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For most publicly traded and many privately held corporations with assets 
of $10 million or more, the new Schedule M-3 book-tax reconciliation 
replaced the 4-decade-old Schedule M-1 effective December 2004.  First, 

we review events leading to the replacement of Schedule M-1 with Schedule 
M-3.  We then present 2004 Schedule M-3 data and other tax data for corpora-
tions filing the 2004 Form 1120, U.S. Corporate Income Tax Return, for the 
period December 2004 through June 2005 and reporting total assets of $10 
million or more on the Form 1120 Schedule L balance sheet.1 

Dissatisfaction with Schedule M-1
A Treasury report in 1999 and Treasury testimony in 2000 by Assistant Secretary 
(Tax Policy) Jonathan Talisman noted the growing book-tax gap from 1991 to 
1997 between pretax book income on Schedule M-1 and tax net income on page 
1 of Form 1120.  Both the report and the testimony viewed the 1990s book-tax 
gap as a possible indicator of corporate tax shelter activity, but also noted the 
difficulty in interpreting Schedule M-1 book-tax difference data.2   Mills-Plesko 
(2003) proposed a redesign of Schedule M-1 to increase the transparency of 
the corporate tax return book-tax reconciliation and to improve data interpret-
ability.3   The Mills-Plesko (2003) Schedule M-1 recommendations are largely 
reflected in Schedule M-3, particularly in Part I.4 

Schedule M-3
Exhibit I presents the 2004 Form 1120.  Part I reconciles worldwide consolidated 
financial statement income with income per income statement of includible cor-
porations (members of the tax return consolidation group listed on Form 851).  
Parts II and III reconcile income per income statement of includible corpora-
tions (“book”) with tax net income on Form 1120, page 1, line 28.  Differences 
between book and tax are characterized as temporary or permanent. 

The goal of the Schedule M-3 is greater transparency and uniform organi-
zation in book-tax data at the time of return filing so that the data may be used 
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to determine what returns will and will not be audited, and to determine what 
issues will and will not be examined on the returns selected for audit.

Part I of Schedule M-3 is important.  It defines the starting point for the 
book-tax reconciliation for the first time in corporate tax history.  On Schedule 
M-1, we know where the reconciliation ends (tax net income), but not where 
it begins (book).  Schedule M-3 Part I line 11 is what Schedule M-1 line 1 
should have been.  Schedule M-3 Part I is one of the revisions proposed by 
Mills-Plesko (2003).

Parts II and III reconcile financial net income of includible corporations 
to taxable income reported on Form 1120, page 1, line 28.  Part II generally 
reconciles items of income, gain, and loss.  Part III deals with expense and 
deduction items. 

Parts II and III contain four columns to identify and differentiate the book 
and tax aspects of each line item.  Column (a) represents financial statement 
income or expense amounts maintained in the corporation’s books and records, 
using the income statement source determined in Part I.  Column (d) represents 
amounts as reflected in the tax return.  For each line item, the difference between 
the amount shown in column (a) and the amount shown in column (d) is shown 
either as a temporary difference in column (b) or as a permanent difference in 
column (c).  The clear statement of both the book and tax amounts, as well as 
the reconciling differences, aids the IRS in setting materiality thresholds for 
the reconciling differences shown. 

The reporting of column (a) book income amounts and column (d) tax 
income amounts is optional for the first year a corporation is required to file 
Schedule M-3.  In 2004, approximately 38 percent of the corporations with 
useable Schedule M-3 data (reporting approximately 56 percent of the aggregate 
tax after credits of such corporations) did not complete columns (a) and (d).

The detail required by Parts II and III is particularly enhanced by the 
differentiation of temporary and permanent differences.  Temporary (timing) 
differences occur because tax laws require the recognition of some items of 
income and expense in different periods than are required for book purposes.  
Temporary differences originate in one period and reverse or terminate in one 
or more subsequent periods.  Temporary differences between book and tax 
are questions of “when” not “if.” There are four basic categories of temporary 
differences:

1.	 Income recognized in financial statements before it is  
taxable;

2.	 Income reported as taxable before it is recognized in financial 
statements;

3.	 Expenses recognized in financial statements before they are 
deducted on the tax return; and, 

4.	 Expenses deductible on the tax return before they are  
recognized on financial statements.
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By their very nature, such items involve issues regarding the correct 
year for the item’s inclusion in income or deduction as an expense.  From a 
tax administration standpoint, they concern the time value of money.  Over 
the lifetime of an entity, cycle of a specific transaction, or depreciable life of 
an asset, temporary differences between book and tax net to zero.  Purely tem-
porary differences are generally low risk for tax administration, and important 
in terms of the magnitude of the difference and the time before the temporary 
difference turns, due to the time value of money.

In contrast to temporary differences, permanent differences are adjust-
ments that arise as a result of fundamental permanent differences in financial 
and tax accounting rules.  These differences result from transactions that will 
not reverse in subsequent periods.  In financial statement reporting under GAAP, 
permanent differences are not considered in the FAS Number 109 computation 
of deferred tax assets and liabilities, but do have a direct impact on the effective 
tax rate.  Therefore, permanent differences have the potential to substantially 
influence reported earnings per share computations, and, in the case of public 
companies, stock prices.  Accordingly, permanent differences of a comparable 
size generally have a greater audit risk than temporary differences. 

Schedule M-3’s introduction of detailed reporting requirements for 
permanent and timing differences is another significant improvement over 
Schedule M-1, as well as an important enhancement to overall transparency.   
When examining Schedule M-1, the character of a particular book-tax differ-
ence usually was not determinable without further investigation.  Often, this 
required contacting the taxpayer, resulting in some degree of burden to both 
taxpayers and the IRS.  In addition, the reporting of the book and tax amounts 
allows the IRS to consider the relative magnitude of the differences before 
contacting the taxpayer.

Source of 2004 Tax Return Data
A statistical sample of tax return data is electronically-encoded annually by the 
Statistics of Income Division (SOI), Internal Revenue Service, for the use of the 
Office of Tax Analysis (OTA), U.S. Department of the Treasury, and the Joint 
Committee on Taxation (JCT), U.S. Congress.  These data include Schedule 
M-1 data and beginning with 2004 include Schedule M-3 data.  The annual SOI 
corporate file is issued to OTA and JCT in three versions in the second calendar 
year following the July-June tax year (in calendar 2006 for Tax Year 2004, that 
is, for corporate tax years ending July 2004 to June 2005).  The Advance file 
is prepared by May 1, the Preliminary file prepared by September 1, and the  
Final file prepared by December 1.  The Advance file contains a limited num-
ber of “placeholder” records and uses tentative weights.  The Preliminary file  
has far fewer placeholders and uses revised weights.  The Final file has no 
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placeholders and uses final weights.  Advance file placeholder records are data 
from the prior tax year for a few complex returns still undergoing SOI editing 
and for a larger number of late returns not yet received as of the issuance of 
the Advance file.5  Preliminary file placeholder records are for late returns not 
received as of the issuance of the Preliminary file.  Placeholder records are 
eliminated for the Final file.  The final weights compensate for missing returns 
not received as of the Final file.  Researchers using SOI data may report only 
aggregate tax data for a minimum of three taxpayers to protect taxpayer confi-
dentiality.  For statistical reasons, SOI prefers that reported aggregate data are 
reported for 10 or more taxpayers whenever possible.

