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Objectives
Today our presentation will:
• Provide an overview of the new schedules K-2 & K-3, their 

purpose. 
• Discuss Parts I, II and III of the schedules K-2 & K-3.
• Explain an exception to filing the Schedules K-2 & K-3.
• Explain generally how nonresident alien (NRA) individuals 

are taxed.
• Provide an overview of Schedule K-3, Part X.
• Identify where to report various types of partnership items 

of income, deductions, credits, etc. of an NRA partner on a 
Form 1040-NR.



Acronyms/Definition
• FTC  Foreign Tax Credit

• IRC  Internal Revenue Code

• TCJA Tax Cuts and Jobs Act 

• USP  Domestic Partnership

• ECI  Effectively Connected Income

• FDAP Fixed, Determinable, Annual, or Periodical

• USTB U.S. Trade or Business



Purpose
 The IRS created two new schedules (K-2, K-3) to (i) enhance compliance with 

the TCJA and (ii) improve the quality of information reported by pass-through 
entities both to the IRS and to owners of such entities
 Schedule K-2 is an extension of Schedule K of Form 1065* and is used to 

report items of international tax relevance from the operation of a 
partnership.

 Schedule K-3 is an extension of Schedule K-1 of Form 1065* and is 
generally used to report to partners their distributive share of the items 
reported on Schedule K-2.

*There are also Schedules K-2 and K-3 for Forms 1120-S (for S corporations) and 
8865 (for certain U.S. partners of foreign partnerships).



Purpose – cont.
 Line 16 of the Schedule K (Forms 1065 and 8865) now has a box for the filer to 

check and then complete Schedules K-2 and K-3 for a partnership that has items 
of international tax relevance
 No longer requires reporting of “Foreign Transactions” on line 16.

 Similarly, line 16 of the Schedule K-1 (Forms 1065 and 8865) has a check box 
for the filer to indicate to the partner the attachment of Schedule K-3.

 Line 14 of Schedules K and K-1 of the Form 1120-S have the same check boxes.



Schedule K-2/K-3 Overview (Part I)

 Part I – Partnership’s Other International Information
 These items are not specifically reported elsewhere on the schedule K-2/K-

3. 
 If any boxes are checked the partnership should have attached statements to   

the Schedules K-3 with additional information not otherwise reported on the 
Schedules K-2/K-3.

 Items generally relevant for the FTC for individuals: 
• Box 1: Gain on personal property sale
• Box 4: Foreign tax translation
• Box 5: High-taxed income



Schedule K-2/K-3 Overview (Part I) – cont.



Schedule K-2/K-3 Overview (Part I) – Table 1



Schedule K-2/K-3 Overview (Part II)

 Part II – Foreign Tax Credit Limitation 

 Section 1 - Gross Income
 Section 2 – Deductions



Schedules K-2/K-3, Part II, Section 1 – 
Gross Income 



Schedules K-2/K-3, Part II, Section 1 – 
Gross Income (cont.)



Schedules K-2/K-3, Part II, Section 2 – 
Deductions



Schedules K-2/K-3, Part II, Section 2 – 
Deductions (cont.)



Schedules K-2/K-3 Overview (Part III)
 Part III – Other Information for Preparation of Form 1116 or 1118

 Section 1 – R&E Expenses Apportionment Factors

 Section 2 – Interest Expense Apportionment Factors

 Section 4 – Foreign Taxes

   Section 5 – Other Tax Information



Schedules K-2/K-3, Part III, Section 4 – 
Foreign Taxes



Schedules K-2/K-3, Part III, Section 4 – 
Foreign Taxes (cont.)



Flowchart – Domestic Filing Exception



Flowchart – Domestic Filing Exception – 
(cont.)



Schedules K-2/K-3 Overview (Part X)
 Generally, Part X must be filed by every partnership that 

has a foreign partner, or if a foreign person has a U.S. 
income tax reporting obligation with respect to any item of 
partnership income, deduction, gain, or loss.

 A partnership that does not have or receive sufficient 
information or notice regarding a partner should presume 
the partner is foreign or that a foreign person has a U.S. 
income tax reporting obligation with respect to a 
partnership item.



Schedules K-2/K-3 Overview (Part X) – 
(cont.)

 Partners will use this information to compute and 
report any U.S. tax liability with respect to income 
effectively connected with a U.S. trade or business on 
Form 1040-NR, Form 1120-F, or other applicable 
forms.

 See the instructions for exceptions and special rules 
for foreign partnerships.



Taxation of Nonresident Alien Individuals 
(NRA) Overview (1 of 2)

• Nonresident alien individuals (NRAs) are generally taxed 
only on U.S. source FDAP income and, if they are engaged 
in a U.S. trade or business, on income that is effectively 
connected with that U.S. trade or business (USTB).

• The general source rules for income items can be found in 
IRC §§ 861 through 865.



