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Department of the Treasury
Internal Revenue Service2010

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

1. The amount of total assets at the at the end of the year for determining theSection references are to the Internal
end of the tax year reported on Schedule requirement to file Schedule M-3 areRevenue Code unless otherwise noted.
L, line 14, column (d), is equal to $10 determined immediately before the
million or more. section 708 termination and any actual or

2. The amount of adjusted total assets deemed contribution or distribution of theWhat’s New
for the year is equal to $10 million or partnership assets under the provisions of

Research and development costs, has more. See Total Assets and Adjusted section 708.
been added to Schedule M-3 (Form Total Assets, on this page.

Example 1.1065), Part III. See the instructions for 3. The amount of total receipts is
1. U.S. partnership A, a limited liabilityline 29, Part III, and examples, below, for equal to $35 million or more. Total

company (LLC), owns 60% of the incomemore information. receipts is defined in the instructions for
and capital of U.S. partnership B, also anCodes for Principal Business Activity and
LLC. For its 2010 tax year endingPrincipal Product or Service in the
December 31, 2010, A preparesInstructions for Form 1065, page 42, orGeneral Instructions
non-tax-basis GAAP (generally acceptedForm 1065-B, page 35.

Form 1065-B. Schedule M-3 (Form accounting principles) consolidated4. An entity that is a reportable entity
1065) is filed with both Forms 1065 and financial statements with B that reportpartner with respect to the partnership (as
1065-B. Line references to these returns total assets at the end of the year of $12defined under these instructions) owns or
are the same unless otherwise noted. million. For 2010, A files Form 1065 andis deemed to own, directly or indirectly, an

reports on its non-tax-basisinterest of 50% or more in the
unconsolidated GAAP Schedule L totalpartnership’s capital, profit, or loss, on

Purpose of Schedule assets at the end of the year of $7 million.any day during the tax year of the
The $7 million total includes $3 million forpartnership.

Schedule M-3 Part I asks certain its investment in B under the equity
questions about the partnership’s Note. A common trust fund or foreign method of accounting. The amount of
financial statements and reconciles partnership must file Schedule M-3 if it total liabilities at the end of 2010 reported
financial statement net income (loss) for meets any of the tests discussed above. to A’s partners on Schedules K-1 is $5
the consolidated financial statement million. A made distributions of $1 million

Total Assets and Adjusted Totalgroup to income (loss) per the income during 2010 reflected on Schedule M-2,
Assetsstatement for the partnership. line 6. The amount of A’s adjusted total

assets is $8 million for the 2010 tax year.The partnership should figure its adjustedSchedule M-3 Parts II and III reconcile A has total receipts for the 2010 tax yeartotal assets using the worksheet on financial statement net income (loss) for of $15 million. A has no reportable entitypage 2.the partnership (per Schedule M-3, Part I, partners (as defined under Reportableline 11) to Analysis of Net Income (Loss), For purposes of determining for Entity Partner Reporting Responsibilities,line 1, which is found on page 5 on Form Schedule M-3 whether the partnership’s later). A is not required to file Schedule1065, and page 4 on Form 1065-B. adjusted total assets (under these M-3 for the 2010 tax year based on itsinstructions) equal $10 million or more, total assets or adjusted total assets. A isthe partnership’s total assets at the end ofWhere To File not required to file Schedule M-3 for thethe tax year must be determined on an 2010 tax year based on its total receipts.If the partnership is required to file (or overall accrual method of accounting A is not required to file Schedule M-3 forvoluntarily files) Schedule M-3 (Form unless both of the following apply: (a) the the 2010 tax year based on reportable1065), the partnership must file Form tax return of the partnership is prepared entity partners. A is not required to file1065 or Form 1065-B and all attachments using an overall cash method of Schedule M-3 under any of the four testsand schedules, including Schedule M-3 accounting, and (b) the partnership does and therefore is not required to file(Form 1065), with the Department of the not prepare financial statements using, Schedule M-3 for the 2010 tax year. ATreasury, Internal Revenue Service and is not included in financial statements may voluntarily file Schedule M-3 for theCenter, Ogden, UT 84201-0011. prepared on, an accrual basis. 2010 tax year. If A does not file Schedule
See the Instructions for Schedule M-3, M-3, it must file Schedule M-1.Who Must File Part I, line 1, regarding non-tax-basis 2. Same facts as in Example 1.1Note. A U.S. partnership filing Form income statements and related except that U.S. partnership A has total1065 or Form 1065-B that is not required non-tax-basis balance sheets to be used receipts for 2010 of $40 million. Becauseto file Schedule M-3 may voluntarily file in the preparation of Schedule M-3 and A has total receipts of $35 million or moreSchedule M-3 in place of Schedule M-1. the related non-tax-basis balance sheets for its tax year ending December 31,

to be used in the preparation of Schedule 2010, A must complete Schedule M-3 forAny entity that files Form 1065, U.S.
L. 2010.Return of Partnership Income, or Form

1065-B, U.S. Return of Income for In the case of a partnership year 3. R, a U.S. partnership, files Form
Electing Large Partnerships, must ending because of a section 708 1065 for the tax year ending December
complete and file Schedule M-3 instead of termination (sale or exchange within a 31, 2010. R has total assets at the end of
Schedule M-1, Reconciliation of Income 12-month period of 50% or more of the 2010 reported on Schedule L, line 14,
(Loss) per Books With Income (Loss) per partnership interest in income and column (d), of $7.5 million. The aggregate
Return, if any of the following is true: capital), the total assets of the partnership amount of total liabilities at the end of
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2010 reported to R’s partners on million, the sum of $7.5 million plus $3 capital of the partnership on any day of
Schedules K-1 is $5 million. R made the tax year, andmillion (the amount of the loss stated as a
distributions of $3 million during 2010 • Was required to complete Schedulepositive amount that must be added back
reflected on Schedule M-2, line 6. R did M-3 on its most recently filed U.S. federalto determine adjusted total assets for
not report a loss for 2010 on Schedule income tax return or return of income filed2010). This tentative amount is compared
M-2, line 3. R did not report adjustments prior to that day.to the total liabilities at the end of 2010 as
to capital on Schedule M-2, lines 4 or 7. R reported to S’s partners on Schedules For the purposes of these instructions,
has adjusted total assets for 2010 in the K-1, and the greater of the two amounts is the following rules apply.
tentative amount of $10.5 million, the sum considered the adjusted total assets. 1.  The parent corporation of aof $7.5 million plus $3 million (the amount Because S has adjusted total assets of consolidated tax group is deemed to ownof distributions that must be added back $10 million or more for its tax year ending all corporate and partnership intereststo determine adjusted total assets for December 31, 2010, S must file Schedule owned or deemed to be owned under2010), an amount that is not less than the M-3 for 2010. these instructions by any member of thetotal liabilities at the end of 2010 reported 6.  T, a U.S. partnership, files Form tax consolidated group.to R’s partners on Schedules K-1. 1065 for the tax year ending December 2. The owner of a disregarded entityBecause R has adjusted total assets of 31, 2010. T has total assets at the end of is deemed to own all corporate and$10 million or more for its tax year ending 2010 reported on Schedule L, line 14, partnership interests owned or deemed toDecember 31, 2010, R must file Schedule column (d), of $7.5 million. The amount of be owned under these instructions by theM-3 for 2010. total liabilities at the end of 2010 reported disregarded entity.4. Same facts as in Example 1.3 to T’s partners on Schedules K-1 is $5 3. The owner of 50% or more of aexcept that the amount of total liabilities at million. T made no distributions during corporation by vote on any day of thethe end of 2010 reported to R’s partners 2010 reflected on Schedule M-2, line 6. T corporation tax year is deemed to own allon Schedules K-1 is $11 million. R made did not report a loss for 2010 on Schedule corporate and partnership interestsdistributions of $1.5 million during 2010 M-2, line 3. T did not report adjustments owned or deemed to be owned underas reflected on Schedule M-2, line 6. R to capital on Schedule M-2, line 7, but did these instructions by the corporationhas adjusted total assets for 2010 equal during the corporation tax year.report a negative adjustment of ($3to $11 million, the greater of the tentative 4.  The owner of 50% or more ofmillion) on Schedule M-2, line 4. T hasamount of $9 million, the sum of $7.5 partnership income, loss, or capital onadjusted total assets for 2010 in themillion plus $1.5 million (the amount of any day of the partnership tax year istentative amount of $10.5 million, the sumdistributions that must be added back to deemed to own all corporate andof $7.5 million plus $3 million (the amountdetermine adjusted total assets for 2010), partnership interests owned or deemed toof the negative adjustment stated as aor $11 million (the amount of the total be owned under these instructions by thepositive amount that must be added backliabilities at the end of 2010 reported to partnership during the partnership taxto determine adjusted total assets forR’s partners on Schedules K-1). Because year.2010), an amount that is not less than theR has adjusted total assets of $10 million 5.  The beneficial owner of 50% ortotal liabilities at the end of 2010 reportedor more for its tax year ending December more of the beneficial interest of a trust orto T’s partners on Schedules K-1.31, 2010, R must file Schedule M-3 for nominee arrangement on any day of theBecause T has adjusted total assets of2010. trust or nominee arrangement tax year is$10 million or more for its tax year ending5. S, a U.S. partnership, files Form deemed to own all corporate andDecember 31, 2010, T must file Schedule1065 for the tax year ending December partnership interests owned or deemed toM-3 for 2010.31, 2010. S has total assets at the end of be owned under these instructions by the
2010 reported on Schedule L, line 14, trust or nominee arrangement.
column (d), of $7.5 million. The amount of Reportable Entity Partner
total liabilities at the end of 2010 reported A reportable entity partner with respectReporting Responsibilitiesto S’s partners on Schedules K-1 is $5 to a partnership (as defined above) mustFor the purposes of these instructions, amillion. S made no distributions during report the following to the partnershipreportable entity partner with respect to a2010 reflected on Schedule M-2, line 6. S within 30 days of first becoming apartnership filing Form 1065 or Formreported a loss of ($3 million) for 2010 on reportable entity partner and, after first1065-B is an entity that:Schedule M-2, line 3. S did not report reporting to the partnership under these• Owns or is deemed to own, directly oradjustments to capital on Schedule M-2, instructions, thereafter within 30 days of

indirectly, under these instructions, a 50%lines 4 or 7. S has adjusted total assets the date of any change in the interest it
or greater interest in the income, loss, orfor 2010 in the tentative amount of $10.5 owns or is deemed to own, directly or

indirectly, under these instructions, in the
partnership.

Adjusted Total Assets Worksheet
1. Name.

1. Enter total assets at the end of the tax year on Schedule L, 2. Mailing address.
line 14, column (d) . . . . . . . . . . . . . . . . . . . . . . . . . . 1. 3. Employer identification number

2. Enter capital distributions on Schedule M-2, lines 6a and 6b (EIN), if applicable.
(shown as a positive amount) . . . . . . . . . . . . . . . . . . 2. 4. Entity or organization type.

3. Enter any loss reported on Schedule M-2, line 3 (shown as 5. State or country in which it is
a positive amount) . . . . . . . . . . . . . . . . . . . . . . . . . . 3. organized.

4. Enter the amount of any positive adjustment on Schedule 6. Date on which it first became a
M-2, line 7 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4. reportable entity partner.

5. Enter the amount of any negative adjustment on Schedule 7. Date with respect to which it is
M-2, line 4 (shown as a positive amount) . . . . . . . . . . . 5. reporting a change in its ownership

6. Add lines 1 through 5 . . . . . . . . . . . . . . . . . . . . . . . . . 6. interest in the partnership, if applicable.
7. Enter combined total liabilities (recourse and nonrecourse) 8. The interest in the partnership it

on all Schedules K-1 (Form 1065), Part II, Item K, or owns or is deemed to own in the
Schedules K-1 (Form 1065-B) . . . . . . . . . . . . . . . . . . 7. partnership, directly or indirectly (as

8. Adjusted Total Assets. Enter the greater of line 6 or line 7 8. defined under these instructions) as of the
date with respect to which it is reporting.Note: For line 2 above, if the partnership reflects partner capital account changes resulting from the sale of a

9. Any change in that interest as ofpartnership interest on Schedule M-2 as matching contributions and distributions (on lines 2a and 2b and on
lines 6a and 6b, respectively), reduce the amounts shown on lines 6a and 6b by such matching amounts. the date with respect to which it is

reporting.

-2-



Page 3 of 19 Instructions for Schedule M-3 (Form 1065) 10:44 - 18-FEB-2011

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

The reportable entity partner must indirect, of B, C, D, or E was required to Other Form 1065 Schedules
retain copies of required reports it makes complete Schedule M-3 on its most Affected by Schedule M-3
to partnerships under these instructions. recently filed U.S. income tax return or RequirementsEach partnership must retain copies of return of income. Neither B, C, D, or E is
the required reports it receives under required to complete Schedule M-3 for Schedule L
these instructions from reportable entity 2010. For the partnership tax year ending If a non-tax-basis income statement andpartners. December 31, 2010, A has no year-end related non-tax-basis balance sheet is

For more information, see Item D. liabilities, $6 million in total assets and prepared for any purpose for a period
Reportable Entity Partner on page 4. ending with or within the tax year,$12 million in adjusted total assets (the

Schedule L must be prepared showingdifference equal to the distributions inExample 2.
non-tax-basis amounts. See the2010), and 2010 total receipts of $61. P, a U.S. corporation, is the parent discussion in the instructions for Schedulemillion. As of December 31, 2010, noof a financial consolidation group with 50 M-3, Part I, line 1, of non-tax-basisowner, direct or indirect, of A wasdomestic subsidiaries DS1 through DS50 income statements and relatedrequired to complete Schedule M-3 on itsand 50 foreign subsidiaries FS1 through non-tax-basis balance sheets preparedFS50, all 100% owned on September 16, most recently filed U.S. income tax return. for any purpose and the impact on the2010. On September 15, 2010, P filed a A must complete Schedule M-3 when it selection of the income statement usedconsolidated tax return on Form 1120 and completes its Form 1065 for 2010 for Schedule M-3 and the relatedwas required to complete Schedule M-3 because A has adjusted total assets of non-tax-basis balance sheet amounts thatfor the tax year ending December 31, $10 million or more. must be used for Schedule L.2009. On September 16, 2010, DS1,