SOI annually summarizes selected tax return data from the Final corporate 
file in Publication 16, Corporate Income Tax Returns.  Corporate tax data in 
the 2004 Final file prepared by December 2006 will be summarized in the 2004 
SOI Publication 16 published in 2007.  Our tax return table values may not add 
and may differ from official 2004 SOI Publication 16 values (when  published 
in 2007) both due to rounding and because we used data from the 2004 SOI 
Advance corporate file made available to us 7 months before the issuance of 
the 2004 SOI Final corporate file.6

Tax Net Income and Intercompany Dividends (ICD)
Form 1120, Schedule M-3, Part II, line 30, column (d) must equal Form 1120, 
page 1, line 28 when prepared by the corporate taxpayer.  Some taxpayers 
improperly include U.S. intercompany dividends (ICD) in tax net income on 
Form 1120 page 1 line 28, the reconciliation target for Schedule M-3.7  The tax-
payer then removes the same ICD amount as a 100 percent dividends-received 
deduction on line 29b so that it does not increase final income subject to tax on 
line 30.  If the taxpayer includes ICD on Form 1120, page 1, line 28, he or she 
must also include it on Schedule M-3, Part II, line 30, column (d).

In general, ICD should be eliminated in determining tax net income.  
SOI removes all ICD amounts that it identifies in tax net income in the SOI 
corporate file.8  If the taxpayer includes ICD in tax net income on Schedule 
M-3, Part II, line 30, column (d) and on Form 1120, page 1, line 28, the tax net 
income reported on Schedule M-3, line 30, column (d) will differ (be larger 
than) tax net income on Form 1120, page 1, line 28 in the SOI corporate file 
by the amount of the ICD removed by SOI from line 28.9  

We estimate the ICD adjustment as the (unedited) Schedule M-3, Part II, 
line 30 column (d) amount minus the (edited) Form 1120, page 1, line 28 (if it 
is a positive difference) for corporations filing a consolidated return. 
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Overview of Tables 1-11
We present our analysis of the 2004 Schedule M-3 data from the SOI Advance 
corporate file in two types of tables.  Tables 1 through 6 are distributional tables.  
Each focuses on a population characteristic and the distributional impact of 
that population characteristic on aggregate amounts for selected Form 1120 tax 
return variables and Schedule M-3 variables.  Tables 1 through 6 each present 
an overall analysis of the population characteristic at the top of the table and 
then show the effect of asset size (four or six asset classes: over $25 billion, 
$2.5 billion to $25 billion, $250 million to $2.5 billion, $50 million to $250 
million, $25 million to $50 million, and $10 million to $25 million).  In Table 
1, the three smaller asset classes are combined into a single $10 million to 
$250 million class because of the small number of placeholder returns (seven) 
in that combined class.10 

Tables 7 through 11 are each an aggregate Schedule M-3, Table 7 for the 
total reconciled population, Tables 8 and 9 for two financial statement type 
populations identified in Table 4, and Tables 10 and 11 for two populations 
based on the reporting or nonreporting of columns A and D data identified in 
Table 3.

Pretax Benchmark for Schedule M-3 Differences and 
Sign Conventions
We calculate all book-tax difference as pretax differences, that is, as the differ-
ence between the pretax book (measured before Federal income tax expense), 
and the tax amounts (also pretax) reported on Schedule M-3.  We do this so that 
we are always comparing pretax amounts consistent with the book-tax literature 
since Talisman (2000).  To do this for total book tax differences reported on Part 
II, line 30 or Part III, line 36, we must back out Federal income tax expense 
from the columns (b) and (c) reconciliation differences reported by taxpayers 
on Part II, line 30 and Part III, line 36. 

The prior literature defines the sign of a pretax book tax difference as 
positive if the book amount is higher than the tax amount.  Schedule M-3  
effectively reverses this convention by the nature of its reconciliation rules.  A 
negative total difference in columns (b) and (c) of Parts II and III means that 
the book amount is higher.

Data Presented in Tables 1-6
In Tables 1 through 6, we present selected Form 1120 tax return variables and 
Schedule M-3 variables.  The tax net income in the third dollar column of Panel 
1 of these tables is from Form 1120, page 1, line 28 and is after SOI editing to 
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remove ICD.  In the fourth dollar column is our estimated ICD amount.  The 
sum of those two columns is equal (except for taxpayer errors corrected by 
SOI) to the tax income amount for Schedule M-3, Part II, line 30, column (d) 
(shown in Panel 2 of Table 3 to 6 in the fourth dollar column).  The fifth dollar 
column in Panel 1 of Tables 1 to 6 is worldwide financial statement income 
from Part I, line 4.  The next to last dollar column in Panel 1 of Tables 1 to 6 
is book income from Part II, line 30, column (a).  The last dollar column in 
Panel 1 of Tables 1 to 6 is Federal income tax expense calculated from Part 
III, lines 1 and 2.  The sum of Federal income tax expense and book income is 
pretax book income shown in the first dollar column of Panel 2 of Tables 3 to 6.  
The difference between pretax book income and M-3 tax income is shown as 
a temporary and a permanent pretax difference in Panel 2 of Tables 3 to 6.  In 
addition, the total pretax difference is shown as well as the positive and negative 
components of the temporary and permanent pretax differences.  Total pretax 
book-tax difference under the Talisman (2000) approach is pretax book minus 
tax net income after removal of ICD by SOI.  In our data, the Talisman (2000) 
pretax book-tax difference is the negative of the sum of pretax temporary and 
permanent differences plus the ICD amount.

Data Availability for the 2004 Schedule M-3 
Population (Tables 1 and 2)
Table 1 identifies the population of tax returns on the 2004 SOI Advance 
corporate file potentially subject to the requirement to include the 2004 Form 
1120 Schedule M-3.  The first requirement is that the corporation files a Form 
1120 and reports assets of $10 million or more on Form 1120, Schedule L.11  
The 2004 SOI Advance file contains 33,353 records statistically representing 
42,129 tax returns for corporations filing Form 1120 with total assets of $10 
million or more.12  These 42,129 tax returns include 100 tax returns that are 
placeholder returns.  A placeholder return is 2003 data for a record for which 
2004 editing is not complete at the time the Advance file was issued.13  The 
2004 Advance file includes 6,742 nonplaceholder returns for tax years ending 
November 2004 or earlier and 35,286 nonplaceholder tax returns for tax years 
ending December 2004 or later.

For our 2004 Schedule M-3 study, placeholder returns on the 2004 SOI 
Advance corporate file represent potential missing Schedule M-3 data if the 
tax year ends in December 2004 or later for a corporation with $10 million or 
more in assets.  We estimate the possible importance to our study of placeholder 
returns and other returns that we eliminate for lack of reconciliation as missing 
data by determining the tax after credits associated with those returns.
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The 42,129 tax returns with which Table 1 begins (corporations on the 
2004 Advance file filing Form 1120 with assets of $10 million or more) have an 
aggregate tax after credits of $186,297 million.  The 35,286 nonplaceholder tax 
returns for tax years ending December 2004 or later on the 2004 Advance file 
represent approximately 86 percent of the tax after credits ($160,647 million).   
The 6,742 nonplaceholder tax returns for tax years ending November 2004 
or earlier represent approximately 9 percent of the tax after credits ($16,178 
million).  The 100 placeholder tax returns on the Advance file represent ap-
proximately 5 percent of the tax after credits ($9,473 million). 

