. Income StatementN receives IRS consent to change its separately states and adequatelyGain/loss on Sale, Exchange,method of accounting for the depreciable discloses each transaction that gives rise

Abandonment, Worthlessness,fixed assets and begins using the proper to a worthless stock loss and the amount
recovery period. The change in method of or Other Disposition of Assets of each loss.
accounting results in a positive section Other Than Inventory and Line 21g. Other Gain/Loss on481(a) adjustment of $100,000 that is Pass-Through Entities Disposition of Assets Otherrequired to be spread over four tax years,

Report on line 21a, column (a) all gainsbeginning with the 2007 tax year. The Than Inventory
and losses on the disposition of assetssection 481(a) adjustment is a temporary Report on line 21g any gains or lossesexcept for (a) gains and losses on thedifference. N must report on Part II, line from the sale or exchange of propertydisposition of inventory, and (b) gains and17, $25,000 in columns (b) and (d) for its other than inventory and that are notlosses allocated to the partnership from a2007 tax year and each of the reported on lines 21b through 21f.pass-through entity (e.g., on Schedulesubsequent three tax years (unless N is
K-1) that are included in the net income Line 22. Other Income (Loss)otherwise required to recognize the
(loss) per income statement of theremainder of the 481(a) adjustment Items With Differences
partnership reported on Part I, line 11.earlier). N must not report the section Separately state and adequately discloseReverse the amount reported in column481(a) adjustment on Part III, line 25. on line 22, all items of income (loss) with(a) in column (b) or (c), as applicable. The

differences that are not otherwise listedcorresponding gains and losses for U.S.Line 18. Unearned/Deferred on lines 1 through 21. Attach a schedulefederal income tax purposes are reportedRevenue that itemizes the type of income (loss)on lines 21b through 21g, as applicable.
Report on line 18, column (a), amounts of and the amount of each item.
revenues included in Part I, line 11, that Line 21b. Gross Capital Gains If any “comprehensive income” as
were deferred from a prior financial From Schedule D, Excluding defined by Statement of Financial
accounting year. Report on line 18, Accounting Standards (SFAS) No. 130 isAmounts From Pass-Throughcolumn (d), amounts of revenues reported on this line, describe the item(s)Entitiesrecognizable for U.S. federal income tax in detail. Examples of sufficiently detailed

Report on line 21b, gross capital gainspurposes in the current tax year that are descriptions include “Foreign currency
reported on Schedule D, excluding capitalrecognized for financial accounting translation adjustments” and “gains and
gains from pass-through entities, whichpurposes in a different year. Also report losses on available-for-sale securities”.
must be reported on lines 7, 8, or 9, ason line 18, column (d), any amount of
applicable. Line 24. Total Expense/revenues reported on line 18, column (a),

that are recognizable for U.S. federal Deduction ItemsLine 21c. Gross Capital Lossesincome tax purposes in the current tax Report on line 24, columns (a) throughFrom Schedule D, Excludingyear. Use columns (b) and (c) of line 18, (d), as applicable, the negative of theAmounts From Pass-Throughas applicable, to report differences amounts reported on Part III, line 30,
between column (a) and (d). Entities, Abandonment Losses, columns (a) through (d). For example, if

and Worthless Stock Losses Part III, line 30, column (a), reflects anLine 18 must not be used to report
amount of $1 million then report on lineReport on line 21c, gross capital lossesincome recognized from long-term
24, column (a), ($1 million). Similarly, ifreported on Schedule D, excluding capitalcontracts. Instead, use line 19.
Part III, line 30, column (b), reflects anlosses from (a) pass-through entities,
amount of ($50,000), then report on linewhich must be reported on lines 7, 8, or 9,Line 19. Income Recognition
24, column (b), $50,000.as applicable; (b) abandonment losses,From Long-Term Contracts

which must be reported on line 21e; and Line 25. Other Items With NoReport on line 19 the amount of net (c) worthless stock losses, which must beincome or loss for financial statement Differencesreported on line 21f.purposes (or books and records, if If there is no difference between the
applicable) or U.S. federal income tax Line 21d. Net Gain/Loss financial accounting amount and the
purposes for any contract accounted for taxable amount of an entire item ofReported on Form 4797, Line
under a long-term contract method of income, gain, loss, expense, or deduction17, Excluding Amounts Fromaccounting. and the item is not described or includedPass-Through Entities,