Taxation of Nonresident Alien Individuals 
(NRA) Overview (2 of 2)

• There are generally two categories of income for NRAs that 
are subject to U.S. tax:
– Fixed or determinable annual or periodical (FDAP) 

income – IRC § 871(a), taxed on a gross basis at a rate of 
30%.

– Effectively connected income (ECI) – IRC § 871(b), 
taxed on a net-basis similar to U.S. residents.



ECI Through Partnerships 
IRC § 875(1)

• Under IRC § 875(1), a foreign person that is a partner in a 
partnership, whether domestic or foreign, is engaged in a 
USTB if the partnership is engaged in a USTB

– Because the foreign partner is treated as though they 
were conducting a U.S. trade or business directly, the 
foreign partner’s distributive share of the partnership’s 
ECI will be taxed at the same rates that apply to a U.S. 
person.  For example, graduated rates for ordinary 
income and capital gains rates for capital gains.



ECI Through Partnerships 
Distributive Share (1 of 2)

• The test of whether a partnership is engaged in a USTB is 
the same as in the case of an NRA.

• Determination of whether a distributive share of income, 
gain, or loss is ECI is generally made at the partnership 
level.  However, under certain circumstances, income not 
considered ECI at the partnership level may be considered 
ECI at the partner level.



ECI Through Partnerships 
Distributive Share (2 of 2)

• To determine ECI, an NRA must allocate and apportion its 
distributive share of deductions, expenses, and losses to 
gross ECI and non-ECI using the rules of Treas. Reg. 1.861-
8 through -20, and Temp. Reg. 1.861-8T through -9T. The 
partnership should allocate and apportion some expenses 
and report those to the NRA already allocated and 
apportioned on Schedule K-3. Other expenses must be 
allocated and apportioned by the NRA partner (e.g. certain 
interest expense and losses).



ECI Through Partnerships 
Reporting of Partnership Items (1 of 2)

• The NRA partner’s share of ordinary business income that is 
ECI and U.S. source guaranteed payments are reported on 
Schedule E (Form 1040) and carried over to Form 1040-NR.

• Items that could vary in tax treatment across the individual 
partner’s tax returns are reported separately on Schedule K-
1/K-3 as “separately stated items.” These include items such 
as capital gains and losses, dividend income, and charitable 
contributions.



ECI Through Partnerships 
Reporting of Partnership Items (2 of 2)

• The character of the income, expense, gain or loss is 
generally retained for separately stated items when reported 
by the NRA partner. Such separately stated items are then 
combined with other similar items on the Form 1040-NR.



Schedule K-3, Part X Overview

• Breaks out the character (ECI vs. Non-ECI) and source 
(U.S. vs. foreign) of a foreign partner’s income.

• Will assist in determining the proper tax forms/schedules 
required and reporting of a foreign partner’s distributive 
share of partnership items and corresponding federal tax.

• Generally, Part X of Schedule K-3 must be completed by 
every partnership that has a foreign partner.

• A partnership that does not have sufficient information 
regarding a partner should presume the partner is foreign.



Schedule K-3, Part X, Section 1 – Gross 
Income



Schedule K-3, Part X, Section 2 – Deductions, 
Losses, and Net Income



Schedule K-3, Part X, Section 3 – Allocation and 
Apportionment Methods for Deductions



Example - Facts
• XY Partnership, a U.S. partnership, (owned equally by NRA X, a 

Country X resident and citizen, and U.S. resident Y), had 
$200,000 ordinary business gross income from conducting a U.S. 
business, a $4,000 dividend from a U.S. corporation, $100,000 of 
expenses related to ordinary business gross income, and a $10,000 
charitable deduction. 

• XY Partnership made a guaranteed payment of $20,000 to X, 
which XY Partnership allocated based on days of service in each 
country such that $10,000 was allocated to Country X and 
$10,000 was allocated to the U.S. X was not in the U.S. for 
enough days to be considered a U.S. resident. The guaranteed 
payment is included in the $100,000 of expenses related to 
ordinary business gross income.



Example – Facts

NRA X

50%

U.S. 
Person Y

50%

XY Partnership
(U.S. Partnership)

 $200,000 ordinary business gross 
income from USTB

 $4,000 dividends from U.S. Corp
 $100,000 expenses related to 

ordinary business gross income
 $20,000 guaranteed payment to NRA 

X (included in expenses related to 
ordinary business gross income); 
$10,000 allocated to Country X, 
$10,000 allocated to U.S.

 $10,000 charitable deduction



Example – Schedule K-3, Part X, Section 1
• .



Example – Schedule K-3, Part X, Section 2
• .



Example – Schedule E (Form 1040), Part II



Example – Schedule 1 (Form 1040) – 
Additional Income



Example – Form 1040-NR, Page 1



Example – Schedule NEC



Example – Form 1040-NR, Page 2



Example – Schedule A (Form 1040-NR)
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