3. Same ownership facts as in Total assets at the end of the tax yearDS2, DS3, FS1, and FS2 each acquire a
Example 2.2 continued to calendar year shown on Schedule L, line 14, column (d),10% partnership interest in partnership K,
2011. On March 3, 2011, A files its Form must equal the total assets of thewhich files Form 1065 for the tax year
1065 with Schedule M-3 for the partnership as of the last day of the taxending December 31, 2010. P is deemed

year, and must be the same total assetsto own, directly or indirectly, under these partnership tax year ended December 31,
reported by the partnership in theinstructions all corporate and partnership 2010. As of March 4, 2011, A becomes a
non-tax-basis financial statements, if any,interests of DS1, DS2, and DS3, as the reportable entity partner with respect to
used for Schedule M-3. If the partnershipparent of the tax consolidation group, and any partnership in which it owns or is
prepares non-tax-basis financialtherefore is deemed to own 30% of K on deemed to own, directly or indirectly,
statements, Schedule L must report theSeptember 16, 2010. P is deemed to under these instructions a 50% or greater
non-tax-basis financial statement totalown, directly or indirectly, under these interest in the income, loss, or capital of assets. If the partnership does notinstructions all corporate and partnership

the partnership. A owns 50% of each of prepare non-tax-basis financialinterests of FS1 and FS2 as the owner of
B, C, D, and E and is therefore a statements, Schedule L must be based50% or more of each corporation by vote
reportable entity partner with respect to on the partnership’s books and records.and therefore is deemed to own 20% of K
each as of March 4, 2011, the day after it The Schedule L balance sheet can showon September 16, 2010. P is therefore
filed its 2010 Form 1065 with a required tax-basis balance sheet amounts if thedeemed to own 50% of K on September

partnership is allowed to use books and16, 2010. P owns or is deemed to own, Schedule M-3. On March 20, 2011, A
records for Schedule M-3 and thedirectly or indirectly, under these reports to B, C, D, and E, as it is required
partnership’s books and records reflectinstructions 50% or more of K on to do within 30 days of March 4, that it is
only tax-basis amounts.September 16, 2010, and was required to a reportable entity partner owning a 50%

complete Schedule M-3 on its most interest. Each of B, C, D, and E is Generally, total assets at the beginningrecently filed U.S. income tax return filed required to complete Schedule M-3 for of the year (Schedule L, line 14, columnprior to that date. Therefore, P is a (b)) must equal total assets at the close of2011 because each has a reportablereportable entity partner of K as of the prior year (Schedule L, line 14,entity partner. A will determine if it mustSeptember 16, 2010. On October 5, column (d)). For each Schedule L balancecomplete Schedule M-3 for 2011 based2010, P reports to K, as it is required to sheet item reported for which there is aon its separate facts for 2011.do, that P is a reportable entity partner as difference between the current openingof September 16, 2010, deemed to own 4. Same ownership facts as in balance sheet amount and the priorunder these instructions a 50% interest in Example 2.2 for calendar year 2010 closing balance sheet amount, attach aK. K is therefore required to complete except that A is owned 50% by statement that reports the balance sheetSchedule M-3 when it files its Form 1065 corporation Z that was first required to item, the prior closing amount, the currentfor its tax year ending December 31, complete Schedule M-3 for its corporate opening amount, and a short explanation2010. of the change. Such reasons for thesetax year ended December 31, 2009, and2. Throughout 2010, A, a limited differences include technical terminationsthat filed its Form 1120 with Scheduleliability company (LLC) filing Form 1065 and mergers.M-3 for 2009 on September 15, 2010. Asfor calendar year 2010, owns, as its only
of September 16, 2010, Z was aasset, 50% of each of B, C, D, and E, For purposes of measuring total assets
reportable entity partner with respect to Aeach also an LLC filing Form 1065 for at the end of the year, the partnership’s
and, through A, with respect to B, C, D,calendar year 2010. A is owned by assets may not be netted or reduced by

individuals and S corporations not partnership liabilities. In addition, totaland E. On October 5, 2010, Z reports to
required to complete Schedule M-3 for assets may not be reported as a negativeA, B, C, D, and E, as it is required to do
2009, 2010, or 2011. B, C, D, and E are amount. If Schedule L is prepared on awithin 30 days of September 16, that Z is
owned by A and by individuals and S non-tax-basis method, an investment ina reportable entity partner directly owning
corporations not required to complete another partnership may be shown as(with respect to A) or deemed to own
Schedule M-3 for 2009, 2010, or 2011. appropriate under the partnership’sindirectly (with respect to B, C, D, and E)
For the partnership tax years ending non-tax-basis method of accounting,a 50% interest. Therefore, because Z wasDecember 31, 2010, each of B, C, D, and including, if required by the partnership’s

a reportable entity partner for 2010, eachE has no year-end liabilities, $3 million in reporting methodology, the equity method
of A, B, C, D, and E is required tototal assets and $6 million in adjusted of accounting for investments. If Schedule
complete Schedule M-3 for 2010,total assets (the difference equal to the L is prepared on a tax-basis method, an
regardless of whether they woulddistributions by each in 2010), and 2010 investment by the partnership in another
otherwise be required to completetotal receipts of $20 million. As of partnership must be shown as an asset
Schedule M-3 for that year.December 31, 2010, no owner, direct or and measured by the partnership’s
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adjusted basis in its partnership interest. pass-through. The financial statement
Any liabilities contributing to such income or loss of a disregarded entity is Part I. Financial
adjusted basis must be shown on included on Part I, line 7a or 7b, only if its Information and NetSchedule L as partnership liabilities. financial statement income or loss is

included on Part I, line 11, but not on Part Income (Loss)Example 3. A, a limited liability
I, line 4a.company (LLC), files Form 1065 for Reconciliationcalendar year 2010. B, a general
Completion of Schedule M-3partnership, also files Form 1065 for

calendar year 2010. A is a general A partnership required to file Schedule When To Complete Part I
partner in B. A’s capital account in B at M-3 must complete the schedule in its Part I must be completed for any tax yearthe close of 2010 is negative $4 million. entirety. At the time the Form 1065 or for which the partnership files ScheduleThis reflects A’s 2010 contribution to B’s Form 1065-B is filed, all applicable M-3.capital of $2 million reduced by A’s share questions must be answered on Part I, all
of 2010 losses passing through to it from Line 1. Questions Regardingcolumns must be completed on Parts IIB, $6 million. A’s adjusted basis in B at and III, and all numerical data required by the Type of Income StatementDecember 31, 2010, is $16 million, its $4

Schedule M-3 must be provided. Any Preparedmillion negative tax capital account in B
schedule required to support a line itemplus its $20 million share of B’s liabilities For lines 1 through 11, use only the
on Schedule M-3 must be attached at theunder section 752. A prepares only financial statements of the U.S.
time Schedule M-3 is filed and musttax-basis income statements and balance partnership filing Form 1065 or Form
provide the information required for thatsheets. On its Schedule L, A reports as 1065-B. If the U.S. partnership filing Form
line item.an asset the adjusted basis of its 1065 or Form 1065-B is controlled by

investment in B, $16 million. A also another entity, the U.S. partnership must
Any partnership required to filereports its $20 million share of B’s use for its Schedule M-3, Part I, its own

Schedule M-3 must check all boxes thatliabilities in the liabilities section of financial statements and not the financial
apply on the top of page 1 above Part I ofSchedule L. A does not report its $4 statements of the controlling entity.
Schedule M-3 with respect to the reasonsmillion negative capital account in B on
for which the Schedule M-3 is required to Non-Tax-Basis FinancialSchedule L.
be filed. A partnership not required to file Statements and Tax-BasisExample 4. Same facts as in Schedule M-3, but that is doing so Financial StatementsExample 3, except that B is an LLC and A voluntarily, should check box E on page 1  A tax-basis income statement is allowedis a member of B. None of B’s liabilities
of Schedule M-3. for Schedule M-3 and a tax-basis balanceare recourse with respect to A. A is not

sheet for Schedule L only if noobligated to restore any deficit capital
non-tax-basis income statement and noaccount in B. A prepares non-tax-basis
non-tax-basis balance sheet wereincome statements and balance sheets Specific Instructions prepared for any purpose and the booksunder an accounting method that requires
and records of the partnership reflect onlythe use of the equity method of
tax-basis amounts. The partnership isaccounting to account for its investment in
deemed to have non-tax-basis incomeB. On its non-tax-basis books and Item D. Reportable Entity
statements and the related non-tax-basisrecords, A initially reports $2 million as its

Partner balance sheets for the current tax year forinvestment in B, the amount of A’s capital
purposes of Schedule M-3 and Schedulecontribution. A then reduces its $2 million On Schedule M-3, page 1, if the
L if such non-tax-basis financialinvestment in B by its share of B’s partnership has any reportable entity
statements were prepared for andallocable losses. Because A’s allocable partners for the year, check Item D. A
presented to management, creditors,share of B’s losses is $6 million, A’s partnership must report the name, EIN if
members or partners, governmentinvestment in B under the equity method applicable, and maximum percentage of
regulators, or any other third parties for ais reduced to $0. Because A is not liable actual or deemed ownership of each
period ending with or within the tax year.to repay any of B’s liabilities and is not reportable entity partner if there are one

obligated to restore any deficit with or two reportable entity partners for the If a Form 10-K is filed with the SEC forrespect to its capital account in B, A does tax year of the partnership, or, if there are the period ending with or within the taxnot report any of B’s liabilities on A’s more than two reportable entity partners year, the partnership must check “Yes” forSchedule L balance sheet. for the tax year of the partnership, of the line 1a and use that income statement for
two reportable entity partners with the Schedule M-3. If Form 10-K is not filedEntity Considerations for

and a non-tax-basis income statement islargest maximum percentage of actual orSchedule M-3
prepared that is a certified non-tax-basisdeemed ownership for the tax year of the

For purposes of Schedule M-3, income statement for the period endingpartnership. The maximum percentage ofreferences to the classification of an entity with or within the tax year, the partnershipactual or deemed ownership for a(for example, as a corporation, a must check “Yes” for line 1b and use thatreportable entity partner for a tax year ofpartnership, or a trust) are references to income statement for Schedule M-3. Ifthe partnership is the maximumthe treatment of the entity for U.S. income Form 10-K is not filed and no certifiedpercentage interest owned or deemedtax purposes. An entity that generally is non-tax-basis income statement isowned under these instructions by thedisregarded as separate from its owner prepared but an unaudited non-tax-basisreportable entity partner in thefor U.S. income tax purposes income statement is prepared for thepartnership’s capital, profit, or loss on any(disregarded entity) must not be period ending with or within the tax year,day during the tax year of the partnership.separately reported on Schedule M-3 the partnership must check “Yes” for line
except, if required, on Part I, line 7a or 7b. 1c and use that income statement forThe reportable entity partner mustOn Schedule M-3, Parts II and III, any Schedule M-3.retain copies of required reports it makesitem of income, gain, loss, deduction, or

to partnerships under these instructions. Order of priority in accountingcredit of a disregarded entity must be
Each partnership must retain copies of standards. If no Form 10-K is filed andreported as an item of its owner. In
the required reports it received under two or more non-tax-basis incomeparticular, the income or loss of a
these instructions from reportable entity statements are both certifieddisregarded entity must not be reported
partners. See Reportable Entity Partner non-tax-basis income statements for theon Part II, lines 7, 8, or 9 as from a
Reporting Responsibilities on page 2. period, the income statement preparedseparate partnership or other
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according to the following order of priority The questions on lines 3a and 3b, liabilities amounts for the partnership
in accounting standards shall be used. regarding income statement using the same financial statements (or

restatements, refer to the worldwide books and records) used for the1. U.S. Generally Accepted
consolidated income statement issued by worldwide consolidated income (loss)Accounting Principles (GAAP).
the partnership filing Form 1065 or Form amount reported on line 4a.2. International Financial Reporting
1065-B and used to prepare ScheduleStandards (IFRS). Line 5. Net Income (Loss) ofM-3. Answer “Yes” on lines 3a and/or 3b3. Any other International Accounting Nonincludible Foreign Entitiesif the partnership’s annual incomeStandards (IAS).
statement has been restated for any Remove the financial statement net4. Any regulatory accrual accounting.
reason. Attach a short explanation of the income (line 5a) or loss (line 5b) of each5. Any other accrual accounting reasons for the restatement in net income foreign entity that is included on line 4astandard. for each annual income statement period and is not the partnership (nonincludible6. Section 704(b) book accounting. that is restated, including the original foreign entity). In addition, on line 8,7. Any other fair market value amount and restated amount of each adjust for consolidation eliminations andreporting standard. annual statement period’s net income. correct for minority interest and8. Any cash basis standard. The attached schedule is not required to intercompany dividends between any
report restatements on an entity-by-entity nonincludible foreign entity and the

If no non-tax-basis income statement basis. partnership filing Form 1065 or Form
is certified and two or more non-tax-basis 1065-B. Do not remove in Part I theLine 4. Worldwide Consolidatedincome statements are prepared, the financial statement net income (loss) ofNet Income (Loss) per Incomeincome statement prepared according to any nonincludible foreign entity accounted
the first listed of the accounting standards Statement for on line 4a using the equity method.
above shall be used. Report on line 4a the worldwide Attach a supporting schedule that

consolidated net income (loss) per theIf no non-tax-basis financial provides the name, EIN (if applicable),
income statement (or books and records,statements are prepared for the U.S. and net income (loss) included on line 4a
if applicable) of the partnership.partnership filing Schedule M-3, the U.S. that is removed on this line 5 for each

partnership must check “No” on questions separate nonincludible foreign entity. AlsoIn completing Schedule M-3, the
1a, 1b, and 1c, skip lines 2 through 3b, state the total assets and total liabilitiespartnership must use financial statement
and enter the net income (loss) per the for each such separate nonincludibleamounts from the financial statement type
books and records of the U.S. partnership foreign entity and include those assetschecked “Yes” on line 1, or from its books
on line 4a. and liabilities amounts in the total assetsand records if line 1c is checked “No.” If

and total liabilities reported on line 12b ofline 1a is checked “Yes,” report on line 4a
Consolidated Financial Statements Part I. The amounts of income (loss)the net income amount reported in the

detailed on the supporting scheduleincome statement presented to the SECIf a partnership filing a Schedule M-3 
should be reported for each separateon the partnership’s Form 10-K.(a) is included in the non-tax-basis
nonincludible foreign entity without regardconsolidated financial statements of a If a partnership prepares non-tax-basis
to the effect of consolidation orgroup (consolidated financial statement financial statements, the amount on line
elimination entries. If there aregroup) with an entity parent filing a U.S 4a must equal the financial statement net
consolidation or elimination entriestax return and Schedule M-3, (b) has its income (loss) for the income statement
relating to nonincludible foreign entitiesincome (loss) included and removed by period ending with or within the tax year
whose income (loss) is reported on thethe entity parent on that entity parent’s as indicated on line 2.
attached schedule that are not reportableSchedule M-3, Part I, and (c) does not