in Part II, lines 1 through 22, or Part III,Line 20. Original Issue Discount Abandonment Losses, and lines 1 through 29, report the entire
and Other Imputed Interest Worthless Stock Losses amount of the item in columns (a) and (d)
Report on line 20 any amounts of original Report on line 21d the net gain or loss of line 25. If a portion of an item of
issue discount (OID) and other imputed reported on line 17 of Form 4797, Sales income, loss, expense, or deduction has
interest. The term 00original issue of Business Property, excluding amounts a difference and a portion of the item
discount and other imputed interest’’ from (a) pass-through entities, which must does not have a difference, do not report
includes, but is not limited to: be reported on lines 7, 8, or 9, as any portion of the item on line 25. Instead,
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report the entire amount of the item (i.e., entertainment that are accounted for in amounts were or are included in financial
both the portion with a difference and the financial accounting income, regardless of accounting net income. Complete
portion without a difference) on the the classification, nomenclature, or columns (b) and (c), as appropriate.
applicable line of Part II, lines 1 through terminology used for such amounts, and

Do not report on this line 8 amounts22, or Part III, lines 1 through 29. See regardless of how or where such amounts
required to be reported in accordanceExample 9 on page 8. are classified in the partnership’s financial
with instructions for line 7.income statement or the income and

Line 26. Reconciliation Totals. expense accounts maintained in the Do not report on line 8, amounts
Combine lines 23 through 25. partnership’s books and records. Report recovered from insurers or any other

only amounts not otherwise reportable If a partnership chooses not to complete indemnitors for any judgments, damages,
elsewhere on Schedule M-3, Parts II andcolumns (a) and (d) of Parts II and III in awards, or similar costs described above.
III (e.g., Part II, line 15).the first tax year the partnership is

Line 9. Guaranteed Paymentsrequired to file Schedule M-3 (or for any Line 7. Fines and Penaltiesyear in which the partnership voluntarily Include on line 9, column (a), the amount
Report on line 7 any fines or similarfiles Schedule M-3), line 26 is reconciled of guaranteed payments expense that is
penalties paid to a government or otherby the partnership in the following included on Part I, line 11. Report in
authority for the violation of any law formanner: column (d) the amount of guaranteed
which fines or penalties are assessed. All payments deduction included on Form1. Report the amount from Part I, line fines and penalties expensed in financial 1065, page 4 Analysis of Net Income11, on line 26, column (a); accounting income (paid or accrued) must (Loss), line 1,2. Leave blank lines 1 through 25, be included on this line 7, column (a),columns (a) and (d); regardless of the government or other Line 10. Pension and3. Leave blank Part III, columns (a) authority that imposed the fines or Profit-Sharingand (d); and penalties, regardless of whether the fines4. Report on line 26, column (d), the Report on line 10 any amountsand penalties are civil or criminal,sum of Part II, line 26, columns (a), (b), attributable to the partnership’s pensionregardless of the classification,and (c). plans, profit-sharing plans, and any othernomenclature, or terminology used for the

retirement plans.fines or penalties by the imposing
authority in its actions or documents, and Line 11. Other Post-Retirement
regardless of how or where the fines orPart III. Reconciliation of Benefitspenalties are classified in theNet Income (Loss) per Report on line 11 any amountspartnership’s financial income statement

attributable to other post-retirementor the income and expense accountsIncome Statement of benefits not otherwise includible on linemaintained in the partnership’s books and
10, for example, retiree health and lifePartnerships With Income records. Also report on line 7, column (a),
insurance coverage, dental coverage, etc.the reversal of any overaccrual of any(Loss) per Return — amount described in this paragraph. See Line 12. Deferredsections 162(f) and 162(g) for additionalExpense/ Deduction Items
Compensationguidance.
Report on line 12, column (a), anyReport on line 7, column (d), any suchLines 1 Through 4. Income Tax deferred compensation expense includedamounts as are described in theExpense in the net income (loss) amount reportedpreceding paragraph that are includible in
in Part I, line 11 that is not deductible forIf the partnership does not distinguish taxable income, regardless of the
U.S. federal income tax purposes in thebetween current and deferred income tax financial accounting period in which such
current tax year and that was not reportedexpense in its financial statements (or its amounts were or are included in financial
elsewhere on Schedule M-3, column (a).books and records, if applicable), report accounting net income. Complete
Report on line 12, column (d), anyincome tax expense as current income columns (b) and (c), as appropriate.
deferred compensation deductible in thetax expense using lines 1 and 3, as Do not report on this , line 7, amounts current tax year that is not included in theapplicable. required to be reported in accordance net income (loss) amount reported in Part