As we show in Table 2, if we assume all placeholders are in fact subject 
to Schedule M-3 (tax years ending December 2004 or later), we have nonplace-
holder tax return data for 35,286 tax returns representing approximately 94 
percent of the aggregate tax after credits for the 35,386 tax returns (35,286 plus 
100 placeholders) on the 2004 SOI Advance file assumed potentially subject 
to the 2004 Schedule M-3 ($160,647 million compared to $160,647 million 
plus $9,473 million or $170,120).

Table 2 starts with the 35,286 nonplaceholder tax returns for tax years 
ending December 2004 or later and the 100 placeholder returns on the 2004 
SOI Advance corporate file identified in Table 1 and identifies the population 
of 30,430 tax returns for which we have reconcilable Schedule M-3 data.  We 
eliminate 2,418 returns for a lack of any Schedule M-3 reconciliation data.14  

We eliminate 2,310 returns that present Schedule M-3 data but either (1) Part 
II, line 30 column (a) does not reconcile with Part I, line 11, or (2) Part II, line 
30 columns (a), (b), and (c) do not reconcile with column (d).15  Finally, we 
eliminate 128 returns because Part II, line 28 and Part III, line 36 do not rec-
oncile.16   The approximately 41 percent of corporations with assets below $25 
million account for a large proportion of the Schedule M-3 data with problems.  
Approximately 7 percent of the returns potentially subject to the 2004 Schedule 
M-3 report no Schedule M-3 data (2,418 out of 35,386).  Approximately 66 
percent of the nonreporters (1,601 out of 2,418) have assets below $25 million.  
Approximately 7 percent of the returns potentially subject to the 2004 Schedule 
M-3 report Part II, line 30 data that do not reconcile (2,310 out of 35,386).   
Approximately 46 percent of this group (1,058 out of 2,310) have assets be-
low $25 million.  Approximately 37 percent of the returns with Part II, line 27 
reconciliation problems (47 out of 128) have assets below $25 million.

The 30,430 tax returns that we retain from Table 2 (with Schedule M-3 
data for which both Part II, line 30 and line 28 pass our reconciliation tests) 
have an aggregate tax after credits of $151,405 million.  The 2,418 returns 
eliminated for no M-3 data have an aggregate tax after credits of $917 million.  
The 2,310 returns eliminated for Part II, line 30 problems have an aggregate 
tax after credits of $7,918 million.  The 128 returns eliminated for Part II line 
28 problems have an aggregate tax after credits of $407 million.
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Summary:  Assuming all placeholders are in fact subject to Schedule M-3 
(tax years ending December 2004 or later), we have 35,286 nonplaceholder and 
100 placeholder returns for a total of 35,386 returns assumed subject to 2004 
Schedule M-3.  We have out of these 35,386 returns, nonplaceholder usable 
Schedule M-3 data for 30,430 tax returns (86 percent of 35,386) representing 
approximately 89 percent of the aggregate tax after credits for the 35,386 tax 
returns on the 2004 SOI Advance file assumed potentially subject to the 2004 
Schedule M-3 ($151,405 million compared to $170,120).

Reporting of Part II Columns (a) and (d) in 2004 
(Table 3)
Tables 3 through 7 focus on the 30,430 tax returns in 2004 which have Schedule 
M-3 reconcilable data.  Tables 3 through 6 address specific characteristics of the 
30,430 returns.  Table 7 presents aggregate Schedule M-3 data for the 30,430 
returns.  Tables 8 through 11 present aggregate M-3 data for subpopulations of 
the 30,430 returns.  We determine if a corporation is a publicly-traded company 
based on its answer to Part I, line 3a.

Table 3 examines the reporting of book income and tax income amounts 
in Parts II and III columns (a) and (d).  With the exception of Part II, line 30, 
a corporation may omit the Parts II and III columns (a) and (d) line-by-line 
book income and tax income amounts in the first year that Schedule M-3 is 
required.  Of the 30,430 corporations with reconcilable Schedule M-3 data, 
11,681 (38 percent) with 56 percent of tax after credits omitted this information 
including 1,837 of the 3,922 publicly-traded companies (47 percent).  Another 
15,169 (50 percent) with 37 percent of tax after credits provided reconcilable 
column (a) and (d) information for Parts II and III and include 1,803 public 
companies (46 percent).  The remaining 3,581 (12 percent) with 6 percent of 
tax after credits provided the information, but one or more of the columns (a) 
and (d) in Parts II and III did not reconcile.  This group includes 282 public 
companies (7 percent).  Nonreporting of columns (a) and (d) amounts appears 
to increase as the asset size of the firm increases.

Financial Statement Type Reported for Part I  
(Table 4)
Table 4 separates the 30,430 returns by financial statement class based on the 
answers to Schedule M-3, Part I, lines 1a, 1b, and 1c.  The four classes are: 
SEC 10-K, audited but not SEC 10-K, unaudited, and books and records (no 
financial statements or no answer to Part I line 1).  The 4,195 returns (14 percent 
of 30,430) of corporations that file a SEC 10-K financial statement account for 
70 percent of the tax after credits of the 30,430 returns with 2004 Schedule 
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M-3 reconcilable data, 91 percent of the ICD, 95 percent of the net aggregate 
temporary pretax book-tax difference, and 69 percent of the net aggregate 
permanent pretax book-tax difference.

Reporting of Financial Statement Restatements  
(Table 5)
Table 5 focuses on Schedule M-3, Part I, lines 2b and 2c which asks questions 
about current-year restatement of financial statements and restatements within 
the 5 years prior to the current year.  The total population for Table 5 is the 
30,430 returns with reconcilable Schedule M-3 data.  The 29,120 not reporting 
a restatement are 96 percent of the returns but report only 79 percent of the tax 
after credits and only include 3,347 of the 3,922 publicly traded companies, or 
85 percent.  The 5 percent of returns that report restatements report 21 percent 
of the tax after credits and include 15 percent of the public companies. 

Reporting of Book-Tax Difference by Industry  
(Table 6)
Table 6 separates the 30,430 returns into five industry groups: manufacturing, 
finance, information, utilities and transportation, and all other.17  The 30,430 
returns report an aggregate book-tax difference of $131, 718 million, approxi-
mately 38 percent permanent.  The 6,351 returns in manufacturing report an 
aggregate net pretax book-tax difference of $98,810 million, approximately 
75 percent of the total aggregate net pretax book-tax difference for the 30,430 
returns.  The difference is approximately 71 percent permanent.  The 7,882 
returns in finance report an aggregate net pretax book-tax difference of $12,267 
million, approximately 9 percent of the total aggregate net pretax book-tax 
difference for the 30,430 returns.  The difference is approximately 60 percent 
permanent.  The 1,772 returns in information report an aggregate net pretax 
book-tax difference of positive $16,349 million, approximately 12 percent of the 
total aggregate net negative pretax book-tax difference for the 30,430 returns.  
The permanent difference component is positive $20,879 million. 

Aggregate 2004 Schedule M-3 for U.S. Corporations 
(Table 7)
Table 7 presents aggregate Schedule M-3 data for the 30,430 tax returns with 
reconcilable Schedule M-3 data.  The data are present in three panels.  Panel 1 
provides population overview data in its first section, data for Schedule M-3, 
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Part I in its second section, and data reconciling Part I book with Part II tax 
income, and SOI tax net income in its third section. 