If the partnership prepares on line 8, the net amounts of all suchhave a separate non-tax-basis financial
non-tax-basis financial statements and consolidation and elimination entries muststatement (certified or otherwise) of its
the income statement period differs from be reported on a separate line on theown, the partnership must answer
the partnership’s tax year, the income attached schedule, so that the separatequestions 1a, 1b, and 1c as appropriate
statement period indicated on line 2 financial accounting income (loss) of eachfor its own tax return and must report on
applies for purposes of lines 4a through 8. nonincludible foreign entity remainsits own Schedule M-3, as appropriate, the

separately stated.amount for the partnership’s net income If the partnership does not prepare
(loss) that is equal to the amount included non-tax-basis financial statements and  For example, if the net income (after
and removed in the entity parent’s has checked “No” on line 1c, enter the net consolidation and elimination entries) of a
Schedule M-3, Part I. However, if in the income (loss) per the books and records nonincludible foreign sub-consolidated
circumstances described immediately of the partnership on line 4a. group is being reported on line 5a, the
above, the partnership does have attached supporting schedule shouldCheck the appropriate box on line 4b
separate non-tax-basis financial report the income (loss) of each separateto indicate which of the following
statements (certified or otherwise) of its nonincludible foreign legal entity fromaccounting standards was used for line
own, independent of the amount of the each such entity’s own financial4a.
partnership’s net income included in the accounting net income statement or1. U.S. Generally Acceptedconsolidated financial statements with the books and records, and any consolidationAccounting Principles (GAAP).entity parent, the partnership must or elimination entries (for intercompany2. International Financial Reportinganswer questions 1a, 1b, and 1c, as dividends, minority interests, etc.) notStandards (IFRS).appropriate, for its own tax return, based reportable on line 8 should be reported on3. Section 704(b).on its own separate non-tax-basis income the attached supporting schedule as a net4. Tax-basis.statement, and must report on line 4a the amount on a line separate and apart from5. Other (specify).net income (loss) amounts shown on its lines that report each nonincludible
separate income statement. foreign entity’s separate net incomeReport on lines 5a through 10, as

(loss).instructed below, all adjustment amountsLines 2 and 3. Questions
required to adjust worldwide net incomeRegarding Income Statement Line 6. Net Income (Loss) of(loss) reported on line 4a (whether from

Period and Restatements Nonincludible U.S. Entitiesfinancial statements or books and
Enter the beginning and ending dates on records) to net income (loss) of the Remove the financial statement net
line 2 for the partnership’s annual income partnership that must be reported on line income (line 6a) or loss (line 6b) of each
statement period ending with or within the 11. Report on line 12a the worldwide U.S. entity that is included on line 4a and
current tax year. consolidated total assets and total is not an includible entity in the
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partnership return (nonincludible U.S. included on line 11 (other U.S. Include on line 8 the total of the
entity). In addition, on line 8, adjust for disregarded entities). In addition, on line following: (a) amounts of any adjustments
consolidation eliminations and correct for 8, adjust for consolidation eliminations to consolidation entries and elimination
minority interest and intercompany and correct for minority interest and entries that are contained in the amount
dividends between any nonincludible U.S. intercompany dividends for any other reported on line 4a, required as a result of
entity and any includible entity. Do not disregarded entity. removing amounts on line 5 or 6; and (b)
remove in Part I the financial statement amounts of any additional consolidationAttach a supporting schedule that
net income (loss) of any nonincludible entries and elimination entries that areprovides the name, EIN, and net income
U.S. entity accounted for on line 4a using required as a result of including amounts(loss) per the financial statement or books
the equity method. on line 7a or 7b. This is necessary inand records included on line 7a or 7b for

order that the consolidation entries andAttach a supporting schedule that each separate foreign or U.S. disregarded
intercompany elimination entries includedprovides the name, EIN (if applicable), entity. Also state the total assets and total
in the amount reported on line 11 are onlyand net income (loss) included on line 4a liabilities for each such separate included
those applicable to the financial netthat is removed on line 6 for each entity and include those assets and
income (loss) of includible entities for theseparate nonincludible U.S. entity. Also liabilities amounts in the total assets and
financial statement period. For example,state the total assets and total liabilities total liabilities reported on line 12d of Part
adjustments must be reported on line 8 tofor each such separate nonincludible U.S. I. The amounts of income (loss) detailed
remove minority interest and to reverseentity and include those assets and on the supporting schedule should be
the elimination of intercompany dividendsliabilities amounts in the total assets and reported for each separate other
included on line 4a that relate to the nettotal liabilities reported on line 12c of Part disregarded entity without regard to the
income of entities removed on line 5 or 6I. The amounts of income (loss) detailed effect of consolidation or elimination
because the income to which theon the supporting schedule should be entries solely between or among the
consolidation or elimination entries relatereported for each separate nonincludible entities listed. If there are consolidation or
has been removed. Also, for example,U.S. entity without regard to the effect of elimination entries relating to such
consolidation or elimination entries mustconsolidation or elimination entries. If separate other disregarded entities whose
be reported on line 8 to eliminate anythere are consolidation or elimination income (loss) is reported on the attached
intercompany dividends between entitiesentries relating to nonincludible U.S. schedule that are not reportable on line 8,
whose income is included on line 7a or 7bentities whose income (loss) is reported the net amounts of all such consolidation
and other entities included in the U.S.on the attached schedule that are not and elimination entries must be reported
income tax return.reportable on line 8, the net amounts of on a separate line on the attached

all such consolidation and elimination schedule, so that the separate financial
If an entity owner of an interest inentries must be reported on a separate accounting income (loss) of each

another entity (a) accounts for the interestline on the attached schedule, so that the separate other disregarded entity remains
in the other entity in the owner’s separateseparate financial accounting income separately stated.
general ledger on the equity method, and(loss) of each nonincludible U.S. entity For example, if the net income (after (b) fully consolidates the other entity inremains separately stated. consolidation and elimination entries) of a the owner’s consolidated financialFor example, if the net income (after sub-consolidated group of other foreign statements, but that entity is not includibleconsolidation and elimination entries) of a disregarded entities is being reported on in the owner’s Form 1065 or Formnonincludible U.S. sub-consolidated line 7a, the attached supporting schedule 1065-B, then, as part of reversing allgroup is being reported on line 6a, the should report the income (loss) of each consolidation and elimination entries forattached supporting schedule should separate other foreign disregarded entity the nonincludible entity, the owner mustreport the income (loss) of each separate from each disregarded entity’s own reverse on line 8 the elimination of thenonincludible U.S. legal entity from each financial accounting net income statement equity income inclusion from the othersuch entity’s own financial accounting net or books and records, and any entity. If the owner does not account forincome statement or books and records, consolidation or elimination entries (for
the other entity on the equity method onand any consolidation or elimination intercompany dividends, minority
its own general ledger, it will not haveentries (for intercompany dividends, interests, etc.) not reportable on line 8
eliminated the equity income forminority interests, etc.) not reportable on should be reported on the attached
consolidated financial statementline 8 should be reported on the attached supporting schedule as a net amount on a
purposes, and therefore will have nosupporting schedule as a net amount on a line separate and apart from lines that
elimination of equity income to reverse.line separate and apart from lines that report each other foreign disregarded

report each nonincludible U.S. entity’s entity’s separate net income (loss). The attached supporting schedule forseparate net income (loss).
line 8 must identify the type (for example,Line 8. Adjustment to
minority interest, intercompany dividends,Lines 7a and 7b. Net Income Eliminations of Transactions
etc.) and amount of consolidation or(Loss) of Other Foreign Between Includible Entities and elimination entries reported, as well asDisregarded Entities and Net Nonincludible Entities the names of the entities to which theyIncome (Loss) of Other U.S. Adjustments on line 8 to reverse certain pertain. It is not necessary, but it isDisregarded Entities financial accounting consolidation or permitted, to report on line 8

Include on line 7a or 7b the financial net elimination entries are necessary to intercompany eliminations that net to
income or (loss) of each disregarded ensure that transactions between zero, such as intercompany interest
entity in the U.S. tax return that is not includible entities and nonincludible U.S. income and expense.
included in the consolidated financial or foreign entities are not eliminated, in
group, and therefore not included in the order to report the correct total amount on Line 9. Adjustment to Reconcile
income reported on line 4a, but that is line 11. Also, additional consolidation Income Statement Period to Taxincluded on line 11. Include on line 7a the entries and elimination entries may be

Yearfinancial income or (loss) of any foreign necessary on line 8 related to
Include on line 9 any adjustmentsdisregarded entity that is not included in transactions between includible entities
necessary to the income (loss) of thethe income reported on line 4a but that is that are in the consolidated financial
partnership to reconcile differencesincluded on line 11 (other foreign statement group and other includible
between the partnership’s incomedisregarded entities). Include on line 7b entities that are not in the consolidated
statement period reported on line 2 andthe financial income or (loss) of any U.S. financial statement group but that are
the partnership’s tax year. Attach adisregarded entity that is not included in reported on line 7a or 7b in order to report
schedule describing the adjustment.the income reported on line 4a but that is the correct total amount on line 11.
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and includes $60 of net income ($100 reporting on C’s separate general ledger,Line 10. Other Adjustments To
less the minority interest of $40) on line C includes its 60% equity share of NReconcile to Amount on Line 11
4a. income, which is $60. In its financialInclude on line 10 any other adjustments statements, C eliminates the $60 of NP must remove the $100 net income ofto reconcile net income (loss) on line 4a equity method income and consolidatesDS1 on line 6a. P must reverse on line 8through line 9, with net income (loss) of N, including $60 of net income ($100 lessthe elimination of the $40 minority interestthe partnership reported on line 11. the minority interest of $40) on line 4a.net income of DS1. In addition, P

For any adjustment reported on line reverses its elimination of the $30 C must remove the $100 net income of
10, attach a supporting schedule with an intercompany dividend in its financial N on line 6a. C must reverse on line 8 the
explanation of each net adjustment statements on line 8. The net result is that elimination of the $40 minority interest netincluded on line 10. P includes the $30 dividend from DS1 on income of N and the elimination of the

line 11 and on Part II, line 6, column (a). $60 of N equity method income. TheLine 11. Net Income (Loss) per
P’s taxable dividend income from DS1 result is that C includes the $60 of equityIncome Statement of the
must be reported on Part II, line 6, column method income for N on line 11 and onPartnership (d). Part II, line 7, column (a). C’s taxable

Report on line 11 the net income (loss) 2. U.S. partnership C owns 60% of income from N must be reported by C on
per the income statement (or books and the capital and profits interests in U.S. Part II, line 7, column (d).
records, if applicable) of the partnership. LLC N. C does not account for N in C’s 5. U.S. partnership C owns 60% ofAmounts reported in column (a) of Parts II separate general ledger on the equity the capital and profits interests in U.S.and III (see page 8) must be reported on method. N has net income of $100 LLC N. C accounts for N in C’s separatethe same accounting method as is used (before minority interests) and makes no general ledger on the equity method. Nto report the amount of net income (loss) distributions during the tax year. C treats has net income of $100 (before minorityper income statement of the partnership N as a corporation for financial statement interests) and pays a $50 cashon line 11. purposes and as a partnership for U.S. distribution, of which C receives $30. The

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

Whether or not the partnership general ledger on the equity method. DS1 elimination of the $40 minority interest net
prepares financial statements, line 11 has net income of $100 (before minority income of N and the elimination of the
must include all items that impact the net interests) and pays dividends of $50, of $60 of N equity method income. The
income (loss) of the partnership even if which P receives $30. The dividend result is that C includes the $60 of equity
they are not recorded in the profit and reduces P’s investment in DS1 for equity method income for N on line 11 and on
loss accounts in the partnership’s general method reporting on P’s separate general Part II, line 7, column (a). C’s taxable
ledger, including, for example, all ledger where P includes its 60% equity income from N must be reported by C on
post-closing adjusting entries (including share of DS1 income, which is $60. In its Part II, line 7, column (d).
workpaper adjustments) and dividend financial statements, P eliminates the 6. U.S. partnership P owns 100% of
income or other income received from DS1 equity method income of $60 and the stock of U.S. LLC Q, a disregarded
nonincludible entities. If the partnership consolidates DS1, including $60 of net entity. Q is included in P’s federal income
prepares unconsolidated financial income ($100 less the minority interest of tax return, even though Q is not included
statements using the same accounting $40) on line 4a. in P’s consolidated financial statements
method used to determine worldwide on either a consolidated basis or on theP must remove the $100 net income of
consolidated net income (loss) for line 4 equity method. Q has current year netDS1 on line 6a. P must reverse on line 8
of Part I, and if it uses the equity method income of $100 after taking into accountthe elimination of the $40 minority interest
for investments, the amount reported on its $40 interest payment to P. P has netnet income of DS1 and the elimination of
line 11 of Part I will equal the amount of income of $1,040 after recognition of thethe $60 of DS1 equity income. The net
the unconsolidated net income (loss) interest income from Q. Because Q is aresult is that P includes the $60 of equity
reported on the unconsolidated financial disregarded entity, 100% of the netmethod income from DS1 on line 11 and
statements. See examples 5.3, 5.4, and income of both P and Q must be reportedon Part II, line 5, column (a). P’s taxable
5.5. on P’s Form 1065 or Form 1065-B anddividend income from its investment in

the intercompany interest income andExample 5. DS1 must be reported on Part II, line 6,
expense must be removed bycolumn (d).1. U.S. partnership P owns 60% of
consolidation elimination entries.corporation DS1 which is fully 4. U.S. partnership C owns 60% of