with instructions for Part III, line 8.Line 5. Equity-Based I, line 11, for the current tax year and that
Compensation Do not report on line 7, amounts is not reportable elsewhere on Schedule

recovered from insurers or any other M-3, including any compensationReport on line 5 any amounts for
indemnitors for any fines and penalties deductions deferred in a prior tax year.equity-based compensation or
described above. For example, report originations andconsideration that are reflected as

reversals of deferred compensationexpense in the financial statements Line 8. Judgments, Damages, subject to section 409A on line 12.(column (a)) or deducted in the U.S. Awards, and Similar Costsfederal income tax return (column (d))
Line 14. Charitable ContributionReport on line 8, column (a), the amountother than amounts reportable elsewhere

of any estimated or actual judgments, of Intangible Propertyon Schedule M-3, Parts II and III.
damages, awards, settlements, andExamples of amounts reportable on line 5 Report on line 14 any charitable
similar costs, however named orinclude expense/deduction items contribution of intangible property, for
classified, included in financial accountingattributable to options to acquire capital example, contributions of:
income, regardless of whether theinterest units, profits interest units, and • Intellectual property, patents (including
amount deducted was attributable to another rights to acquire partnership equity, any amounts of additional contributions
estimate of future anticipated payments orregardless of whether such payments are allowable by virtue of income earned by
actual payments. Also report on line 8,made to employees or non-employees, or donees subsequent to the year of
column (a), the reversal of anyas payment for property or compensation donation), copyrights, trademarks;
overaccrual of any amount described infor services. • Securities (including stocks and their
this paragraph. derivatives, stock options, and bonds);Line 6. Meals and Report on line 8, column (d), any such • Conservation easements (including

Entertainment amounts as are described in the scenic easements or air rights);
Report on line 6, column (a), any amounts preceding paragraph that are includible in • Railroad rights of way;
paid or accrued by the partnership during taxable income, regardless of the • Mineral rights; and
the tax year for meals, beverages, and financial accounting period in which such • Other intangible property.
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form of expense in the financialLine 15. Organizational Line 22. Section 198
statements, or vice versa. For example,Expenses as per 1.709-2(a) Environmental Remediation
adjustments to interest expense/CostsInclude on line 15, column (a), deduction resulting from adjustments

organizational expenses as defined in Report on line 22, column (a), any made in accordance with instructions for
Regulations 1.709-2(a). Include on line amounts attributable to environmental line 28, Purchase versus lease (for
15, column (d), the amount of remediation costs included in the net purchasers and/or lessors), should be
organizational expense deducted per income per the income statement. Report made in columns (b) and (c), as
Section 709(b). in columns (b), (c), and (d), as applicable, applicable, of line 27.

any deductible amounts attributable toLine 16. Syndication Expenses Do not report on line 27 amountsenvironmental remediation costs
reported in accordance with instructionsas per 1.709-2(b) described in section 198 that are paid or
for (i) Part II, lines 7, 8 and 9, Incomeincurred during the current tax year.Include on line 16 syndication expenses
(loss) from U.S. partnerships, foreignas defined in Regulations 1.709-2(b). Line 23a. Depletion – Oil & Gas partnerships and other pass-through
entities, and (ii) Part II, line 10, ItemsLine 17. Current Year Report on line 23a, column (a), any oil
relating to reportable transactions.and gas depletion included in Part I, lineAcquisition/Reorganization

11.Investment Banking Fees Line 28. Purchase Versus Lease
Note. Form 1065-B must report oil andReport on line 17 any investment banking (for Purchasers and/or
gas depletion on Part III, line 23b.fees paid or incurred in connection with a Lessees)

taxable or tax-free acquisition of property Note: Also see the instructions at Part II,Line 23b. Depletion – Other(e.g., ownership interests or assets) or a line 16 for sellers and/or lessors.than Oil & Gastax-free reorganization not otherwise
Report on line 23b any depletion Asset transfer transactions withreportable on Schedule M-3 (e.g., Part III,
expense/deduction other than oil and gas periodic payments characterized forline 15 or 16). Report on this line any
that is not required to be reported financial accounting purposes as either ainvestment banking fees paid or incurred
elsewhere on Schedule M-3 (e.g., on Part purchase or a lease may, under someat any stage of the acquisition or
II, lines, 7, 8, 9, or 15). circumstances, be characterized as thereorganization process including, for

