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Taxpayers prepare corporate and partnership tax
returns by adjusting amounts from their financial
statements or books and records. The goal of the
Schedule M-3 reconciliation is to increase taxpayer
transparency to the IRS regarding the adjustments
(book-tax differences) made to financial statements
or books and records in preparing the tax return. The
study reports Schedule M-3 and Form 1120 tax return
data for 40,740 large U.S. corporations for 2010 with
comparisons to 2006-2009 and to 2010 Schedule UTP
(Uncertain Tax Position statement) filing status.
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I. Executive Summary and Conclusions

Taxpayers prepare corporate and partnership tax
returns by adjusting amounts from their financial
statements or books and records. The goal of the
Schedule M-3 reconciliation is to increase taxpayer
transparency to the IRS regarding the adjustments
(book-tax differences) made to financial statements
or books and records amounts in preparing the tax
return and to assist the IRS in selecting returns and
issues for audit only when tax compliance risk
exists.

Our study reports Schedule M-3 and Form 1120
tax return data for 40,740 large U.S. corporations for
2010, with comparisons to 2006-2009 and to 2010
Schedule UTP (uncertain tax position) filing status
for 2006 through 2009 and 2010. The data highlight
the relative importance to the U.S. corporate tax
system of very large corporations and of corpora-
tions that are publicly held and file with the SEC, as
well as the importance of Form 1120 “mixed
groups” (tax consolidated groups with a non-
insurance parent and one or more insurance sub-
sidiaries). Mixed group reporting practices are
reviewed. New data fields discussed are financial
statement standard (generally accepted accounting
principles, international financial reporting stan-
dards, tax basis, and other), financial statement total
assets, financial statement total assets of foreign
non-includible entities, and research and develop-
ment book income book-tax difference amounts.
Distribution of key tax and Schedule M-3 items are
presented by Schedule L total assets, by financial
statement type (SEC 10-K/public, audited, unau-
dited), by the presence or absence of Schedule UTP,
by 19 key industries, by financial statement stan-
dard, by the comparative size of Schedule L and
financial statement total assets, and by the presence
or absence of R&D.

The study develops a “Mini M-3” format to
summarize the data in Parts II and III of Schedule
M-3. The aggregate amounts reported on the “other
with difference” lines in those parts are compared
with the aggregate amounts reported on the “speci-
fied” lines therein. A Schedule M-3 cost of goods
sold (COGS) adjustment of $32 trillion is introduced
to remove the cost of securities, commodity con-
tracts, and other financial products reported in
COGS by some corporations and to reconcile to the
COGS amount reported by the IRS Statistics of
Income (SOI) division corporate data file. The study
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also makes special adjustments to the “other in-
come with difference” and “other items with no
difference” lines and divides the adjusted “other
items with no difference” line into “other income
with no difference” and “other expense/deduction
with no difference” lines. The low frequency of
response to various lines on Schedule M-3 for
corporations with $10 million but less than $50
million in assets is compared with the frequency for
corporations with $50 million or more in assets to
explain the change in reporting requirements in
2014 for the smaller corporations.

This study includes 2010 tax return and Schedule
M-3 data for 40,740 corporations. The 2,692 corpo-
rations with $1 billion or more in assets report 92
percent of the assets, 83 percent of the tax less
credits, and 97 percent of the worldwide income of
the 40,740 corporations in the study. The 4,635
corporations with SEC 10-K/public financial state-
ments report 75 percent of the assets, 72 percent of
the tax less credits, and 88 percent of the worldwide
income.

A mixed group Schedule M-3 with subconsolida-
tion and Form 8916 is required if the tax consolida-
tion contains (1) both insurance and non-insurance
corporations, or (2) both life and property and
casualty (PC) insurance companies. This study in-
cludes 407 mixed group returns. Those returns
report 46 percent of the assets, 30 percent of the tax
less credits, and 46 percent of the worldwide in-
come of the 40,740 returns in the study.

By 2010, aggregate worldwide financial state-
ment income and pretax book income for all corpo-
rations in this study are close to 2006-2007 levels
after sharp drops to negative levels in 2008. Non-
includible financial statement foreign income in
2010 is double that of 2006-2007 levels, while aggre-
gate financial statement federal tax expense and
U.S. corporate tax less credits in 2010 remain sub-
stantially below 2006-2007 levels.

For 2010, on Part II lines 1 through 25 (a total of
31 lines because of 23b through 23g), the average
percentage response rate per line for corporations
with total assets of $10 million but less than $50
million is 10.7 percent. For corporations with $50
million or more in assets, the comparable Part II
percentage response is 18.2 percent. The smaller
corporations respond at 59 percent of the rate of the
larger corporations on the 31 lines. The smaller
corporations report book-tax differences that are
approximately 2 percent of those of the larger
corporations on the 31 lines.

For 2010, on Part III lines 1 through 37 (a total of
37 lines), the average percentage response rate per
line for corporations with total assets of $10 million
but less than $50 million is 21.2 percent. For corpo-
rations with $50 million or more in assets, the
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comparable Part III percentage response is 31.3
percent. The smaller corporations respond at 68
percent of the rate of the larger corporations on the
37 lines. The smaller corporations report book-tax
differences that are approximately 4 percent of
those of the larger corporations on the 37 lines.