P must report its financial statementconsolidated in P’s financial statements. the capital and profits interests in U.S.
net income of $1,040 on line 4a andP does not account for DS1 in P’s LLC N. C accounts for N in C’s separate
reports Q’s net income of $100 on line 7bseparate general ledger on the equity general ledger on the equity method. N
as a U.S. disregarded entity not includedmethod. DS1 has net income of $100 has net income of $100 (before minority
on line 4a, but included on line 11. Then,(before minority interests) and pays interests) and makes no distributions
in order to reflect the full consolidation ofdividends of $50, of which P receives during the tax year. C treats N as a
the financial accounting net income of P$30. The dividend is eliminated in the corporation for financial statement
and Q at line 11, the followingconsolidated financial statements. In its purposes and as a partnership for U.S.
consolidation and elimination entry isfinancial statements, P consolidates DS1 income tax purposes. For equity method
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reported on line 8: offsetting entries to required to file Schedule M-3, a U.S. income tax purposes) or is the
remove the $40 of interest income partnership voluntarily files Schedule M-3 reversal of such a difference that arose in
received from Q included by P on line 4a, instead of Schedule M-1, then in those a prior tax year. Report in column (c) any
and to remove the $40 of interest voluntary filing years the partnership is difference that the partnership believes
expense of Q included in line 7b for a net not required to complete columns (a) and will not reverse in a future tax year (and is
change of zero. The result is that line 11 (d) of Parts II and III. In addition, in the not the reversal of such a difference that
reports $1,140: $1,040 from line 4a, and first tax year the partnership is required to arose in a prior tax year).
$100 from line 7. Stated another way, line file Schedule M-3, the partnership is not If the partnership is unable to
11 includes the entire $1,000 net income required to complete columns (a) and (d) determine whether a difference between
of P, measured before recognition of the of Parts II and III. column (a) and column (d) for an item will
intercompany interest income from Q and reverse in a future tax year or is theIf a partnership chooses not to
the consolidation of Q operations, plus reversal of a difference that arose in acomplete columns (a) and (d) of Parts II
the entire $140 net income of Q, prior tax year, report the difference forand III in the first tax year the partnership
measured before interest expense to P. P that item in column (c).is required to file Schedule M-3 (or in any
is not required to include on the attached year in which the partnership voluntarily Example 6. For the 2008, 2009, andsupporting schedule for line 8 the files Schedule M-3), then Part II, line 26, 2010 tax years, partnership A hasoffsetting adjustment to the intercompany is reconciled by the partnership in the adjusted total assets (under theseelimination of interest income and interest following manner: instructions) of $8 million, $11 million, andexpense (though it is permitted to do so). $12 million, respectively. Based on the1. Report the amount from Part I, line

amount of its adjusted total assets, A is11, on Part II, line 26, column (a);
Line 12. Total Assets and required to file Schedule M-3 for its 20092. Leave blank Part II, lines 1 through
Liabilities of Entities Included and 2010 tax years, but not for its 200825, columns (a) and (d);

tax year. Further, for its 2008, 2009, and3. Leave blank Part III, columns (a)or Removed on Part I, Lines 4,
2010 tax years, A is not required to fileand (d); and5, 6, and 7
Schedule M-3 based on any of the other4. Report on Part II, line 26, columnLine 12 must be completed by all required tests.(d), the sum of Part II, line 26, columnspartnerships that file Schedule M-3.

(a), (b), and (c). For A’s 2008 tax year, A voluntarilyReport on lines 12a, 12b, 12c, and 12d
files Schedule M-3 instead of Schedulethe total amounts (not just the Note. Part II, line 26, column (d), must M-1 and does not complete columns (a)partnership’s share) of assets and equal the amount on Analysis of Net and (d) of Parts II and III.liabilities of entities included or removed Income (Loss), line 1, which is found on

on Part I, lines 4, 5, 6, and 7. On line 12a, For A’s 2009 tax year, the first tax yearpage 5 of Form 1065, and page 4 of Form
enter the worldwide consolidated total that A is required to file Schedule M-3, A1065-B. Thus, column (d) on Part II and
assets and total liabilities of all of the is only required to complete Part I andPart III must include not only items
entities included in completing Part I, line columns (b) and (c) of Parts II and III.contributing to the ordinary income (loss)
4. On line 12b, enter the total assets and For A’s 2010 tax year, A is required tofrom trade or business activities on Form
total liabilities of the entities removed in complete Schedule M-3 in its entirety.1065, page 1, line 22 (line 25 of Part I for
completing Part I, line 5. On line 12c, Form 1065-B), but also certain of the Reporting Requirements forenter the total assets and total liabilities of separately stated items on Schedule K. Parts II and IIIthe entities removed in completing Part I,

When To Complete Columns (b)line 6. On line 12d, enter the total assets Note. The following requirements for
and total liabilities of the entities included columns (a) and (d) do not apply toand (c)
in completing Part I, line 7. partnerships for the first tax yearColumns (b) and (c) of Parts II and III

Schedule M-3 is required. See When Tomust be completed for any tax year for
Complete Columns (a) and (d), earlier.which the partnership files Schedule M-3.

Parts II and III For any item of income, gain, loss, General Reporting Requirements
expense, or deduction for which there is a If an amount is attributable to a reportable
difference between columns (a) and (d),General Reporting Information transaction described in Regulations
the portion of the difference that is section 1.6011-4(b), the amount must beFor each line item in Parts II and III, temporary must be entered in column (b) reported in columns (a), (b), (c), and (d),report in column (a) the amount of net and the portion of the difference that is as applicable, of Part II, line 10, Itemsincome (loss) included on Part I, line 11, permanent must be entered in column (c). relating to reportable transactions,and report in column (d) the amount

If financial statements are prepared by regardless of whether the amount wouldincluded in taxable income on Analysis of
the partnership in accordance with otherwise be reported on Part II or Part IIINet Income (Loss), line 1, which is found
generally accepted accounting principles of Schedule M-3. Thus, if a taxpayer fileson page 5 of Form 1065, and page 4 of
(GAAP), differences that are treated as Form 8886, Reportable TransactionForm 1065-B.
temporary for GAAP must be reported in Disclosure Statement, the amountsNote. A schedule or explanation may be column (b) and differences that are attributable to that reportable transaction

attached to any line even if none is permanent (that is, not temporary for must be reported on Part II, line 10.
required. GAAP) must be reported in column (c). A partnership is required to report in

Generally, pursuant to GAAP, a column (a) of Parts II and III the amountWhen To Complete Columns (a)
temporary difference affects (creates, of any item specifically listed on Scheduleand (d) increases, or decreases) a deferred tax M-3 that is in any manner included in the

A partnership is not required to complete asset or liability. partnership’s current year financial
columns (a) and (d) of Parts II and III for If the partnership does not prepare statement net income (loss) or in an
the first tax year the partnership is financial statements, or the financial income or expense account maintained in
required to file Schedule M-3. The statements are not prepared in the partnership’s books and records, even
partnership must complete columns (a) accordance with GAAP, report in column if there is no difference between that
through (d) of Parts II and III for all tax (b) any difference that the partnership amount and the amount included in net
years subsequent to the first tax year the believes will reverse in a future tax year income (loss) for tax purposes unless (a)
partnership is required to file Schedule (that is, have an opposite effect on otherwise instructed in these instructions
M-3. taxable income in a future tax year (or or (b) the amount is attributable to a

If, for any tax year (or tax years) prior years) due to the difference in timing of reportable transaction described in
to the first tax year a partnership is recognition for financial accounting and Regulations section 1.6011-4(b) and is
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therefore reported on Part II, line 10. For them by the partnership in its books and combined or netted together and reported
example, with the exception of interest records or financial statements. as one amount on the applicable line of
income reflected on a Schedule K-1 Schedule M-3. However, differences forWith limited exceptions, Part II
received by the partnership as a result of separate items must not be combined orincludes lines for specific items of income,
the partnership’s investment in a netted together. Each item (andgain, or loss (income items). (See lines 1
partnership or other pass-through entity, corresponding amount attributable to thatthrough 21.) If an income item is
all interest income included on Part I, line item) must be separately stated anddescribed on lines 1 through 21, report
11, whether from unconsolidated affiliated adequately disclosed on the applicablethe amount of the item on the applicable
entities, third parties, banks, or other line of Schedule M-3 or any scheduleline, regardless of whether there is a
entities, whether from foreign or domestic required to be attached, even if thedifference for the item. If there is a
sources, whether taxable or exempt from amounts are below a certain dollardifference for the income item, or only a
tax, and whether classified as some other amount.portion of the income item has a
type of income for U.S. income tax difference and a portion of the item does Required schedules for Part II, line 22
purposes (such as dividends), must be not have a difference, and the item is not and Part III, line 30. A separate
included on Part II, line 11, column (a). described on lines 1 through 21, report schedule must be attached to Schedule
Likewise, all fines and penalties included and describe the entire amount of the M-3 (Form 1065) that includes a detailed
on Part I, line 11, paid to a government or item on line 22. description of each item and adjustment
other authority for the violation of any law entered on Part II, line 22, and Part III,With limited exceptions, Part IIIfor which fines or penalties are assessed line 30.includes lines for specific items ofmust be included on Part III, line 7,

expense or deduction (expense items). The description for each amountcolumn (a), regardless of the government
(See lines 1 through 29.) If an expense entered in column (a) must be readilyauthority that imposed the fines or
item is described on lines 1 through 29, identifiable to the name of the account inpenalties, regardless of whether the fines
report the amount of the item on the the financial statements or books andor penalties are civil or criminal,
applicable line, regardless of whether records of the taxpayer, under which theregardless of the classification,
there is a difference for the item. If there amount in column (a) was recorded in thenomenclature, or terminology attached to
is a difference for the expense item, or accounting records. Also, the descriptionthe fines or penalties by the imposing
only a portion of the expense item has a for each amount entered in column (a)authority in its actions or documents.
difference and a portion of the item does must include detailed information

If a partnership would be required to not have a difference and the item is not supporting each adjustment reported in
report in column (a) of Parts II and III the described on lines 1 through 29, report columns (b) and (c), including how the
amount of any item specifically listed on and describe the entire amount of the adjustment is identified in the accounting
Schedule M-3 in accordance with the item on line 30. records. The entire description is
preceding paragraph, except that the considered the tax description for theIf there is no difference between thepartnership has capitalized the item of amount reported in column (d) for eachfinancial accounting amount and theincome or expense and reports the item reported on Part II, line 22, or Partamount reported for tax purposes of anamount in its financial statement balance III, line 30.entire item of income, loss, expense, orsheet or in asset and liability accounts deduction and the item is not described or Each description should adequatelymaintained in the partnership’s books and included on Part II, lines 1 through 22, or describe all four columns of Part II, linerecords, the partnership must report the Part III, lines 1 through 30, report the 22, or Part III, line 30. If additionalproper tax treatment of the item in entire amount of the item in column (a) information is required to provide ancolumns (b), (c), and (d), as applicable. and (d) of Part II, line 25. acceptable description, provide a

Furthermore, in applying the two supporting attachment.Separately stated and adequately
preceding paragraphs, a partnership is disclosed. Each difference reported in Example 7. Partnership B preparesrequired to report in column (a) of Parts II Parts II and III must be separately stated GAAP financial statements. In prior years,and III the amount of any item specifically and adequately disclosed. In general, a B acquired intellectual property (IP) andlisted on Schedule M-3 that is included in difference is adequately disclosed if the goodwill. The IP is amortizable for boththe partnership’s financial statements or difference is labeled in a manner that U.S. income tax and financial statementexists in the partnership’s books and clearly identifies the item or transaction purposes. In the current year, B’s annualrecords, regardless of the nomenclature from which the difference arises. For amortization expense for IP is $9,000 forassociated with that item in the financial further guidance about adequate U.S. income tax purposes and $6,000 forstatements or books and records. disclosure, see Regulations section financial statement purposes. TheAccurate completion of Schedule M-3 1.6662-4(f). If a specific item of income, goodwill is not amortizable for U.S.requires reporting amounts according to gain, loss, expense, or deduction is income tax purposes and is subject tothe substantive nature of the specific line described on Part II, lines 7 through 21, or impairment for financial statementitems included in Schedule M-3 and Part III, lines 1 through 29, and the line purposes. In the current year, B recordsconsistent reporting of all transactions of does not indicate to “attach schedule” or an impairment charge on the goodwill oflike substantive nature that occurred “attach details,” and the specific $5,000. B must report the amortizationduring the tax year. For example, all instructions for the line do not call for an attributable to the IP on Part III, line 21,expense amounts that are included in the attachment of a schedule or statement, and report $6,000 in column (a), afinancial statements or exist in the books then the item is considered separately temporary difference of $3,000 in columnand records that represent some form of stated and adequately disclosed if the (b), and $9,000 in column (d). B must“Bad debt expense” must be reported on item is reported on the applicable line and report the goodwill impairment on Part III,Part III, line 26, in column (a), regardless the amount(s) of the item(s) are reported line 19, and report $5,000 in column (a), aof whether the amounts are recorded or in the applicable columns of the permanent difference of ($5,000) instated under different nomenclature in the applicable line. See the instructions for column (c), and $0 in column (d).financial statements or the books and Part II, lines 1 through 9, for specific
records such as: “Provision for doubtful Example 8. Partnership C is aadditional information required to be
accounts;” “Expense for uncollectible calendar year partnership that placed inprovided for these particular lines.
notes receivable;” or “Impairment of trade service ten depreciable fixed assets inNote. A schedule or explanation may beaccounts receivable.” Likewise, as stated 2003. C was required to file Schedule M-3attached to any line even if none isin the preceding paragraph, all fines and for its 2009 tax year and is required to filerequired.penalties must be included on Part III, line Schedule M-3 for its 2010 tax year. C’s
7, column (a), regardless of the Except as otherwise provided, total depreciation expense for its 2010 tax
terminology or nomenclature attached to differences for the same item must be year for five of the assets is $50,000 for
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income statement purposes and $70,000 2010, E decreases the reserve by through 9 for the specific information
for U.S. income tax purposes. C’s total $75,000 for accounts receivable that were required for those particular lines.
annual depreciation expense for its 2010 discharged in bankruptcy during 2010.