opposite for tax purposes.example, fees paid or incurred to evaluate Note. Form 1065-B must report oil and
whether to investigate an acquisition, fees gas depletion on this line 23b. If a transaction is treated as a lease,
to conduct an actual investigation, and the purchaser/lessee reports the periodic
fees to consummate the acquisition or Line 24 Intangible Drilling and payments as gross rental expense. If the
reorganization. Development Costs (IDC) transaction is treated as a purchase, the

purchaser/lessee reports the periodicIntangible Drilling and Development CostsLine 18. Current Year
payments as payments of principal and(IDC) are costs of developing oil, gas, orAcquisition/Reorganization interest and also reports depreciationgeothermal wells. Report on line 24,Legal and Accounting Fees expense or deduction with respect to thecolumn (a), the total amount of intangible

Report on line 18 any legal and purchased asset.drilling and development costs (or such
accounting fees paid or incurred in equivalent costs as classified in the Report on line 28, column (a), gross
connection with a taxable or tax-free partnership’s financial statements) rent expense for a transaction treated as
acquisition of property (e.g., ownership included on Part I, line 11, and report on a lease for income statement purposes
interests or assets) or a tax-free line 24, column (d), the total amount of but as a sale for U.S. federal income tax
reorganization not otherwise reportable IDC paid or incurred during the current return purposes. Report on line 28,
on Schedule M-3 (e.g., Part III, line 15 or tax year under section 263(c) and column (d), gross rental deductions for a
16). Report on this line any legal and Regulations section 1.612-4. transaction treated as a lease for U.S.
accounting fees paid or incurred at any federal income tax purposes but as aLine 25. Depreciationstage of the acquisition or reorganization purchase for income statement purposes.

Report on line 25 any depreciationprocess including, for example, fees paid Report interest expense or deduction
expense/deduction that is not required toor incurred to evaluate whether to amounts for such transactions on line 27,
be reported elsewhere on Schedule M-3investigate an acquisition, fees to conduct Interest expense in columns (a) and (d),
(e.g., on Part II, lines, 7, 8, 9, or 15).an actual investigation, and fees to as applicable. Report depreciation

consummate the acquisition or expense or deductions for suchLine 26 Bad Debt Expensereorganization. transactions on line 25, Depreciation, inReport on line 26, column (a), any column (a) or (d), as applicable. UseLine 19. Amortization/ amounts attributable to an allowance for columns (b) and (c) of lines 25, 27, anduncollectible accounts receivable orImpairment of Goodwill 28, as applicable, to report the differencesactual write-offs of accounts receivableReport on line 19 amortization of goodwill between column (a) and (d) for suchincluded in net income per the incomeor amounts attributable to the impairment recharacterized transactions.statement. Report in column (d), theof goodwill. Example 17. U.S. partnership Xamount of bad debt expense deducted for
acquired property in a transaction that, forfederal income tax purposes inLine 20. Amortization of
financial accounting purposes, X treats asaccordance with section 166.Acquisition, Reorganization,
a lease. X is a calendar year taxpayerand Start-Up Costs Line 27. Interest Expense that was required to file Schedule M-3 for

Report on line 20 amortization of Report on line 27, column (a), the total its 2006 tax year and is required to file
acquisition, reorganization, and start-up amount of interest expense included on Schedule M-3 for its 2007 tax year. For
costs. For purposes of column (b), (c), Part I, line 11, and report on line 27, U.S. federal income tax purposes,
and (d), include amounts amortizable column (d), the total amount of interest because of its terms, the transaction is
under section 167 or 195. deduction included on Form 1065, page 4 treated for U.S. federal income tax