The first data section of Panel 1 of Table 7 reports aggregate total assets 
(Form 1120, Schedule L), tax less credits, and tax net income (Form 1120, 
page 1, line 28) for the 30,430 returns, reconciles the tax net income to the 
tax income reported by the taxpayers on Part II, line 30, column (d), and tax 
exempt interest (Form 1120, Schedule K, item 9).18 

The second data section of Panel 1 of Table 7 presents aggregate Schedule 
M-3, Part I data for the 30,430 returns.  Part I, line 4 reports aggregate world-
wide financial statement income of $568,010 million.  Part I lines 5 through 
10 adjusts that to $515,422 million as aggregate book income of includible 
corporations.  Part I, line 4 aggregate worldwide income is 110 percent of line 
11 aggregate book income.  Part I, line 5 removes $204,469 million (40 percent 
of book) for foreign entities and $86,534 million (17 percent of book) for U.S. 
entities included in the financial statement consolidation but not in the tax 
consolidation.  Part I, line 7 adds $3,785 million (1 percent of book) for U.S. 
corporations not included in the financial statement consolidation but included 
in the tax consolidation.  Part I, line 8 adds $184,101 million (36 percent of 
book) as adjustments to eliminations because of lines 5 through 7, usually the 
recognition of dividend income and adjustment to minority interest income.  The 
net effect of Part I, lines 5 through 8 is to remove $103,118 million (20 percent 
of book).  Part I, line 9 adds adjustments of $6,136 million (1 percent of book) 
for the difference between financial statement year and tax return year.  Part I, 
line 10 adds other adjustments of $33,723 million (7 percent of book).  Part I, 
line 10 will generally be used by corporations with insurance subsidiaries to 
reflect adjustments required by the use of statutory accounting for subsidiary 
book income.  Statutory accounting for subsidiaries differs from generally 
accepted accounting principles (GAAP) accounting for financial statements, 
in particular, in the inclusion of certain intercompany dividends.  Finally, Part 
I, line 11 includes $11,915 million (2 percent of book) not reflected in Part I, 
lines 4 through 10 for corporations with only books and records.19   

The third data section of Panel 1 of Table 7 reconciles aggregate Schedule 
M-3, Part I, line 11, book data with Part II pretax temporary and permanent book-
tax differences and with SOI-reported tax net income for the 30,430 returns.

Panel 2 of Table 7 presents aggregate Schedule M-3, Part II data for 
the 30,430 returns.  We present aggregate net taxpayer data for book income 
amount (column (a)), temporary difference (column (b)), permanent difference 
(column (c)), tax income amount (column (d)), total difference (sum of columns 
(b) and (c)), and the total aggregate positive and negative reported differences 
for columns (b) and (c) that determined the net differences.  We note that the 
net aggregate pretax temporary and permanent book-tax difference amounts 
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are the net differences between relatively large aggregate positive and nega-
tive temporary and permanent amounts and that the net differences are often 
small in comparison.  We also present the frequency with which any nonzero 
amount was reported on the line. 

At the foot of Panel 2, we present the necessary correction of the Schedule 
M-3 reconciliation totals to a pretax basis (before Federal income tax expense).  
Mechanically, Schedule M-3 compares book income after tax with pretax tax 
income and includes Federal income tax expense as a book expense in Part III.   
For analysis, it is necessary to correct the Schedule M-3 data to a consistent 
pretax basis (before Federal income tax expense).  This has been the approach 
since Talisman (2000).  To do this, we back out Federal income tax expense 
from book income.

Part II, line 30 reports a temporary difference of $74,502 million and a 
permanent difference of $134,455 million for a net difference of $59,953 mil-
lion.  Column (a) book is $515,421 million, and column (d) tax is $575,375 
million.  Tax income in column (d) is show as $59,953 million greater than 
column (a) book income.  After correction to a pretax basis, pretax book income 
is $707,092.  The tax income of $575,375 million is in fact less than pretax 
book income by $131,717 million. 

We know Federal income tax expense from Part III, lines 1 and 2 even 
without column (a) data.  Since column (d) is zero by definition, column (a) 
must be the negative of the sums of columns (b) and (c).

Federal income tax expense is $191,670 million, of which $7,085 million 
are classified as temporary, and $184,585 million are classified as permanent.  
Pretax book income is the sum of Federal tax expense and book income.  The 
adjustment amounts for columns (b) and (c) must be in total the negative of the 
column (a) adjustment amount so that the adjustment has no effect on column 
(d) just as the original Federal tax expense had no effect on column (d).  We 
adjust column (b) by $7,085 million and column (c) by $184,585 million.  The 
result is that column (b) becomes slightly more negative and the sign of column 
(c) changes and becomes negative.  The adjusted pretax column (b) temporary 
difference is $81,587 million, and the adjusted pretax column (c) is $50,131 
million.  The adjusted total pretax difference is ($131,718) million, the differ-
ence between pretax book income of $707,092 million and pretax tax income of 
$575,375 million.  Our pretax total difference benchmark is $131,718 million.  
Pretax book for 2004 is $707,092 million and is higher than tax net income 
of $523,015 on Form 1120, page 1, line 28 by  $184,077 million, $131,718 
million measured by Schedule M-1 plus $52,698 of ICD, plus $339 million of 
taxpayer errors not identified here. 

The pretax total difference of $131,718 million is $81,587 million  
temporary (62 percent) and $50,131 million permanent (38 percent).
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We express all total line difference as a percentage of pretax book to de-
termine which lines contribute the most to the total difference.  For example, 
the total aggregate net pretax book-tax difference of ($131,717) million is (18.6) 
percent of pretax book.  Part II, line 13 interest income contributes ($15,053) 
million, or (2.1) percentage points of the net (18.6) percent.20  

Panel 3 of Table 7 presents aggregate Schedule M-3, Part III data for the 
30,430 returns.  In Part III, we have changed the sign of all data to agree with 
Part II.  We show deductions in Part III as negative amounts.  Schedule M-3, 
Part III shows deductions as positive amounts and changes sign for the totals 
carried over to Part II, line 28.21  The signs of the differences we show in Part 
III indicate the effect of that expense or deduction on the net difference between 
pretax book and tax income.

A few of the lines on Parts II and III account for most of the net negative 
difference of 18.6 percentage points of pretax book.  Some lines contribute to 
the net negative difference of 18.6 percentage point of pretax book, and some 
lines offset that net negative difference.  The largest net negative difference on a 
line with a specific description is not unexpected.  Part III, line 31, depreciation, 
reports tax depreciation greater than book for a net effect of $112,778 million, 
contributing 15.9 percentage points to the total pretax difference of 18.6 percent 
of pretax book.  The effect of depreciation is almost all temporary.

Part II, line 12 reportable transactions, reports book higher than tax by 
$44,837 million, contributing 6.3 percentage points to the total pretax difference 
of 18.6 percentage points of pretax book.  The effect of reportable transactions 
is largely temporary, but, with a substantial permanent component, Part III, line 
9, nonqualified stock options, reports tax deductions greater than book expense 
for a net effect of $40,430, contributing 5.7 percentage points of pretax book. 
The effect of stock options is almost all permanent.  Part III, line 16, pension 
and profit-sharing, reports tax deductions greater than book expense for a net 
effect of $17,972 million, contributing 2.5 percentage points of total pretax 
difference.  The effect of pensions is largely temporary.