Line 1. Income (Loss) Fromtax year for the other five assets is The balance in the reserve account on
$40,000 for income statement purposes December 31, 2010, is $275,000. The Equity Method Foreign
and $30,000 for U.S. income tax $100,000 amount to establish the reserve Corporations
purposes. C treats the differences account and the $250,000 to increase the Report on line 1, column (a), the financialbetween financial statement and U.S. reserve account are expenses on E’s income (loss) included on Part I, line 11,income tax depreciation expense as 2010 financial statements but are not for any foreign corporation accounted forgiving rise to temporary differences that deductible for U.S. income tax purposes on the equity method and remove suchwill reverse in future years. C must in 2010. However, the $75,000 decrease amount in column (b) or (c), ascombine all of its depreciation to the reserve is deductible for U.S. applicable. Report the amount ofadjustments. Accordingly, C must report income tax purposes in 2010. In its dividends received and other taxableon Part III, line 25, for its 2010 tax year financial statements, E treats the reserve amounts received or includible fromincome statement depreciation expense account as giving rise to a temporary foreign corporations on lines 2 through 4,of $90,000 in column (a), a temporary difference that will reverse in future tax as applicable.difference of $10,000 in column (b), and years. E must report on Part III, line 26,
U.S. income tax depreciation expense of Bad debt expense, for its 2010 tax year Line 2. Gross Foreign$100,000 in column (d). income statement bad debt expense of Dividends Not Previously Taxed$350,000 in column (a), a temporaryExample 9. Partnership D is a

Except as otherwise provided in thisdifference of ($275,000) in column (b),calendar year partnership that was
paragraph, report on line 2, column (d),and U.S. income tax bad debt expense ofrequired to file Schedule M-3 for its 2009
the amount (before any withholding tax)$75,000 in column (d).tax year and is required to file Schedule
of any foreign dividends included onM-3 for its 2010 tax year. On December
Analysis of Net Income (Loss), line 1,Example 11. Partnership F is a31, 2010, D establishes three reserve
which is found on page 5 of Form 1065,calendar year partnership that wasaccounts in the amount of $100,000 for
and page 4 of Form 1065-B, and reportrequired to file Schedule M-3 for its 2009each account. One reserve account is an
on line 2, column (a), the amount oftax year and is required to file Scheduleallowance for accounts receivable that
dividends from any foreign corporationM-3 for its 2010 tax year. During 2010, Fare estimated to be uncollectible. The
included on Part I, line 11. Do not reportincurs $200 of meals and entertainmentsecond reserve is an estimate of coupons
on line 2 any amounts that must beexpenses that F deducts in computing netoutstanding that may have to be paid.
reported on line 3 or dividends that wereincome per the income statement. $50 ofThe third reserve is an estimate of future
previously taxed and must be reported onthe $200 is subject to the 50% limitationwarranty expenses. In its financial
line 4. (See the instructions below forunder section 274(n). In its financialstatements, D treats the three reserve
lines 3 and 4.) Report withholding taxesstatements, F treats the limitation onaccounts as giving rise to temporary
on Part III, line 30, Other expense/deductions for meals and entertainmentdifferences that will reverse in future
deduction items with differences, or lineas a permanent difference. Becauseyears. The three reserves are expenses
25, Other items with no differences, asmeals and entertainment expenses arein D’s 2010 financial statements but are
applicable.specifically described on Part III, line 6,not deductions for U.S. income tax

Meals and entertainment, F must reportpurposes in 2010. D must not combine For any dividends reported on line 2all of its meals and entertainmentthe Schedule M-3 differences for the that are received on a class of votingexpenses on this line, regardless ofthree reserve accounts. D must report the stock of which the partnership directly orwhether there is a difference. Accordingly,amounts attributable to the allowance for indirectly owned 10% or more of theF must report $200 in column (a), $25 inuncollectible accounts receivable on Part outstanding shares of that class at anycolumn (c), and $175 in column (d). FIII, line 26, Bad debt expense, and must time during the tax year, report on anmust not report the $150 of meals andseparately state and adequately disclose attached supporting schedule for line 2:entertainment expenses that arethe amounts attributable to each of the (a) the name of the dividend payer, (b)deducted in F’s financial statement netother two reserves, coupons outstanding the payer’s EIN (if applicable), (c) theincome and are fully deductible for U.S.and warranty costs, on a required, class of voting stock on which theincome tax purposes on Part II, line 25,attached schedule that supports the dividend was paid, (d) the percentage ofOther items with no differences, nor theamounts on Part III, line 30. D must also the class directly or indirectly owned, and$50 subject to the limitation under sectionprovide a description for each reserve (e) the amounts for columns (a) through274(n) on Part III, line 6.that meets the requirements for Part III, (d).
line 30, discussed earlier under Required
schedules for Part II, line 22, and Part III, Line 3. Subpart F, QEF, and
line 30. In this example, an acceptable Part II. Reconciliation of Similar Income Inclusionsdescription for warranty costs would be:

Report on line 3, column (d), the amountFuture Warranty Expense Reserve. Net Income (Loss) per
included in taxable income under section

Note. There is no need to add the title of Income Statement of 951 (relating to Subpart F), gains or other
the reserve account to the description if income inclusions resulting from electionsPartnership With Incomethe account name for the amount in under sections 1291(d)(2) and 1298(b)(1),
column (a) is already part of the (Loss) per Return and any amount included in taxable
adjustment description. income pursuant to section 1293 (relating

to qualified electing funds). The amount ofExample 10. Partnership E is a Lines 1 Through 9. Additional Subpart F income corresponds to the totalcalendar year partnership that was
Information for Each Entity of the amounts reported by therequired to file Schedule M-3 for its 2009

partnership on line 6, Schedule I, of allFor any item reported on lines 1 or 3tax year and is required to file Schedule
Forms 5471, Information Return of U.S.through 5, attach a supporting scheduleM-3 for its 2010 tax year. On January 2,
Persons With Respect To Certain Foreignthat provides the name of the entity for2010, E establishes an allowance for
Corporations. The amount of qualifiedwhich the item is reported, the entity’suncollectible accounts receivable (bad
electing fund income corresponds to theEIN (if applicable), the type of entitydebt reserve) of $100,000. During 2010,
total of the amounts reported by the(corporation, partnership, etc.), and theE increased the reserve by $250,000 for
partnership on line 3(a), Part II, of allitem amounts for columns (a) through (d).additional accounts receivable that may
Forms 8621, Return by a Shareholder ofSee the instructions for lines 2 and 6become uncollectible. Additionally, during
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a Passive Foreign Investment Company (other than an interest in a disregarded Schedule(s) K-1 received from the
or Qualified Electing Fund. entity), report amounts on line 7 or 8, as pass-through entity (if applicable).

described below:Also include on line 3 passive foreign For each pass-through entity reported1. In column (a), the sum of theinvestment company mark-to-market on line 9, attach a supporting schedulepartnership’s distributive share of incomegains and losses under section 1296. Do that provides that entity’s name, EIN (ifor loss from a U.S. or foreign partnershipnot report such gains and losses on line applicable), the partnership’s end of yearthat is included on Part I, line 11;14. profit-sharing percentage (if applicable),
2. In column (b) or (c), as applicable, the partnership’s end of year loss-sharingLine 4. Gross Foreign the sum of all differences, if any, percentage (if applicable), and theDistributions Previously Taxed attributable to the partnership’s amounts reported by the partnership in

distributive share of income or loss from aReport on line 4, column (a), any column (a), (b), (c), or (d), of line 9, as
U.S. or foreign partnership; anddistributions received from foreign applicable.

corporations that were included on Part I, 3. In column (d), the sum of all
Line 10. Items Relating toline 11, and that were previously taxed for amounts of income, gain, loss, or

U.S. income tax purposes. For example, Reportable Transactionsdeduction attributable to the partnership’s
include in column (a) amounts that are distributive share of income or loss from a Any amounts attributable to any
excluded from taxable income under U.S. or foreign partnership (that is, the reportable transactions (as described in
sections 959 and 1293(c). Remove such sum of all amounts reportable on the Regulations section 1.6011-4) must be
amounts in column (b) or (c), as partnership’s Schedule(s) K-1 received included on line 10 regardless of whether
applicable. Report the full amount of the from the partnership (if applicable)), the difference, or differences, would
distribution before any withholding tax. without regard to any limitations otherwise be reported elsewhere in Part II
Report withholding taxes on Part III, line computed at the partner level (for or Part III. Thus, if a taxpayer files Form
30, Other expense/deduction items with example, limitations on utilization of 8886 for any reportable transaction
differences, or line 25, Other items with charitable contributions, capital losses, described in Regulations section
no differences, as applicable. Since and interest expense). 1.6011-4, the amounts attributable to that
previously taxed foreign distributions are reportable transaction must be reported
not currently taxable, line 4, column (d), is For each partnership reported on line 7 on line 10. In addition, all income and
shaded. (Also, see instructions above for or 8, attach a supporting schedule that expense amounts attributable to a
line 2.) provides the name, EIN (if applicable), reportable transaction must be reported

end of year profit-sharing percentage (if on line 10, columns (a) and (d), even ifLine 5. Income (Loss) From
applicable), end of year loss-sharing there is no difference between theEquity Method U.S. percentage (if applicable), and the financial statement amounts and the taxCorporations amount reported in column (a), (b), (c), or return amounts.

Report on line 5, column (a), the financial (d) of lines 7 or 8, as applicable. Each difference attributable to a
income (loss) included on Part I, line 11, reportable transaction must be separatelyExample 12.  U.S. partnership H is afor any U.S. corporation accounted for on stated and adequately disclosed. Acalendar year partnership that wasthe equity method and remove such partnership will be considered to haverequired to file Schedule M-3 for its 2009amount in column (b) or (c), as separately stated and adequatelytax year and is required to file Scheduleapplicable. Report on line 6 the amount of disclosed a reportable transaction on lineM-3 for its 2010 tax year. H has andividends received from any U.S. 10 if the partnership sequentially numbersinvestment in a U.S. partnership USP. Hcorporations. each Form 8886 and lists by statementprepares financial statements in

number (shown on line A of Form 8886)Line 6. U.S. Dividends accordance with GAAP. For its 2010 tax
on the supporting schedule for line 10year, H’s financial statement net incomeReport on line 6, column (a), the amount each sequentially numbered reportableincludes $10,000 of income attributable toof dividends included on Part I, line 11, transaction and the amounts required forits share of USP’s net income. H’sthat were received from any U.S. line 10, columns (a) through (d).Schedule K-1 from USP reports $5,000 ofcorporation. Report on line 6, column (d),

Instead of satisfying the requirementsordinary income, $7,000 of long-termthe amount of any U.S. dividends
of the preceding paragraph, a partnershipcapital gains, $4,000 of charitableincluded in taxable income on Analysis of
will be considered to have separatelycontributions, and $200 of section 179Net Income (Loss), line 1, which is found
stated and adequately disclosed aexpense. H must report on line 7 $10,000on page 5 of Form 1065, and page 4 of
reportable transaction if the partnershipin column (a), a permanent difference ofForm 1065-B.
attaches a supporting schedule that($2,200) in column (c), and $7,800 inFor any dividends reported on line 6 provides the following for each reportablecolumn (d).that are received on classes of voting transaction:

stock in which the partnership directly or Line 9. Income (Loss) From 1. A description of the reportableindirectly owned 10% or more of the Other Pass-Through Entities transaction disclosed on Form 8886 foroutstanding shares of that class at any
which amounts are reported on line 10;For any interest in a pass-through entitytime during the tax year, report on an

2. The name and reportable(other than an interest in a partnershipattached supporting schedule for line 6:
transaction or tax shelter registrationreportable on line 7 or 8, as applicable)(1) the name of the dividend payer, (2)
number, if applicable, as reported on linesowned by the U.S. partnership (other thanthe payer’s EIN (if applicable), (3) the
1a and 1c, respectively, of Form 8886;an interest in a disregarded entity), reportclass of voting stock on which the
andthe following on line 9:dividend was paid, (4) the percentage of

3. The type of reportable transactionthe class directly or indirectly owned, and 1. In column (a), the sum of the (that is, listed transaction, confidential(5) the amounts for columns (a) through partnership’s distributive share of income transaction, transaction with contractual(d). or loss from the pass-through entity that is protection, etc.) as reported on line 2 ofincluded on Part I, line 11; Form 8886.Line 7. Income (Loss) From U.S.
2. In column (b) or (c), as applicable,Partnerships and the sum of all differences, if any, If a transaction is a listed transactionLine 8. Income (Loss) From attributable to the pass-through entity; described in Regulations section

Foreign Partnerships and 1.6011-4(b)(2), the description also must
For any interest owned by the partnership 3. In column (d), the sum of all taxable include the published guidance number
that is treated as an investment in a amounts of income, gain, loss, or shown on line 3 of Form 8886. In addition,
partnership for U.S. income tax purposes deduction reportable on the partnership’s if the reportable transaction involves an
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investment in the transaction through and (b) reports the applicable amounts accounting. L uses an overall cash
another entity such as a partnership, the required for line 10, columns (a) through method of accounting for U.S. income tax
description must include the name and (d). Alternatively, the transaction will be purposes. L’s financial statements for the
EIN (if applicable) of that entity as adequately disclosed if the supporting year ending December 31, 2010, report
reported on line 5 of Form 8886. statement for line 10 includes a accounts receivable of $35,000, an

description of the transaction, the name allowance for bad debts of $10,000, and
and reportable transaction number, if any, accounts payable of $17,000 related toExample 13. Partnership J is a
and the type of reportable transaction current year acquisition andcalendar year partnership that was
disclosed on Form 8886. reorganization legal and accounting fees.required to file Schedule M-3 for its 2009

In addition, for L’s year ending Decembertax year and is required to file Schedule
Line 11. Interest income 31, 2010, L reported financial statementM-3 for its 2010 tax year. J incurred

depreciation expense of $15,000 andseven different abandonment losses Attach Form 8916-A. Complete Part II
depreciation for U.S. income tax purposesduring its 2010 tax year. One loss of $12 and enter the amounts shown on line 6,
of $25,000. For L’s 2010 tax year usingmillion results from a reportable columns (a) through (d), on Schedule
an overall cash method of accounting, Ltransaction described in Regulations M-3, line 11, columns (a) through (d), as
does not recognize the $35,000 ofsection 1.6011-4(b)(5), another loss of $5 applicable.
revenue attributable to the accountsmillion results from a reportable