Analysis of Net Income (Loss), line 1, that purposes as a purchase and X must treatLine 21. Other Amortization or is not reported elsewhere on Schedule the periodic payments it makes partially
Impairment Write-Offs M-3. In columns (b) or (c), as applicable, as payment of principal and partially as
Report on line 21 any amortization or adjust for any amounts treated for U.S. payment of interest. In its financial
impairment write-offs not otherwise federal income tax purposes as interest statements, X treats the difference
includible on Schedule M-3. deduction that are treated as some other between the financial accounting and
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U.S. federal tax treatment of this U.S. federal income tax purposes. 2007 tax year. On July 1 of each year, Q
transaction as a temporary difference. Examples of items that must be reported has a fixed liability for its annual
During 2007, X reports in its financial on line 29 include warranty reserves, insurance premiums that provides a
statements $1,000 of gross rental restructuring reserves, reserves for 12-month coverage period beginning July
expense that, for U.S. federal income tax discontinued operations, and reserves for 1 through June 30. In addition, Q
purposes, is recharacterized as a $700 acquisitions and dispositions. Only report historically prepays 12 months of
payment of principal and a $300 payment on line 29 items that are not required to advertising expense on July 1. On July 1,
of interest, accompanied by a be reported elsewhere on Schedule M-3, 2007, Q prepays its insurance premium of
depreciation deduction of $1,200 (based Parts II and III. For example, the expense $500,000 and advertising expenses of
on other facts). On its 2007 Schedule for a reserve for inventory obsolescence $800,000. For financial statement
M-3, X must report on Part III, line 28, must be reported on Part II, line 15. purposes, Q capitalizes and amortizes the
column (a), $1,000, its financial prepaid insurance and advertising over 12The schedule of details attached to the
accounting gross rental expense; column months. For U.S. federal income taxreturn for line 29 must separately state
(b), ($1,000); and column (d), zero. On purposes, Q deducts the insuranceand adequately disclose the nature and
Part III, line 27, X reports zero in column premium when paid and amortizes theamount of the expense related to each
(a), and $300 in columns (b) and (d), for advertising over the 12-month period. Thereserve and/or contingent liability. The
the interest deduction. On Part III, line 25, differences attributable to the financialappropriate level of disclosure depends
X reports zero in column (a), and $1,200 statement treatment and U.S. federalupon each taxpayer’s operational activity
in columns (b) and (d), for the income tax treatment of the prepaidand the nature of its accounting records.
depreciation deduction. insurance and advertising are temporaryFor example, if a partnership’s net income

differences. Q must separately state andamount reported in the income statementLine 29. Other Expense/ adequately disclose on Part III, line 29, itsincludes anticipated expenses for aDeduction Items With prepaid insurance premium and reportdiscontinued operation as a singleDifferences $250,000 in column (a) ($500,000/12amount, and its general ledger or other
months X 6 months), $250,000 in columnReport on line 29 all items of expense/ books, records, and workpapers provide
(b), and $500,000 in column (d). Q mustdeduction that are not otherwise listed on details for the anticipated expenses under
also separately state and adequatelyPart III, lines 1 through 28. more explanatory and defined categories
disclose on Part II, line 22, Other itemssuch as employee termination costs,Comprehensive income. If any
with no differences, its prepaid advertisinglease cancellation costs, loss on sale of“comprehensive income” as defined by
and report $400,000 in column (a) andequipment, etc., a supporting scheduleSFAS No. 130 is reported on this line,
(d).that lists those categories of expensesdescribe the item(s) in detail as, for

and their details will satisfy theexample, “Foreign currency translation Line 30. Total Expense/
requirement to separately state andadjustments” and “Gains and losses on Deduction Itemsadequately disclose. In order toavailable-for-sale securities”.

Report on Part II, line 24, columns (a)separately state and adequately discloseReserves and contingent liabilities. though (d), as applicable, the negative ofthe employee termination costs, it is notReport on line 29 each reserve or the amounts reported on line 30, columnrequired that an anticipated terminationcontingent liability that is not reported (a) through (d), as applicable. Forcost amount be listed for each employee,elsewhere on Schedule M-3 Report on example, if line 30, column (a), reflects anor that each asset (or category of asset)line 29, column (a), expenses included in amount of $1 million, then report on Partbe listed along with the anticipated lossnet income reported on Part I, line 11, II, line 24, column (a), ($1 million).on disposition.that are related to reserves and Similarly, if line 30, column (b), reflects anExample 18. Partnership Q is acontingent liabilities. Report on line 29, amount of ($50,000), then report on Partcalendar year taxpayer that was requiredcolumn (d), amounts related to liabilities II, line 24, column (b), $50,000.to file Schedule M-3 for its 2006 tax yearfor reserves and contingent liabilities that
and is required to file Schedule M-3 for itsare deductible in the current tax year for
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