In the other direction, Part III, line 28, other amortization or impairment 
writeoffs, reports book expense greater than tax for a net effect of $50,865 mil-
lion, offsetting 7.2 percentage points of total pretax difference.  The effect of 
amortization and impairments has both substantial temporary and permanent 
components.  Part II, line 17, inventory valuation adjustment (cost of goods 
sold), reports book lower than tax by $45,611 million, offsetting 6.5 percentage 
points of the 18.6-percent pretax total.  The effect of inventory adjustments 
is almost all temporary.  Part II, line 18, Sale versus lease (for sellers and /or 
lessors), reports book lower than tax by $29,324 million, offsetting 4.1 percent-
age points of the 18.6-percent pretax total.  The effect of sale versus lease is 
almost all temporary.
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Part II, line 9, U.S. partnerships, reports book lower than tax by $18,861 
million, offsetting 2.7 percentage points of the total pretax difference.

Note that the differences on Part II, lines 23a and 23b for asset disposi-
tion (book) and capital gain transactions (tax) are almost offsetting and reflect 
the structure of Schedule M-3 which separates the accounting on two separate 
book and tax lines.

Perhaps the most interesting line difference is that for Part II, line 26 other 
income (loss) items with difference with book higher than tax by $116,892 
million contributing 16.5 percentage points of the 18.6-percent pretax total.  
The effect of this line has approximately equal temporary and permanent 
components.22 

Aggregate 2004 Schedule M-3: SEC 10-K Financial 
Statements (Table 8)
Table 8 presents aggregate Schedule M-3 data for the 4,195 returns out of the 
30,430 tax returns with reconcilable Schedule M-3 data that have SEC 10-K 
financial statements.  These returns report a pretax difference of $112,019 
million, that is book higher than tax, 85 percent of the total difference for the 
30,430.  The temporary difference of $77,512 is 95 percent of the total tempo-
rary difference for the 30,430.  The permanent difference of $34,507 million 
is 69 percent of the total permanent difference for the 30,430. 

Aggregate 2004 Schedule M-3: Audited Financial 
Statements (Table 9)
Table 9 presents aggregate Schedule M-3 data for the 13,544 returns out of the 
30,430 tax returns with reconcilable Schedule M-3 data that have audited finan-
cial statements that are not SEC 10-K.  These returns report a pretax difference 
of $34,250 million, that is book higher than tax, 26 percent of the total differ-
ence for the 30,430.  The temporary difference of $14,870 is 18 percent of the 
total temporary difference for the 30,430.  The permanent difference of $19,380 
million is 39 percent of the total permanent difference for the 30,430.

Aggregate 2004 Schedule M-3: Columns A and D 
Reconcile (Table 10)
Table 10 presents aggregate Schedule M-3 data for the 15,169 returns out of 
the 30,430 tax returns with reconcilable Schedule M-3 data in Parts II and 
III columns (a) and (d).  These returns report a pretax difference of $46,322 
million, that is, book higher than tax, 35 percent of the total difference for the 
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30,430.  The temporary difference of $3,807 is 5 percent of the total temporary 
difference for the 30,430.  The permanent difference of $42,515 million is 85 
percent of the total permanent difference for the 30,430.

Aggregate 2004 Schedule M-3: Columns A and D 
Blank (Table 11)
Table 11 presents aggregate Schedule M-3 data for the 11,681 returns out of 
the 30,430 tax returns with reconcilable Schedule M-3 data and blank Parts II 
and III columns (a) and (d).  These returns report a pretax difference of $73,083 
million, that is book higher than tax, 55 percent of the total difference for the 
30,430.  The temporary difference of $68,006 is 83 percent of the total tempo-
rary difference for the 30,430.  The permanent difference of $5,077 million is 
10 percent of the total permanent difference for the 30,430.

Review of Supporting Documentation for Selected 
Schedule M-3 lines
One of the authors23 reviewed in excess of 100,000 pages of 2004 Schedule 
M-3 documentation for more than 100 tax returns, each reporting a positive 
or negative amount of more than $10 million in absolute value on Part II, 
line 26, Other income (loss) items with differences; on Part III line 35, Other 
expense/deduction items with differences; or on Part I, lines 8 or 10, adjust-
ments to eliminations and other adjustments.  The following comments reflect 
that research.

Note: For 2004 and 2005, consolidated tax groups with a Form 1120 
parent and insurance subsidiaries were permitted a shortcut to report all insur-
ance subsidiary activity on Part II, line 26.  That will change in 2006.  Large 
temporary and permanent differences are reported on Part II, line 26 in 2004 
as a result.

Negative and Positive Large Differences on Part II Line 26:
Some companies report positive temporary and permanent differences on Part 
II, line 26 as intercompany dividends.  Unless these are intercompany divi-
dends of insurance subsidiaries subject to line 26 reporting in 2004 and 2005, 
they should be reported on Part II, line 7.  In several cases, matching dividend 
amounts were not reported on Part I, line 10, suggesting that the dividends 
were not insurance-related.  

Some companies use Part I, line 8 to reverse all or substantially all  
financial statement eliminations, and then use Part II, line 26 to remove income 
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improperly included on Part I, line 11 as a result of the Part I, line 8 reversals.   
Part I, line 11 should be the amount of consolidated financial statement net 
income of includible corporations (the consolidated tax group listed on Form 
851) after all appropriate eliminations.  

Some companies report intercompany dividends on Part I, line 8 and report 
a negative permanent difference on Part II, line 26 as a reduction of those inter-
company dividends subject to tax.  If the dividends are foreign dividends that 
are intercompany dividends for financial accounting, but not for tax accounting, 
and if the negative adjustment reflects dividends representing previously taxed 
subpart F income, the adjustment should be reported on Part II, line 5.  

Some companies use Part II, line 26 for “eliminations” of income without 
further explanation.  This does not meet the standard of “separately stated and 
adequately described.”  

Some companies report “Mark to market” on Part II, line 26.  These 
amounts should have been reported on Part II, line 16.  

Some companies use Part II, line 26 to report equity income or loss of 
subsidiaries.  These amounts should be reported on Part II, lines 1 or 6. 

Part II, line 26 was also used to report permanent positive difference 
totals in inventory valuation adjustments.  These amounts should have been 
included on Part II, line 17.

Substantial temporary differences were reported as foreign exchange 
transaction gains/losses, as cancellation of debt income, and as royalty income.  
This is appropriate, but perhaps Schedule M-3 lines should be created for these 
items in the future.

Negative and Positive Large Differences on Part III Line 35:
Large amounts of interest expense were reported on Part III, line 35.  In 2005, 
interest expense is specified on a separate line in Part III.

Large amounts of writeoffs were reported on Part III, line 35.  If these 
amounts represent writeoffs or change in reserve balances, each reserve should 
be separately stated and adequately described.  If they represent writeoffs of 
goodwill, they should be reported on Part III, line 26, Amortization/impairment 
of goodwill.  If they are writeoffs of assets, they should be reported on Part III, 
line 28, Other amortization or impairment writeoffs.

Negative and Positive Large Differences on Part I  
Lines 8 and 10:
Part I, line 8 was generally used to adjust consolidation eliminations for en-
tity income and loss removed or added on Part I, lines 5 through 7, which is  
appropriate.  Note that 3,699 returns had entries on Part I, line 5, but only 1,736 
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had entries on Part I, line 8.  Some companies removed foreign entity income 
or loss on Part I, line 5, but had no consolidation elimination adjustment on 
line 8.  This may be appropriate if entities removed were 100-percent owned 
(no minority interest), carried on the cost basis (no equity income), and paid 
no dividends.  The instructions for Part I, line 8 permit, but do not require, the 
reporting of zero net changes. 