Report on line 11, column (a), the total receivable, cannot deduct the $10,000transaction described in Regulations
amount of interest income included on allowance for bad debt, and cannotsection 1.6011-4(b)(4), and the remaining
Part I, line 11, and report on line 11, deduct the $17,000 of accounts payable.five abandonment losses are not
column (d), the total amount of interest In its financial statements, L treats bothreportable transactions. J discloses the
income included on Analysis of Net the difference in overall accountingreportable transactions giving rise to the
Income (Loss), line 1, which is found on methods used for financial statement and$12 million and $5 million losses on
page 5 of Form 1065, and page 4 of Form U.S. income tax purposes and theseparate Forms 8886 and sequentially
1065-B, that is not required to be reported difference in depreciation expense asnumbers them X1 and X2, respectively. J
elsewhere on Schedule M-3. In columns temporary differences. L must combine allmust separately state and adequately
(b) or (c), as applicable, adjust for any adjustments attributable to the differencesdisclose the $12 million and $5 million
amounts treated for U.S. income tax related to the overall accounting methodslosses on line 10. The $12 million loss
purposes as interest income that are on line 12. As a result, L must report onand the $5 million loss will be adequately
treated as some other form of income for line 12, $8,000 in column (a) ($35,000 -disclosed if J attaches a supporting
financial accounting purposes, or vice $10,000 - $17,000), ($8,000) in columnschedule for line 10 that lists each of the
versa. For example, adjustments to (b), and zero in column (d). L must notsequentially numbered forms, Form
interest income resulting from report the accrual to cash adjustment8886-X1 and Form 8886-X2, and with
adjustments made in accordance with attributable to the legal and accountingrespect to each reportable transaction
instructions for line 16, Sale versus lease, fees on Part III, line 18, Current yearreports the appropriate amounts required
should be made in columns (b) and (c) of acquisition/reorganization legal andfor line 10, columns (a) through (d).
line 11. accounting fees. Because the differenceAlternatively, J’s disclosures will be

in depreciation expense does not relate toadequate if the description provided for Do not report on line 11 amounts
the use of the cash or accrual method ofeach loss on the supporting schedule reported in accordance with instructions
accounting, L must report theincludes the names and reportable for lines 7, 8, 9, 10, and 20.
depreciation difference on Part III, line 25,transaction or tax shelter registration
Depreciation, and report $15,000 innumbers, if any, disclosed on the Line 12. Total Accrual to Cash
column (a), $10,000 in column (b), andapplicable Form 8886, identifies the type Adjustment
$25,000 in column (d).of reportable transaction for the loss, and This line is completed by a partnershipreports the appropriate amounts required that prepares financial statements (orfor line 10, columns (a) through (d). J Line 13. Hedging Transactionsbooks and records, if permitted) using anmust report the losses attributable to the overall accrual method of accounting and Report on line 13, column (a), the netother five abandonment losses on line uses an overall cash method of gain or loss from hedging transactions on21e, regardless of whether a difference accounting for U.S. income tax purposes Part I, line 11. Report in column (d) theexists for any or all of those abandonment (or vice versa). With the exception of amount of taxable income from hedginglosses. amounts required to be reported on line transactions as defined in section

10, the partnership must report on line 12 1221(b)(2). Use columns (b) and (c) toExample 14. Partnership K is a a single amount net of all adjustments report all differences caused by treatingcalendar year partnership that was attributable solely to the use of the hedging transactions differently forrequired to file Schedule M-3 for its 2009 different overall methods of accounting financial accounting purposes and fortax year and is required to file Schedule (for example, adjustments related to U.S. income tax purposes. For example, ifM-3 for its 2010 tax year. K enters into a accounts receivable, accounts payable, a portion of a hedge is consideredtransaction with contractual protection compensation, accrued liabilities, etc.), ineffective under GAAP but still is a validthat is a reportable transaction described regardless of whether a separate line on hedge under section 1221(b)(2), thein Regulations section 1.6011-4(b)(4). Schedule M-3 corresponds to an item difference must be reported on line 13.This reportable transaction is the only within the accrual to cash reconciliation. The hedge of a capital asset, which is notreportable transaction for K’s 2010 tax Differences not attributable to the use of a valid hedge for U.S. income taxyear and results in a $7 million capital the different overall methods of purposes but may be considered a hedgeloss for both financial accounting accounting must be reported on the for GAAP purposes, must also bepurposes and U.S. income tax purposes. appropriate lines of Schedule M-3 (for reported here.Although the transaction does not result example, a depreciation difference mustin a difference, K is required to report on be reported on Part III, line 25). Report hedging gains and lossesline 10 the following amounts: ($7 million)
computed under the mark-to-marketin column (a), zero in columns (b) and (c), Example 15. Partnership L is a
method of accounting on line 13 and notand ($7 million) in column (d). The calendar year partnership that was
on line 14.transaction will be adequately disclosed if required to file Schedule M-3 for its 2009

K attaches a supporting schedule for line tax year and is required to file Schedule
10 that (a) sequentially numbers the Form M-3 for its 2010 tax year. L prepares Report any gain or loss from inventory
8886 and refers to the financial statements in accordance with hedging transactions on line 13 and not
sequentially-numbered Form 8886-X1 GAAP using an overall accrual method of on line 15.
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financial accounting purposes and (c) of lines 11 and 16, and Part III, line 25,Line 14. Mark-to-Market Income
$70,000 for U.S. income tax purposes. as applicable, to report the differences(Loss)
C’s total annual depreciation expense for between columns (a) and (d).

Report on line 14 any amount its 2010 tax year for the other five assets Example 17. Partnership M sells andrepresenting the mark-to-market income is $40,000 for financial accounting leases property to customers. M is aor loss for any securities held by a dealer purposes and $30,000 for U.S. income calendar year partnership that wasin securities, a dealer in commodities tax purposes. In addition, C incurs $200 required to file Schedule M-3 for its 2009having made a valid election under of meals and entertainment expenses that tax year and is required to file Schedulesection 475(e), or a trader in securities or C deducts in computing net income for M-3 for its 2010 tax year. For financialcommodities having made a valid election financial accounting purposes. All $200 of accounting purposes, M accounts forunder section 475(f). “Securities” for the meals and entertainment expenses is each transaction as a sale. For U.S.these purposes are securities described subject to the 50% limitation under income tax purposes, each of M’sin section 475(c)(2) and section 475(e)(2). section 274(n). In its financial statements, transactions must be treated as a lease.“Securities” do not include any items C treats the $50,000 depreciation and In its financial statements, M treats thespecifically excluded from sections $100 of the meals and entertainment as difference in the financial accounting and475(c)(2) and 475(e)(2), such as certain other costs in computing cost of goods the U.S. income tax treatment of thesecontracts to which section 1256(a) sold. C must include on Form 8916-A and transactions as temporary. During 2010,applies. on line 15, in column (a), the $50,000 of M reports in its financial statementsReport hedging gains and losses depreciation and $100 of meals and $1,000 of sales and $700 of cost of goodscomputed under the mark-to-market entertainment. C must also include a sold with respect to 2010 leasemethod of accounting on line 13, Hedging temporary difference of $20,000 in transactions. M receives periodictransactions, and not on line 14. column (b), a permanent difference of payments of $500 in 2010 with respect to($50) in column (c), and $70,050 in these 2010 transactions and similarLine 15. Cost of Goods Sold column (d) ($70,000 depreciation and $50 transactions from prior years and treatsReport on line 15 any amounts deducted meals.) In addition, C must report on Part $400 as principal and $100 as interestas part of cost of goods sold during the III, line 25, for its 2010 tax year income income. For financial accountingtax year, regardless of whether the statement, depreciation expense of purposes, M reports gross profit of $300amounts would otherwise be reported $40,000 in column (a), a temporary ($1,000 − $700) and interest income ofelsewhere in Part II or Part III. However, difference of ($10,000) in column (b), and $100 from these transactions. For U.S.do not report the items mentioned in the $30,000 in column (d); and on Part III, line income tax purposes, M reports $500 ofnext paragraph on line 15. Examples of 6, meals and entertainment expense of gross rental income (the periodicamounts that must be included on line 15 $100 in column (a), a permanent payments) and (based on other facts)are amounts attributable to inventory difference of ($50) in column (c), and $50 $200 of depreciation deduction on thevaluation, such as amounts attributable to in column (d). All other cost of goods sold property. On its 2010 Schedule M-3, Mcost-flow assumptions, additional costs items would be added to the amounts must report on line 11, $100 in columnrequired to be capitalized (including included on line 15, detailed in this (a), ($100) in column (b), and zero indepreciation) such as section 263A costs, example, and reported on Form 8916-A column (d). In addition, M must report oninventory shrinkage accruals, inventory and on line 15 in the appropriate columns. line 16, $300 of gross profit in column (a),obsolescence reserves, and lower of cost
$200 in column (b), and $500 of grossLine 16. Sale Versus Lease (foror market (LCM) write-downs.
rental income in column (d). Lastly, MSellers and/or Lessors)Note. The entries in columns (a) and (d) must report on Part III, line 25, $200 in

are negative amounts. Note. Also see the instructions at Part columns (b) and (d).
III, line 28, Purchase Versus Lease (forDo not report the following on line 15
Purchasers and/or Lessees), on page 17. Line 17. Section 481(a)or on Form 8916-A:

Adjustments• Amounts reportable on line 10; Asset transfer transactions with
• Any gain or loss from inventory hedging With the exception of a section 481(a)periodic payments characterized for
transactions reportable on line 13; adjustment that is required to be reportedfinancial accounting purposes as either a
• Amounts reportable on line 16; on Part I, line 10, for reportablesale or a lease may, under some
• Amounts reportable on line 19; transactions, any difference between ancircumstances, be characterized as the
• Mark-to-market income or (loss) income or expense item attributable to anopposite for tax purposes. If the
associated with the inventories of dealers authorized (or unauthorized) change intransaction is treated as a lease, the
in securities under section 475 reportable method of accounting made for U.S.seller/lessor reports the periodic
on line 14; income tax purposes that results in apayments as gross rental income and
• Section 481(a) adjustments related to section 481(a) adjustment must bealso reports depreciation expense or
cost of goods sold or inventory valuation reported on line 17, regardless of whetherdeduction. If the transaction is treated as
reportable on line 17; a separate line for that income ora sale, the seller/lessor reports gross
• Fines and penalties reportable on Part expense item exists in Part II or Part III.profit (sale price less cost of goods sold)
III, line 7; from the sale of assets and reports the Example 18. Partnership N is a• Judgments, damages, awards, and periodic payments as payments of calendar year partnership that wassimilar costs, reportable on Part III, line 8; principal and interest income. required to file Schedule M-3 for its 2009and

On line 16, column (a), report the tax year and is required to file Schedule• Amounts included on Part III, line 28,
gross profit or gross rental income for M-3 for its 2010 tax year. N wasPurchase versus lease.
financial accounting purposes for all sale depreciating certain fixed assets over an

Important. Complete and attach Form or lease transactions that must be given erroneous recovery period and, effective
8916-A, Part I, for each item listed on line the opposite characterization for tax for its 2010 tax year, N receives IRS
15 in columns (a) through (d). purposes. On line 16, column (d), report consent to change its method of

Example 16. Partnership C is a the gross profit or gross rental income for accounting for the depreciable fixed
calendar year partnership that placed in federal income tax purposes. Interest assets and begins using the proper
service ten depreciable fixed assets in income amounts for such transactions recovery period. The change in method of
2002. C was required to file Schedule M-3 must be reported on line 11, in column (a) accounting results in a positive section
for its 2009 tax year and is required to file or (d), as applicable. Depreciation 481(a) adjustment of $100,000 that is
Schedule M-3 for its 2010 tax year. C’s expense for such transactions must be required to be spread over four tax years,
total depreciation expense for its 2010 tax reported on Part III, line 25, in column (a) beginning with the 2010 tax year. In its
year for five of the assets is $50,000 for or (d), as applicable. Use columns (b) and financial statements, N treats the section
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481(a) adjustment as a temporary pass-through entity (for example, on Line 22. Other Income (Loss)
difference. N must report on line 17 Schedule K-1) that are included in the net Items With Differences
$25,000 in columns (b) and (d) for its income (loss) of the partnership reported

Separately state and adequately disclose2010 tax year and each of the on Part I, line 11. Reverse the amount
on line 22 all items of income (loss) withsubsequent three tax years (unless N is reported in column (a) in column (b) or
differences that are not otherwise listedotherwise required to recognize the (c), as applicable. The corresponding
on lines 1 through 21. Attach a scheduleremainder of the 481(a) adjustment gains and losses for U.S. income tax
that describes and itemizes the type ofearlier). N must not report the section purposes are reported on lines 21b
income (loss) and the amount of each481(a) adjustment on Part III, line 25. through 21g, as applicable.
item and provides a description that

Line 21b. Gross Capital Gains states the income (loss) name for bookLine 18. Unearned/Deferred
purposes for the amount recorded inFrom Schedule D, ExcludingRevenue
column (a) and describes the adjustmentAmounts From Pass-ThroughReport on line 18, column (a), amounts of being recorded in column (b) or (c). TheEntitiesrevenues included on Part I, line 11, that entire description completes the taxwere deferred from a prior financial Report on line 21b gross capital gains description for the amount included inaccounting year. Report on line 18, reported on Schedule D, Capital Gains column (d) for each item separatelycolumn (d), amounts of revenues and Losses, excluding capital gains from stated on this line.recognizable for U.S. income tax pass-through entities, which must be

The attached schedule should havepurposes in the current tax year that are reported on lines 7, 8, or 9, as applicable.
five columns. The first column has therecognized for financial accounting

Line 21c. Gross Capital Losses description for the next four columns. Thepurposes in a different year. Also report
second column is column (a), incomeFrom Schedule D, Excludingon line 18, column (d), any amount of
(loss) per income statement. The thirdrevenues reported on line 18, column (a), Amounts From Pass-Through
column is column (b), temporarythat are recognizable for U.S. income tax Entities, Abandonment Losses,
difference. The fourth column is columnpurposes in the current tax year. Use and Worthless Stock Losses (c), permanent difference. The fifthcolumns (b) and (c) of line 18, as

Report on line 21c gross capital losses column is column (d), income (loss) perapplicable, to report differences between
reported on Schedule D, excluding capital tax return. Every item listed on thecolumns (a) and (d).
losses from (a) pass-through entities, attached schedule for line 22 must alwaysLine 18 must not be used to report which must be reported on lines 7, 8, or 9, have columns (a) + (b) + (c) = (d). Eachincome recognized from long-term as applicable; (b) abandonment losses, item with amounts in columns (a), (b), (c),contracts. Instead, use line 19. which must be reported on line 21e; and and (d) will be totaled and included as
(c) worthless stock losses, which must be one line on line 22.Line 19. Income Recognition reported on line 21f.From Long-Term Contracts If any “comprehensive income” as
Line 21d. Net Gain/Loss defined by Statement of FinancialReport on line 19 the amount of net

Accounting Standards (SFAS) No. 130 isReported on Form 4797, Lineincome or loss for financial statement
reported on this line, describe the item(s)17, Excluding Amounts Frompurposes (or books and records, if
in detail. Examples of sufficiently detailedapplicable) or U.S. income tax purposes Pass-Through Entities,
descriptions include “Foreign currencyfor any contract accounted for under a Abandonment Losses, and translation adjustments - comprehensivelong-term contract method of accounting. Worthless Stock Losses income” and “Gains and losses on

Line 20. Original Issue Discount Report on line 21d the net gain or loss available-for-sale securities -
reported on line 17 of Form 4797, Sales comprehensive income.”and Other Imputed Interest
of Business Property, excluding amountsReport on line 20 any amounts of original Line 23. Total Income (Loss)from (a) pass-through entities, which mustissue discount (OID) and other imputed Itemsbe reported on lines 7, 8, or 9, asinterest. The term “original issue discount
applicable; (b) abandonment losses, Combine lines 1 through 22 and enter theand other imputed interest” includes, but
which must be reported on line 21e; and total on line 23.is not limited to:
(c) worthless stock losses, which must be Note. Line 15, Cost of goods sold,1. The excess of a debt instrument’s reported on line 21f.