Part I, line 10 was generally used to report the addition of intercompany 
dividends, which is appropriate if the addition was required by statutory  
accounting for insurance subsidiaries of a Form 1120 parent.  In 2004, the 
documentation is not always clear as to why intercompany dividends are added.  
In 2006, a new line 10a will separately report the addition of intercompany 
dividends required by statutory accounting.

Part I, line 10 was also used to report valuation adjustments, eliminations, 
addition of equity earnings, and the removal of income related to bankruptcy 
reorganization.  It appears that these items should have been reported on Part I, 
lines 5 through 8, or within Parts II and III.  In particular, the income reported 
on Part I, line 11 should be the share of the worldwide consolidated net income 
on Part I, line 4 that belongs to the includible corporations (the consolidated tax 
group listed on Form 851) after all appropriate consolidation eliminations.  Part 
I, line 10 should not be used to reduce the book income on line 11 as a means 
of reducing the book-tax difference to be reconciled in Parts II and III. 

Summary and Conclusion
For most publicly-traded and many privately-held corporations with assets of 
$10 million or more, the new Schedule M-3 book-tax reconciliation replaced 
the 4-decade-old Schedule M-1 effective December 2004.  Part I reconciles 
worldwide consolidated financial statement income with income per income 
statement of includible corporations (members of the tax return consolida-
tion group listed on Form 851).  Parts II and III reconcile income per income 
statement of includible corporations (“book”) with tax net income on Form 
1120, page 1, line 28.  Differences between book and tax are characterized as 
temporary or permanent.  Part I is considered extremely important.  For the first 
time, the starting point for the book-tax reconciliation is specified.

We begin our analysis with 42,129 returns for corporation filing Form 
1120 for 2004 with assets of $10 million or more.  We eliminated 6,742 that 
have a November 2004 or earlier yearend.  The remaining 35,386 include 100 
placeholder returns that are potentially subject to the 2004 Schedule M-3.  
For the nonplaceholder 35,286, we determine that 30,430 have reconcilable 
Schedule M-3 data.

We estimate the possible importance to our study of placeholder records 
and other records that we eliminate for lack of reconciliation as missing data by 
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determining the tax after credits associated with those records.  Assuming all 
placeholders are in fact subject to Schedule M-3 (tax years ending December 
2004 or later), our nonplaceholder usable Schedule M-3 data for 30,430 tax 
returns represent approximately 89 percent of the aggregate tax after credits 
for the 35,386 tax returns on the 2004 SOI Advance file assumed potentially 
subject to the 2004. 

We discuss the need to convert Schedule M-3 data to pretax differences 
by backing out the effects of Federal tax expense.  The adjustment to a com-
mon pretax base for both book and tax is consistent with the literature since 
Talisman (2000).  For the 30,430 returns with reconcilable Schedule M-3 data, 
pretax book is higher than tax income and in Schedule M-3 is reflected with a 
negative sign.  For the 30,430 returns, Table 7  presents an aggregate net pretax 
total difference of $131,718 million of which $81,587 million are temporary 
(62 percent), and $50,131 million are permanent (38 percent).

Table 8 presents aggregate Schedule M-3 data for the 4,195 returns out 
of the 30,430 tax returns with reconcilable Schedule M-3 data that have SEC 
10-K financial statements.  These returns report an aggregate net pretax differ-
ence of $112,019 million, that is book higher than tax, 85 percent of the total 
difference for the 30,430.  The temporary difference of $77,512 is 95 percent 
of the total temporary difference for the 30,430.  The permanent difference of 
$34,507 million is 69 percent of the total permanent difference for the 30,430.  
The share of tax after credits of these firms is 70 percent.

Perhaps the most interesting line difference in Table 7 for the 30,430  
returns is that for Part II, line 26 other income (loss) items with difference.24   It is 
89 percent of the total pretax difference with book higher than tax by $116,892 
million with approximately equal temporary and permanent components (each 
44 percent approximately of the total pretax difference.) The IRS needs to 
investigate the supporting documentation for Part II, line 26 and determine if 
some items included there should have new separate lines on Schedule M-3 
in future years.
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Endnotes
*	 First published in Tax Notes 112, No. 11 (September 11, 2006): 943-981. 

Reprinted with permission. Prepared for the 2006 IRS Research  
Conference.

1	 The current paper repeats certain material from Boynton, DeFilippes, and 
Legel (2005 and 2006) and from Boynton and Wilson (2006), used with 
permission.  Our tax return table values may not add and may differ from 
official 2004 SOI Publication 16 values (when published in 2007) both 
due to rounding and because we used data from the 2004 SOI Advance 
corporate file made available to us 7 months before the issuance of the 
2004 SOI Final corporate file.  See the discussion of the Advanced file 
and Final file in Source of 2004 Tax Return Data.  The SOI corporate 
data file for year t includes all tax years ending between July of Calendar 



2004 Schedule M-3 Reporting by Large Corporations 57

Year t and June of Calendar Year t+1.  Effective for all tax years ending 
on or after December 31, 2004, Schedule M-3 replaced Schedule M-1 for 
corporations filing Form 1120 and reporting total assets of $10 million or 
more on Form 1120, Schedule L.  Effective December 2006, for corpora-
tions with total assets of $10 million or more, Schedule M-3 will apply to 
Form 1120-S for S corporation, to Form 1120-C for cooperative associa-
tions, and to Form 1120-L and Form-PC for life and property and casualty 
insurance companies.  Effective December 2006, Schedule M-3 will also 
apply to Form 1065 for partnerships with total assets of $10 million or 
more and certain other partnerships.  Schedule M-1 continues to apply 
to Form 1120-F for foreign corporations with effectively connected U.S. 
income, to Form 1120-RIC for regulated investment companies, to Form 
1120-REIT for real estate investment trusts, and to all corporations with 
total assets of less than $10 million. 

2	 See U.S. Department of the Treasury (1999) and Talisman (2000).  See 
also Mills (1998) cited by Treasury (1999, page 32, note 118):  “Mills 
finds evidence that the IRS is more likely to assert deficiencies on firms 
with large book-tax disparities, indicating that such disparities are cor-
related with aggressive tax planning.”

3	 See Mills and Plesko (2003) for the proposed redesign of Schedule  
M-1.  For discussions of problems in interpreting Schedule M-1 book-tax 
reconciliation data and problems with the related Schedule L book bal-
ance sheet data, see Boynton, Dobbins, DeFilippes, and Cooper (2002), 
Mills, Newberry, and Trautman (2002), Boynton, DeFilippes, Lisowsky, 
and Mills (2004), Boynton, DeFilippes, and Legel (2005 and 2006), and 
Boynton and Wilson (2006).  For discussions of the problems in reconcil-
ing financial accounting income and tax income, see McGill and Outslay 
(2002), Hanlon (2003), McGill and Outslay (2004), Plesko (2004), and 
Hanlon and Shevlin (2005).

4	 For a discussion of the development of Schedule M-3, see Boynton and 
Mills (2004).

5	 Placeholder data are commonly the edited return data from the prior tax 
year, but may also be current- year data from the IRS Business Master 
File (limited return data tabulated by the IRS when the return is first 
received and processed) or, in the case of returns not yet received,  
current-year survey data collected by SOI directly from the taxpayer  
on a voluntary basis on a limited number of critical variables.

6	 SOI Publication 16 tables have not presented Schedule M-1 data to date. 
Currently, it is not planned for SOI Publication 16 to present Schedule  
M-3 data.  Prior to the publication of Boynton, DeFilippes, and Legel 
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(2005 and 2006), only Plesko (2002) (for 1996-1998) and Plesko- 
Shumofsky (2005) (for 1995-2001) presented Schedule M-1 data  
for the SOI Publication 16 population. 

7	 It is improper to include intercompany dividends in tax net income if a 
consolidated tax group does not contain an insurance company subsidiary.   
Schedule M-3 instructions recognize that consolidated tax groups contain-
ing insurance company subsidiaries may be required for book account-
ing (under statutory accounting rules for insurance companies), and tax 
accounting (under Federal income tax consolidation rules for insurance 
companies) to include certain intercompany dividends in book income 
and in tax income.  See the 2004, 2005, and 2006 Form 1120 instructions 
for Schedule M-3, Part I, lines 10 and 11 and Part II, lines 7 and 26.  In 
April 2006, Form 8916 was announced to supplement Schedule M-3 for 
certain mixed groups, including, in particular, tax consolidation groups 
with a Form 1120 parent and an insurance subsidiary.  Form 8916 is used 
by mixed groups to reconcile tax net income on Schedule M-3 with tax-
able income on the tax return.

8	 On the SOI corporate file, SOI removes all intercompany dividends (ICD) 
that it identifies from Form 1120 data, including from page 1, line 28 
whether or not the tax consolidation group contains an insurance compa-
ny subsidiary.  See the discussion of the history of ICD editing by SOI for 
1990-2003 tax years in Boynton, DeFilippes, and Legel (2005 and 2006).  
Note that changes on the SOI corporate file do not change the amounts on 
the tax return and do not impact IRS audits (or lack of audits) for corpo-
rate tax returns.

9	 SOI also corrects certain taxpayer errors it finds on Form 1120, page 1. 
The observed difference between Schedule M-3, Part II, line 30, column 
(d) and Form 1120, page 1, line 28 on the SOI corporate file is the net  
effect of the SOI ICD adjustment and any other SOI error adjustments 
made on the SOI corporate file.

10	 We may not report data for fewer than three taxpayers.  See the discussion 
of placeholder returns in “Source of 2004 Tax Return Data” and “Data 
Availability for the 2004 Schedule M-3 Population (Tables 1 and 2).”

11	 In fact, approximately 200 companies with assets less than $10 million 
voluntarily filed Schedule M-3.  We do not analyze those data.

12	 The SOI corporate file is a statistical sample.  The record for a smaller tax 
return (usually measured by total assets) may be weighted to represent 
more than one tax return.  Generally, tax returns for corporations with 
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$50 million or more in assets have a weight of one, that is the record 
represents only itself.  The record for a smaller tax return generally has 
a weight greater than one (for example five), that is, the record repre-
sents several similar tax returns (for example, five tax returns).  The total 
2004 SOI Advance corporate file contains 112,928 records represent-
ing 5,614,795 corporate tax returns reporting aggregate total assets of 
$59,983,334 million and aggregate tax after credits of $218,196 million.  
This total includes S corporations, regulated investment trusts, and real 
estate investment trusts.  These do not normally pay corporate income 
tax.  Excluding S, RIC and REIT, the 2004 SOI Advance file contains 
63,739 records representing 2,045,501 corporate tax returns reporting ag-
gregate total assets of $46,941,900 million and aggregate tax after credits 
of $217,705.  The 33,353 records representing 42,129 corporation tax 
returns filed on Form 1120 each reporting assets of $10 million or more 
(2.1 percent of all corporate returns excluding S, RIC, and REIT) have 
aggregate total assets of $40,137,268 million (85.5 percent of all corpo-
rate returns excluding S, RIC, and REIT) and aggregate tax after credits 
of $186,297 million (85.6 percent of all corporate returns excluding S, 
RIC, and REIT).

13	 See “Source of 2004 Tax Return Data” for a fuller discussion of the 
sources of placeholder data.

14	 We tested Part I, lines 4 through 11 and Part II, lines 26 through 30 for 
any nonzero amount.  In particular, a book amount for the tax group 
should be reported on Part I, line 11, and a reconciliation between that 
amount and tax net income should be reported on Part II, line 30.

15	 We also eliminate a return if Schedule M-3, Part II, line 30, column (a) or 
column (d) is exactly zero.  We do not test the reconciliation between Part 
II, line 30, column (d) and Form 1120, page 1, line 28.  Rather, if Part II, 
line 30, column d,is nonzero, we treat any positive difference with page 
1, line 28 for a consolidated return as the measure of the ICD removed by 
SOI from page 1, line 28.

16	 Part III is designed to report expenses and deductions as positive 
amounts.  The column sums on Part III, line 36 are then carried over to 
Part II, line 28 with a sign change and added on Part II in determining 
Part II, line 30 column amounts.  We test to see if Part II, line 28 columns 
(b) and (c ) are each the negative of those columns on Part III line 36, 
and if Part II, line 27 columns (b) and (c), and Part II, line 28, columns 
(b) and  (c) each add to Part II, line 30 columns (b) and (c ).  In addition 
to the 128 returns (103 records) that we eliminate with these tests, there 
were an additional 139 returns that initially failed.  For 119 of the  returns  
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that initially failed our tests, we determined that the taxpayer reported 
expenses and deductions on Part III as negative amounts and carried those 
amounts to Part II, line 28 without a sign change where these amounts 
could appropriately be added.  For aggregation purposes in Tables 6-17, 
we changed the sign of amounts on Part III of these 119 returns so that 
expenses and deductions were reported as positive amounts.  For 20 of  
the returns  that initially failed our tests, we determined that the taxpayer 
reported expenses and deductions on Part III as positive amounts and 
carried those amounts to Part II, line 28 without a sign change where the 
taxpayer then subtracted the Part II, line 28 column amounts to determine 
Part II, line 30.  For aggregation purposes in Tables 6-17, we changed the 
sign of amounts on Part II, line 28 so that those amounts could be added.  

17	 The major SOI industry sector codes are: manufacturing 31; finance 
(including real estate and holding companies) 52, 53, 55; information 51; 
utilities and transportation 22, 48.

18	 Tax-exempt interest is a major component of the permanent difference 
reported on Schedule M-3, Part II, line 13, Interest income.

19	 The amounts on Part I, lines 4 through 10 plus the amounts entered only 
on line 11 (without any other entry on lines 4 through 10) do not add to 
line 11 because of reconciliation errors of $1,243 present in the Part I 
data.  Starting in 2005, all corporations are instructed to begin Part I on 
line 4.

20	 The source of the permanent difference of $12,006 on line 13 is a combi-
nation of tax-exempt interest of  $10,786 million (reported in the first data  
section of Panel 1 of Table 6 from Form 1120, Schedule K, item 9) and 
hybrid securities (payments for example that are interest for book but not 
for tax).

21	 See the discussion of Part III and Part II, line 28 in Data Availability for 
the 2004 Schedule M-3 Population (Tables 1 and 2).

22	 In 2004 and 2005, corporations with a Form 1120 parent and insurance 
subsidiaries were permitted to report all insurance subsidiary differences 
on Part II, line 26 other income (loss) items with difference.  This may 
have confounded our ability to interpret aggregate data for this line.