columns (a) and (d), are negativestated redemption price at maturity over
Line 21e. Abandonment Losses amounts that will affect the totals enteredits issue price, as determined under

on line 23.section 1273; Report on line 21e any abandonment
2. Amounts that are imputed interest losses, regardless of whether the loss is Line 24. Total Expense/on a deferred sales contract under characterized as an ordinary loss or a

Deduction Itemssection 483; capital loss.
3. Amounts treated as interest or OID Report on line 24, columns (a) throughLine 21f. Worthless Stockunder the stripped bond rules under (d), as applicable, the negative of the

Lossessection 1286; and amounts reported on Part III, line 31,
4. Amounts treated as OID under the Report on line 21f any worthless stock columns (a) through (d). For example, if

below-market interest rate rules under loss, regardless of whether the loss is Part III, line 31, column (a), reflects an
section 7872. characterized as an ordinary loss or a amount of $1 million, then report on line

capital loss. Attach a schedule that 24, column (a), ($1 million). Similarly, if
separately states and adequately Part III, line 31, column (b), reflects anLine 21a. Income Statement
discloses each transaction that gives rise amount of ($50,000), then report on lineGain/Loss on Sale, Exchange,
to a worthless stock loss and the amount 24, column (b), $50,000.Abandonment, Worthlessness,
of each loss.or Other Disposition of Assets Line 25. Other Items With No
Line 21g. Other Gain/Loss onOther Than Inventory and Differences
Disposition of Assets OtherPass-Through Entities If there is no difference between the
Than InventoryReport on line 21a, column (a), all gains financial accounting amount and the

and losses on the disposition of assets Report on line 21g any gains or losses taxable amount of an entire item of
except for (a) gains and losses on the from the sale or exchange of property income, gain, loss, expense, or deduction
disposition of inventory, and (b) gains and other than inventory that are not reported and the item is not described or included
losses allocated to the partnership from a on lines 21b through 21f. on lines 1 through 22, or Part III, lines 1
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through 30, report the entire amount of of amounts reportable on line 5 include damages, awards, settlements, and
the item in columns (a) and (d) of line 25. expense/deduction items attributable to similar costs, however named or
If a portion of an item of income, loss, options to acquire capital interest units, classified, included in financial accounting
expense, or deduction has a difference profits interest units, and other rights to income, regardless of whether the
and a portion of the item does not have a acquire partnership equity, regardless of amount deducted was attributable to an
difference, do not report any portion of the whether such payments are made to estimate of future anticipated payments or
item on line 25. Instead, report the entire employees or non-employees, or as actual payments. Also report on line 8,
amount of the item (that is, both the payment for property or compensation for column (a), the reversal of any
portion with a difference and the portion services. overaccrual of any amount described in
without a difference) on the applicable this paragraph.Line 6. Meals andline of lines 1 through 22, or Part III, lines Report on line 8, column (d), any suchEntertainment1 through 30. See Example 11 on page amounts described in the preceding
10. Report on line 6, column (a), any amounts paragraph that are includible in taxable

paid or accrued by the partnership during income, regardless of the financialLine 26. Reconciliation Totals. the tax year for meals, beverages, and accounting period in which such amountsCombine lines 23 through 25 entertainment that are accounted for in were or are included in financial
financial accounting income, regardless of If a partnership chooses not to complete accounting net income. Complete
the classification, nomenclature, orcolumns (a) and (d) of Parts II and III in columns (b) and (c), as appropriate.
terminology used for such amounts, andthe first tax year the partnership is Do not report on line 8 amountsregardless of how or where such amountsrequired to file Schedule M-3 (or for any required to be reported in accordanceare classified in the partnership’s financialyear in which the partnership voluntarily with instructions for line 7.income statement or the income andfiles Schedule M-3), line 26 is reconciled

Do not report on line 8 amountsexpense accounts maintained in theby the partnership in the following
recovered from insurers or any otherpartnership’s books and records. Reportmanner:
indemnitors for any judgments, damages,only amounts not otherwise reportable1. Report the amount from Part I, line awards, or similar costs described above.elsewhere on Schedule M-3, Parts II and11, on line 26, column (a);

III (for example, Part II, line 15).2. Leave blank lines 1 through 25, Line 9. Guaranteed Payments
columns (a) and (d); Include on line 9, column (a), the amountLine 7. Fines and Penalties

3. Leave blank Part III, columns (a) of guaranteed payments expense that isReport on line 7 any fines or similarand (d); and included on Part I, line 11. Report inpenalties paid to a government or other4. Report on line 26, column (d), the column (d) the net amount of guaranteedauthority for the violation of any law forsum of line 26, columns (a), (b), and (c). payments deduction. The net amount ofwhich fines or penalties are assessed. All
the deduction reported in column (d) isfines and penalties expensed in financial
the amount reported as a deduction onaccounting income (paid or accrued) must
Form 1065, page 1, line 10, or on Formbe included on line 7, column (a),Part III. Reconciliation of
1065-B, page 1, line 13, reduced by theregardless of the government or otherNet Income (Loss) per amount reported as income on Scheduleauthority that imposed the fines or
K (Form 1065), line 4, or Schedule Kpenalties, regardless of whether the finesIncome Statement of (Form 1065-B), line 7. The net amount ofand penalties are civil or criminal,
the guaranteed payments reported inPartnerships With Income regardless of the classification,
column (d) will be zero if no guaranteednomenclature, or terminology used for the(Loss) per Return — payments are capitalized and all arefines or penalties by the imposing
deducted on Form 1065, page 1, line 10,Expense/Deduction Items authority in its actions or documents, and
or Form 1065-B, page 1, line 13, or aregardless of how or where the fines or
negative amount (reported inNote. Expense amounts that reduce penalties are classified in the
parentheses), if any of the guaranteedfinancial income must be reported on Part partnership’s financial income statement
payments are capitalized by theIII, column (a), as positive amounts. or the income and expense accounts
partnership. Generally, if guaranteedDeduction amounts that reduce taxable maintained in the partnership’s books and
payments expense is recognized forincome must be reported on Part III, records. Also report on line 7, column (a),
financial accounting purposes, thecolumn (d), as positive amounts. Amounts the reversal of any overaccrual of any
amount reported in column (c) as areported on Part II, line 24, must be the amount described in this paragraph. See
permanent difference will be the negativenegative of the amounts reported on Part sections 162(f) and 162(g) for additional
of the guaranteed payment incomeIII, line 31. guidance.
reported on Schedule K (Form 1065), line

Report on line 7, column (d), any suchLines 1 Through 4. Income Tax 4, or Schedule K (Form 1065-B), line 7. If
amounts described in the preceding no guaranteed payment expense isExpense paragraph that are includible in taxable recognized for financial accountingIf the partnership does not distinguish income, regardless of the financial purposes, the amount reported in columnbetween current and deferred income tax accounting period in which such amounts (c) as a permanent difference generallyexpense in its financial statements (or its were or are included in financial will be zero. Any amount of guaranteedbooks and records, if applicable), report accounting net income. Complete payments capitalized for tax purposes onincome tax expense as current income columns (b) and (c), as appropriate. Form 1065 or Form 1065-B, page 1, buttax expense using lines 1 and 3, as

not capitalized for financial accountingDo not report on line 7 amountsapplicable.
purposes, generally will be reported as arequired to be reported in accordance
negative temporary difference amount inwith instructions for line 8.Line 5. Equity-Based
column (b).Compensation Do not report on line 7 amounts

Example 19.recovered from insurers or any otherReport on line 5 any amounts for
indemnitors for any fines and penaltiesequity-based compensation or 1. Partnership AZ has total income in
described above.consideration that are reflected as 2010 of $5,000 for both financial

expense for financial accounting accounting and tax accounting purposesLine 8. Judgments, Damages,purposes (column (a)) or deducted in the before taking into account guaranteed
Awards, and Similar CostsU.S. income tax return (column (d)) other payments expense or deductions. Partner

than amounts reportable elsewhere on Report on line 8, column (a), the amount A is paid a deductible guaranteed
Schedule M-3, Parts II and III. Examples of any estimated or actual judgments, payment of $3,000 for services rendered
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to the partnership during the taxable year. Line 12. Deferred Line 18. Current Year
Partner Z is paid a $1,000 guaranteed Compensation Acquisition/Reorganization
payment, which is capitalized to land for Legal and Accounting FeesReport on line 12, column (a), any
tax accounting. Both guaranteed compensation expense included in the Report on line 18 any legal andpayments, in the total amount of $4,000, net income (loss) amount reported on accounting fees paid or incurred inare treated as expenses in arriving at net Part I, line 11, that is not deductible for connection with a taxable or tax-freefinancial accounting income. There are no U.S. income tax purposes in the current acquisition of property (for example,
other expenses or deductions for financial tax year and that was not reported ownership interests or assets) or a
accounting or tax accounting purposes. elsewhere on Schedule M-3, column (a). tax-free reorganization not otherwise
The amount shown on Part I, line 11, Net Report on line 12, column (d), any reportable on Schedule M-3 (for example,
income (loss) per income statement of the compensation deductible in the current line 15 or 16). Report on this line any
partnership, is $1,000 ($5,000 − $3,000 − tax year that was not included in the net legal and accounting fees paid or incurred
$1,000 = $1,000). The amount shown on income (loss) amount reported on Part I, at any stage of the acquisition or
line 9, column (a), is $4,000, the amount line 11, for the current tax year and that is reorganization process including, for

not reportable elsewhere on Scheduleof guaranteed payments expenses for example, fees paid or incurred to evaluate
M-3, including any compensationfinancial accounting purposes. The whether to investigate an acquisition, fees
deductions deferred in a prior tax year.amount shown on line 9, column (d), is to conduct an actual investigation, and
For example, report originations and($1,000), the net amount deducted after fees to consummate the acquisition or
reversals of deferred compensation reorganization.taking into consideration the $4,000 of
subject to section 409A on line 12.total guaranteed payments allocated to

Line 19. Amortization/the partners as income on Schedule K, Line 14. Charitable Contribution
netted against $3,000 deducted on Form Impairment of Goodwillof Intangible Property
1065, page 1, line 10. The amount Report on line 19 amortization of goodwillReport on line 14 any charitablereported on line 9, column (b), is a or amounts attributable to the impairmentcontribution of intangible property, fortemporary difference of ($1,000), the of goodwill.example, contributions of:negative of the amount of guaranteed • Intellectual property, patents (includingpayments capitalized for Form 1065, Line 20. Amortization ofany amounts of additional contributionspage 1. The amount reported on line 9, Acquisition, Reorganization,allowable by virtue of income earned by
column (c), is a permanent difference of and Start-Up Costsdonees subsequent to the year of
($4,000), equal to the guaranteed donation), copyrights, trademarks; Report on line 20 amortization ofpayment income shown on Schedule K • Securities (including stocks and their acquisition, reorganization, and start-up(Form 1065), line 4, or Schedule K (Form derivatives, stock options, and bonds); costs. For purposes of columns (b), (c),1065-B), line 7, expressed as a negative • Conservation easements (including and (d), include amounts amortizable
amount. Part II, line 23, reports $5,000 in scenic easements or air rights); under section 167 or 195.
column (a), 0 in column (b), 0 in column • Railroad rights of way;
(c), and $5,000 in column (d). Part II, line • Mineral rights; and Line 21. Other Amortization or
24, reports ($4,000) in column (a), $1,000 • Other intangible property. Impairment Write-Offsin column (b), $4,000 in column (c), and

Line 15. Organizational Report on line 21 any amortization or$1,000 in column (d). Part II, line 26,
impairment write-offs not otherwiseExpenses as per Regulationsreports $1,000 in column (a), $1,000 in
includible on Schedule M-3.section 1.709-2(a)column (b), $4,000 in column (c), and

$6,000 in column (d). Include on line 15, column (a), Line 22. Section 198organizational expenses as defined in2. Same facts as in Example 19.1, Environmental RemediationRegulations section 1.709-2(a). Includeexcept that no guaranteed payments
Costson line 15, column (d), the amount ofexpense is recognized for financial

organizational expense deducted per Report on line 22, column (a), anyaccounting purposes. The amount shown
section 709(b). amounts attributable to environmentalon Part I, line 11, is $5,000. On line 9, AZ

remediation costs included on Part I, linereports 0 in column (a), ($1,000) in Line 16. Syndication Expenses 11. Report in columns (b), (c), and (d), ascolumn (b), 0 in column (c), and ($1,000) as per Regulations section applicable, any deductible amountsin column (d). Part II, line 23, reports 0 in
1.709-2(b) attributable to environmental remediationcolumn (a), $1,000 in column (b), 0 in

costs described in section 198 that areInclude on line 16 syndication expensescolumn (c), and $1,000 in column (d). On
paid or incurred during the current taxas defined in Regulations sectionPart II, line 25, AZ reports $5,000 in
year.1.709-2(b).column (a), $1,000 in column (b), 0 in

column (c), and $6,000 in column (d). Line 17. Current Year Line 23a. Depletion—Oil & Gas
Acquisition/Reorganization Report on line 23a, column (a), any oil

Line 10. Pension and Investment Banking Fees and gas depletion included on Part I, line
Profit-Sharing Report on line 17 any investment banking 11.

fees paid or incurred in connection with aReport on line 10 any amounts
Note. Form 1065-B reports oil and gastaxable or tax-free acquisition of propertyattributable to the partnership’s pension
depletion on line 23b.(for example, ownership interests orplans, profit-sharing plans, and any other

assets) or a tax-free reorganization notretirement plans. Line 23b. Depletion—Otherotherwise reportable on Schedule M-3
(for example, line 15 or 16). Report on than Oil & GasLine 11. Other Post-Retirement
this line any investment banking fees paid Report on line 23b any depletionBenefits or incurred at any stage of the acquisition expense/deduction other than oil and gasReport on line 11 any amounts or reorganization process including, for that is not required to be reported

attributable to other post-retirement example, fees paid or incurred to evaluate elsewhere on Schedule M-3 (for example,
benefits not otherwise includible on line whether to investigate an acquisition, fees on Part II, lines 7, 8, 9, or 15).
10 (for example, retiree health and life to conduct an actual investigation, and
insurance coverage, dental coverage, fees to consummate the acquisition or Note. Form 1065-B reports oil and gas
etc.). reorganization. depletion on line 23b.
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purchase or a lease may, under some recognized and reported as section 174Line 24. Intangible Drilling and
circumstances, be characterized as the research and experimental expendituresDevelopment Costs (IDC)
opposite for tax purposes. consistent with the partnership’s adopted