23	 The review of supporting documents was performed by Ellen Legel.
24	 In 2004 and 2005, corporations with a Form 1120 parent and insurance 

subsidiaries were permitted to report all insurance subsidiary differences 
on Part II, line 26 other income (loss) items with difference.  This may 
have confounded our ability to interpret aggregate data for this line.
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Exhibit 1: 2004 Form 1120 Schedule M-3
OMB No. 1545-0123SCHEDULE M-3 Net Income (Loss) Reconciliation for Corporations

With Total Assets of $10 Million or More(Form 1120)
� Attach to Form 1120.Department of the Treasury

Internal Revenue Service

Name of corporation (common parent, if consolidated return) Employer identification number

Financial Information and Net Income (Loss) Reconciliation

Schedule M-3 (Form 1120) 2004For Privacy Act and Paperwork Reduction Act Notice, see the Instructions for
Forms 1120 and 1120-A.

Cat. No. 37961C

Part I

04

Did the corporation file SEC Form 10-K for its income statement period ending with or within this tax year?

b

c

Yes. Skip lines 1b and 1c and complete lines 2a through 11 with respect to that SEC Form 10-K.
No. Go to line 1b.

1a

2a
b

3a

Enter the income statement period: Beginning / Ending
Has the corporation’s income statement been restated for the income statement period on line 2a?

Yes. (If “Yes,” attach an explanation and the amount of each item restated.)
No.

Is any of the corporation’s voting common stock publicly traded?

Enter the nine-digit CUSIP number of the corporation’s primary publicly traded voting
common stock

/ / /

4

5a

6a

7a

8

10

Worldwide consolidated net income (loss) from income statement source identified in Part I, line 1

11

Net income from nonincludible foreign entities (attach schedule)

Net income from nonincludible U.S. entities (attach schedule)

Net income of other includible corporations (attach schedule)

Adjustment to eliminations of transactions between includible corporations and nonincludible entities
(attach schedule)

Other adjustments to reconcile to amount on line 11 (attach schedule)

Net income (loss) per income statement of includible corporations. Combine lines 4 through
10

4

5a

6a

7a

8

10

11

� See separate instructions.

9 Adjustment to reconcile income statement period to tax year (attach schedule) 9

Did the corporation prepare a certified audited income statement for that period?
Yes. Skip line 1c and complete lines 2a through 11 with respect to that income statement.
No. Go to line 1c.

Did the corporation prepare an income statement for that period?
Yes. Complete lines 2a through 11 with respect to that income statement.
No. Skip lines 2a through 10 and enter the corporation’s net income (loss) per its books and records on line 11.

b

b Net loss from nonincludible foreign entities (attach schedule and enter as a positive amount)

b Net loss from nonincludible U.S. entities (attach schedule and enter as a positive amount)

5b

6b

Enter the symbol of the corporation’s primary U.S. publicly traded voting common
stock

c Has the corporation’s income statement been restated for any of the five income statement periods preceeding the period
on line 2a?

Yes. (If “Yes,” attach an explanation and the amount of each item restated.)
No.

Yes.
No. If “No,” go to line 4.

c

b Net loss of other includible corporations (attach schedule) 7b

( )

( )

( )

Exhibit 1: 2004 Form 1120 Schedule M-3 
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Page 2Schedule M-3 (Form 1120) 2004

Income (Loss) Items
(d)

Income (Loss) per
Tax Return
(optional)

(c)
Permanent
Difference

(b)
Temporary
Difference

(a)
Income (Loss) per
Income Statement

(optional)

Income (loss) from equity method foreign corporations1
Gross foreign dividends not previously taxed2
Subpart F, QEF, and similar income inclusions3
Section 78 gross-up4
Gross foreign distributions previously taxed5
Income (loss) from equity method U.S. corporations6
U.S. dividends not eliminated in tax consolidation7
Minority interest for includible corporations8
Income (loss) from U.S. partnerships (attach schedule)9
Income (loss) from foreign partnerships (attach schedule)10

Income (loss) from other pass-through entities
(attach schedule)
Items relating to reportable transactions (attach details)

11

12
13 Interest income
14

Hedging transactions
16 Mark-to-market income (loss)
17 Inventory valuation adjustments
18
19
20

Sale versus lease (for sellers and/or lessors)
Section 481(a) adjustments

21
Unearned/deferred revenue

22
Income recognition from long-term contracts
Original issue discount and other imputed interest

Reconciliation of Net Income (Loss) per Income Statement of Includible Corporations With
Taxable Income per Return

Schedule M-3 (Form 1120) 2004

Total accrual to cash adjustment
15

Part II

Name of corporation (common parent, if consolidated return) Employer identification number

Name of subsidiary (if consolidated return) Employer identification number

27

29

30

Other income (loss) and expense/deduction
items with no differences

Total income (loss) items. Combine lines 1
through 26

Total expense/deduction items (from Part III,
line 36)

Reconciliation totals. Combine lines 27 through 29

Note. Line 30, column (a), must equal the amount on Part I, line 11, and column (d) must equal Form 1120, page 1, line 28.

28

23a

23b

23c

Gross capital gains from Schedule D, excluding
amounts from flow-through entities

23e

Gross capital losses from Schedule D, excluding
amounts from flow-through entities, abandonment
losses, and worthless stock losses

23f

Income statement gain/loss on sale, exchange,
abandonment, worthlessness, or other disposition of
assets other than inventory and flow-through entities

23d

23g

Net gain/loss reported on Form 4797, line 17,
excluding amounts from flow-through entities,
abandonment losses, and worthless stock losses

Worthless stock losses (attach details)

Other gain/loss on disposition of assets other than inventory

Abandonment losses

24
25
26 Other income (loss) items with differences (attach schedule)

Disallowed capital loss in excess of capital gains
Utilization of capital loss carryforward

Exhibit 1: 2004 Form 1120 Schedule M-3 (continued) 
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Page 3Schedule M-3 (Form 1120) 2004

Expense/Deduction Items
(d)

Deduction per
Tax Return
(optional)

(c)
Permanent
Difference

(b)
Temporary
Difference

(a)
Expense per

Income Statement
(optional)

Reconciliation of Net Income (Loss) per Income Statement of Includible Corporations With Taxable
Income per Return—Expense/Deduction Items

Schedule M-3 (Form 1120) 2004

1
2
3
4
5

6
7
8
9

10
11
12
13
14
15
16
17
18
19

20
21
22
23

24

25
26

28
29
30
31
32
33
34

U.S. current income tax expense
U.S. deferred income tax expense
State and local current income tax expense
State and local deferred income tax expense

Foreign current income tax expense (other than
foreign withholding taxes)
Foreign deferred income tax expense
Foreign withholding taxes
Incentive stock options
Nonqualified stock options
Other equity-based compensation
Meals and entertainment
Fines and penalties
Punitive damages
Parachute payments
Compensation with section 162(m) limitation

Charitable contribution of cash and tangible
property
Charitable contribution of intangible property
Charitable contribution limitation
Charitable contribution carryforward used

Current year acquisition or reorganization
investment banking fees

Current year acquisition or reorganization legal and
accounting fees
Current year acquisition/reorganization other costs
Amortization/impairment of goodwill

Amortization of acquisition, reorganization, and
start-up costs
Other amortization or impairment write-offs

Depletion
Depreciation
Bad debt expense
Corporate owned life insurance premiums

Other expense/deduction items with differences
(attach schedule)
Total expense/deduction items. Combine lines 1
through 35. Enter here and on Part II, line 28

27

Part III

Pension and profit-sharing
Other post-retirement benefits
Deferred compensation

Section 198 environmental remediation costs

36

Name of corporation (common parent, if consolidated return) Employer identification number

Name of subsidiary (if consolidated return) Employer identification number

35

Purchase versus lease (for purchasers and/or
lessees)

Exhibit 1: 2004 Form 1120 Schedule M-3 (continued) 
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