Intangible Drilling and Development Costs method of accounting for suchIf a transaction is treated as a lease,(IDC) are costs of developing oil, gas, or expenditures. In column (c), asthe purchaser/lessee reports the periodicgeothermal wells. Report on line 24, applicable, include any adjustments forpayments as gross rental expense. If thecolumn (a), the total amount of intangible any amounts treated for U.S. income taxtransaction is treated as a purchase, thedrilling and development costs (or such purposes as research or experimentalpurchaser/lessee reports the periodicequivalent costs as classified in the expenditures that are treated as somepayments as payments of principal andpartnership’s financial statements) other form of expense for financialinterest and also reports depreciationincluded on Part I, line 11, and report on accounting purposes, or vice versa.expense or deduction with respect to theline 24, column (d), the total amount of Report any difference in timingpurchased asset.IDC paid or incurred during the current recognition in column (b). For example, if
tax year under section 263(c) and Report in column (a) gross rent the partnership’s financial accounting
Regulations section 1.612-4. expense for a transaction treated as a method does not specify otherwise,

lease for financial accounting purposes column (b) adjustments includeLine 25. Depreciation
but as a sale for U.S. income tax adjustments for timing differencesReport on line 25 any depreciation purposes. Report in column (d) gross between financial and tax accounting forexpense/deduction that is not required to rental deductions for a transaction treated deferral and amortization of researchbe reported elsewhere on Schedule M-3 as a lease for U.S. income tax purposes expenditures, section 59(e) election,(for example, on Part II, lines 7, 8, 9, or but as a purchase for financial accounting reduction of section 174 expenditures15). purposes. Report interest expense or under section 280C or section 482, costs
deduction amounts for such transactionsLine 26. Bad Debt Expense attributable to obtaining a patent,
on line 27, in column (a) or (d), as research in social sciences, and costReport on line 26, column (a), any applicable. Report depreciation expense elements for property of a characteramounts attributable to an allowance for or deductions for such transactions on subject to depreciation.uncollectible accounts receivable or line 25, in column (a) or (d), as applicable.actual write-offs of accounts receivable Section 174 provides two methods forUse columns (b) and (c) of lines 25, 27,included on Part I, line 11. Report in treating research and experimentaland 28, as applicable, to report thecolumn (d), the amount of bad debt expenditures paid or incurred by adifferences between column (a) and (d)expense deductible for federal income tax taxpayer in connection with the taxpayer’sfor such recharacterized transactions.purposes under section 166. trade or business. These expenditures

Example 20. U.S. partnership X may be treated as expenses notLine 27. Interest Expense acquired property in a transaction that, for chargeable to capital account and
Attach Form 8916-A. Complete Part III financial accounting purposes, X treats as deducted in the year in which they are
and enter the amounts shown on line 5, a lease. X is a calendar year partnership paid or incurred, or they may be deferred
columns (a) through (d), on Schedule that was required to file Schedule M-3 for and amortized. The method for treatment
M-3, line 27, columns (a) through (d), as its 2009 tax year and is required to file of research and experimental
applicable. Schedule M-3 for its 2010 tax year. expenditures is adopted at the

Because of its terms, the transaction is partnership level.Report on line 27, column (a), the total
treated for U.S. income tax purposes as aamount of interest expense included on Attach a schedule supporting thepurchase, and X must treat the periodicPart I, line 11, and report on line 27, amounts reported on this line in columnspayments it makes partially as a paymentcolumn (d), the total amount of interest (a), (b), (c), and (d). The schedule mustof principal and partially as a payment ofdeduction included on Analysis of Net separately state and adequately discloseinterest. In its financial statements, XIncome (Loss), line 1, which is found on the transactions summarized by this line.treats the difference between the financialpage 5 of Form 1065, and page 4 of Form The attached schedule should haveaccounting and U.S. income tax treatment1065-B, that is not reported elsewhere on five columns. The first column has theof this transaction as a temporarySchedule M-3. In columns (b) or (c), as description for the next four columns. Thedifference. During 2010, X reports in itsapplicable, adjust for any amounts treated second column is column (a), expensefinancial statements $1,000 of grossfor U.S. income tax purposes as interest per income statement. The third column isrental expense that, for U.S. income taxdeduction that are treated as some other column (b), temporary difference. Thepurposes, is recharacterized as a $700form of expense for financial accounting fourth column is column (c), permanentpayment of principal and a $300 paymentpurposes, or vice versa. For example, difference. The fifth column is column (d),of interest, accompanied by aadjustments to interest expense/ expense per tax return. Every item listeddepreciation deduction of $1,200 (baseddeduction resulting from adjustments on the attached schedule must alwayson other facts). On its 2010 Schedulemade in accordance with instructions for have columns (a) + (b) + (c) = (d). On theM-3, X must report the following on lineline 28 should be made in columns (b) attached schedule, the column total28: column (a), $1,000, its financialand (c), as applicable, of line 27. amounts for columns (a), (b), (c), and (d)accounting gross rental expense; columnDo not report on Form 8916-A and on must equal the column amounts reported(b), ($1,000); and column (d), zero. Online 27 amounts reported in accordance on this line.line 27, X reports zero in column (a) andwith instructions for (a) Part II, lines 7, 8 $300 in columns (b) and (d) for the The attached schedule may use aand 9, Income (loss) from U.S. interest deduction. On line 25, X reports short description keyed to an expandedpartnerships, foreign partnerships and zero in column (a) and $1,200 in columns description in an additional attachment.other pass-through entities, and (b) Part (b) and (d) for the depreciation deduction. The short description of the transactionII, line 10, Items relating to reportable should be phrased in such a way that atransactions. Line 29. Research and tax professional can determine what
Development Costs account name the amount recorded inLine 28. Purchase Versus Lease
Report in column (a) the amount of column (a) was recorded under in the(for Purchasers and/or
expenses included in net income reported Financial Statements or books of theLessees)
on Part I, line 11, that are related to taxpayer, and what the adjustment is

Note. Also see the instructions for Part research and development expense. being recorded in either column (b) or
II, line 16, for sellers and/or lessors. Report in column (d), the amount of column (c) for that transaction. The entire

Asset transfer transactions with deductions included in Form 1065, page description is considered to be the tax
periodic payments characterized for 1, line 22, and/or separately reported on description for the amount recorded in
financial accounting purposes as either a Form 1065, Schedule K, that are column (d) for that item.
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Example 21. $10,000 of research and development provides a description that states the
costs related to social sciences that it expense/deduction name for book1. Partnership X is a calendar year
recognized as an expense in its financial purposes for the amount recorded intaxpayer that was required to file
statements. X adopted the current column (a) and describes the adjustmentSchedule M- 3 for its 2009 tax return and
expense method for research and being recorded in column (b) or (c). Theis required to file Schedule M-3 for its
experimental expenditures for U.S. entire description completes the tax2010 tax year. During 2010, X incurred
income tax purposes. Because such description for the amount included in$100,000 of research and development
costs are not allowable costs under column (d) for each item separatelycosts that X recognized as an expense in
section 174, X must report $10,000 in stated on this line.its financial statements. Also, X incurred
column (a), permanent difference$20,000 in attorney fees in obtaining a The schedule of details attached to the
($10,000) in column (c) and $0 in columnpatent application that X capitalized and return for line 30 must separately state
(d). If such costs are otherwise deductibleamortized in its financial statements. X and adequately disclose the nature and
for U.S. Income tax purposes, X mustrecognized $2,000 of amortization amount of the expense related to each
report this item of expense on Part III,deduction. In compliance with its adopted reserve and/or contingent liability. The
Line 30 (Other expense/deduction items appropriate level of disclosure dependsmethod of accounting under section 174,
with differences). upon each taxpayer’s operational activityX deducts research and experimental

5. Partnership X is a calendar year and the nature of its accounting records.expenditures for U.S. income tax
taxpayer that was required to file For example, if a partnership’s net incomepurposes. Accordingly, X must report
Schedule M- 3 for its 2009 tax return and amount reported in the income statement$100,000 in column (a), $20,000 in
is required to file Schedule M-3 for its includes anticipated expenses for acolumn (b), and $120,000 in column (d).
2010 tax year. During 2010, X paid discontinued operation as a singleX must also report $2,000 in column (a),
$75,000 to acquire or in-license intangible amount, and its general ledger or other($2,000) in column (b), and $0 in column
assets under a collaborative arrangement books, records, and workpapers provide(d) on Part III, Line 21 (Other amortization
with another company that X recognized details for the anticipated expenses underor impairment write-offs).
as a research and development expense more explanatory and defined categories2. Assume the same facts as example in its financial statements. X adopted the such as employee termination costs,21.1 except X elected to capitalize and current expense method for research and lease cancellation costs, loss on sale ofamortize its research and expenditures experimental expenditures for U.S. equipment, etc., a supporting scheduleover 60 months with respect to all its income tax purposes. Because payments that lists those categories of expensesresearch programs for U.S. tax purposes. made to acquire rights to a product or and their details will satisfy theX first realized benefits from such technology are excluded costs from the requirement to separately state andexpenditures on August 1. Accordingly, X definition of research and experimental adequately disclose. In order tomust report $100,000 in column (a), a expenditures, X must report $75,000 in separately state and adequately disclosetemporary difference of ($90,000) [i.e., column (a), ($75,000) in column (c) and the employee termination costs, it is not$100,000 - $10,000]) in column (b), and $0 in column (d). X must report any required that an anticipated termination$10,000 [i.e., $120,000/60 months, times amortization otherwise allowable related cost amount be listed for each employee,5 months] in column (d). to the payments on Part III, Line 21 or that each asset (or category of asset)3. Partnership X is a calendar year (Other amortization or impairment be listed along with the anticipated losstaxpayer that was required to file writeoffs). on disposition.Schedule M- 3 for its 2009 tax return and 6. Partnership X is a calendar year

The attached schedule should haveis required to file Schedule M-3 for its taxpayer that was required to file
five columns. The first column has the2010 tax year. X adopted the current Schedule M- 3 for its 2009 tax return and
description for the next four columns. Theexpense method for research and is required to file Schedule M-3 for its
second column is column (a) expense perexperimental expenditures for U.S. 2010 tax year. X adopted the current
income statement, the third column isincome tax purposes. During 2010, X expense method for research and
column (b) temporary difference, theincurred $50,000 of research and experimental expenditures for U.S.
fourth column is column (c) permanentdevelopment costs that X recognized as income tax purposes. During 2010, X
difference and the fifth column is columnan expense in its financial statements. incurred $100,000 of research and
(d) deduction per tax return. Every itemAlso, X undertook to develop a new development costs that X recognized as
listed on the attached schedule for line 30machine for its business. X expended an expense for both financial accounting
must always have columns (a) + (b) + (c)$30,000 on the project of which $10,000 purposes and U.S. income tax purposes.
= (d). Each item with amounts in columnsrepresents actual costs of material, labor A portion of such expenses were credit
(a), (b), (c), and (d) will be totaled andand component cost to construct the eligible expenses, and, as a result, X
included as one line on line 30 of the facemachine, and $20,000 represents reported and claimed research credit of
of the schedule.research costs not attributable to the $1,000. X did not make the reduced credit
Comprehensive income. If anymachine itself. X capitalized all costs of election under section 280C. Accordingly,
“comprehensive income” as defined by$30,000 related to the machine and since X’s financial accounting method
SFAS No. 130 is reported on this line,recognized $6,000 of depreciation does not specify otherwise, X must report
describe the item(s) in detail as, forexpense in its financial statements. X’s $100,000 in column (a), ($1,000)
example, “Foreign currency translationdepreciation expense on the $10,000 of (reduction of research and experimental
adjustments – comprehensive income”costs related to the machine itself was expenditures to the extent of the credit
and “Gains and losses on$2,000 for U.S. income tax purposes. amount) in column (b) and $99,000 in
available-for-sale securities –column (d).Accordingly, X must report $50,000 in
comprehensive income.”column (a), $20,000 (research costs

which are not attributable to the machine Reserves and contingent liabilities.Line 30. Other Expense/
itself) in column (b), and $70,000 in Report on line 30 amounts related to theDeduction Items With
column (d). X must also report $6,000 in change in each reserve or contingentDifferencescolumn (a), ($4,000) in column (b) and liability that is not required to be reported

Separately state and adequately disclose$2,000 in column (c) on Part III, Line 25 elsewhere on Schedule M-3. Report on
on line 30 all items of expense/deduction(Depreciation). line 30, column (a), expenses included in
that are not otherwise listed on lines 14. Partnership X is a calendar year net income reported on Part I, line 11,
through 29.taxpayer that was required to file that are related to reserves and

Schedule M- 3 for its 2009 tax return and Attach a schedule that describes and contingent liabilities. Report on line 30,
is required to file Schedule M-3 for its itemizes the type of expense/deduction column (d), amounts related to liabilities
2010 tax year. During 2010, X incurred and the amount of each item, and for reserves and contingent liabilities that
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are deductible in the current tax year for M-3 for its 2010 tax year. On July 1 of statements, Q treats the differences
U.S. income tax purposes. Examples of each year, Q has a fixed liability for its attributable to the financial statement
items that must be reported on line 30 annual insurance premiums that provides treatment and U.S. income tax treatment
include warranty reserves, restructuring a 12-month coverage period beginning of the prepaid insurance and advertising
reserves, reserves for discontinued July 1 through June 30. In addition, Q as temporary differences.
operations, and reserves for acquisitions historically prepays 12 months of
and dispositions. Only report on line 30 advertising expense on July 1. On July 1, Q also has a Legal reserve whereitems that are not required to be reported 2010, Q prepays its insurance premium of

$300,000 was expensed for financialelsewhere on Schedule M-3, Parts II and $500,000 and advertising expenses of
accounting purposes and a ($100,000)III. For example, the expense for a $800,000. For financial accounting
temporary difference was calculated toreserve for inventory obsolescence must purposes, Q capitalizes and amortizes the
arrive at the income tax deduction ofbe reported on Part II, line 15. prepaid insurance and advertising over 12
$200,000. The schedule attached to Q’smonths. For U.S. income tax purposes, QExample 22. Partnership Q is a
return for Part III, line 30 must bededucts the insurance premium whencalendar year partnership that was
separately stated and adequatelypaid and amortizes the advertising overrequired to file Schedule M-3 for its 2009
disclosed as follows:tax year and is required to file Schedule the 12-month period. In its financial

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

Description Statement Temporary Difference Permanent Difference  Deduction per Tax Return

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

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

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

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

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