The SOI corporate data file removes the cost of
securities, commodity contracts, and other financial
products reported in Form 1120, page 1, line 2
COGS, but does not make the adjustment for Sched-
ule M-3 data. SOI also makes adjustments to Form
1120, page 1, line 1 gross receipts to match the
amounts removed from COGS.

This study adjusts 2010 Schedule M-3 COGS to
agree with the SOI Form 1120, page 1, line 2 COGS,
an adjustment of $32 trillion to COGS. It makes
matching adjustments to gross proceeds or gross
receipt lines on Schedule M-3 Part II “other income
with differences” and “other items with no differ-
ences.” The “other items with no differences” line is
further adjusted to remove “expense/deduction
with no differences,” converting the line to “other
income with no differences.”

After making the data adjustments, the report
develops a Mini M-3 with seven categories of
specified lines or other “with difference” or “no
difference” lines:

e other income with no difference (Part II, line 28

adjusted) (gross receipts);

e COGS (Part II, line 17 adjusted);

e specified income (Part II, lines 1-16, 18-24, and

29a-29c¢);

e other income with difference (Part II, line 25

adjusted);
e specified expense/deductions (Part III, lines
3-36 in 2010);

o other expense/deduction with difference (Part
I1I, line 37 in 2010); and

e other expense/deduction with no difference
(an adjustment to Part II, line 28).

The report also adds a subtotal for adjusted gross
profit for the first two items, adjusted total income
for the first four items, and a total of all items for
pretax book income. The report tables and text state
all Mini M-3 category data as a percentage of
adjusted total income to aid comparisons between
groups with corporations that differ in size.

“Pretax net income book” as a percentage of
“adjusted total income book” is a financial state-
ments pretax profitability measure. In 2010 corpo-
rations with SEC 10-K/public financial statements
report relatively more financial statement pretax
profitability (17.41 percent) than those with audited
(5.41 percent) or unaudited financial statements (8.5
percent). Tax income as a percentage of adjusted
total income book is lower than the pretax net
income book percentage for SEC 10-K/public (12.14
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percent versus 17.41 percent, 5.27 percentage points
lower because of book-tax differences, a reduction
of 30.3 percent) and unaudited (5.45 percent versus
8.5 percent, 3.05 percentage points lower because of
book-tax differences, a reduction of 35.8 percent),
but higher for audited (5.77 percent versus 5.41
percent, 0.37 percentage points higher because of
book-tax differences, an increase of 6.8 percent).

In 2010, 12,044 corporations (30 percent) with
assets of $100 million or more are potentially re-
quired to file Schedule UTP.

The 1,856 (5 percent) with assets of $100 million
or more that in fact filed Schedule UTP report 69
percent of assets, 58 percent of tax less credits, 71
percent of worldwide income, 47 percent of the
non-includible foreign income, 68 percent of pretax
income, 62 percent of the net negative temporary
book-tax differences, and 36 percent of the net
negative permanent book-tax differences.

In contrast, the 10,188 corporations (25 percent)
with assets of $100 million or more that did not file
Schedule UTP (were not required to file or failed to
tile) report 29 percent of assets, 37 percent of tax less
credit, and 30 percent of worldwide income, but a
disproportionate 52 percent of non-includible for-
eign income and 64 percent of the net negative
permanent book-tax differences.

II. Schedules M-3 and UTP Background

A. Schedule M-3 Overview

Taxpayers prepare corporate and partnership tax
returns by adjusting amounts from their financial
statements or books and records. The goal of the
Schedule M-3 reconciliation is to increase taxpayer
transparency to the IRS regarding the adjustments
made to financial statements or books and records
amounts in preparing the tax return and to assist
the IRS in selecting returns and issues for audit
where tax compliance risk exists and in not select-
ing returns and issues where there is no such risk.

Schedule M-3 was first introduced in 2004 for
U.S. corporations with total assets of $10 million or
more filing U.S. income tax return Form 1120. It
replaced four decades of use of the less structured
Schedule M-1 for those corporations for the re-
quired reconciliation of financial statements income
to tax income.

In 2006 Schedule M-3 replaced Schedule M-1 for
most corporations and partnerships with total as-
sets of $10 million or more and for specific partner-
ships with less than $10 million in assets. On May
10, 2013, the IRS announced that effective for tax
years ending December 31, 2014, and later, corpo-
rations and partnerships with $10 million or more
in assets but less than $50 million in assets and
those partnerships with less than $10 million in
assets required to file Schedule M-3 could file
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Schedule M-3, Part I and could file Schedule M-1 in
place of Schedule M-3, Parts II and III if they chose.!

This is the sixth report in a series by the authors
researching the differences between financial state-
ments income (often called book income) and tax
income as reported on U.S. corporate income tax
returns.? This sixth report analyzes final data for
2010 corporate Form 1120 Schedule M-3 with com-
parisons with 2006 to 2009 and with 2010 Schedule
UTP filing status.

B. Schedule M-3 and Accounting Research

A 1999 Treasury report and Treasury testimony in
2000 by then-Treasury Assistant Secretary for Tax
Policy Jonathan Talisman viewed the widening
difference in the 1990s between the sum of corpo-
rate financial statements income (book income) and
federal income tax expense reported on Form 1120
Schedule M-1, lines 1 and 2, and tax income re-

'This report repeats some material from Boynton, DeFil-
ippes, and Legel (2005, 2006a, 2006b, and 2008); Boynton,
DeFilippes, Legel, and Reum (2011); Boynton and Wilson (2006);
and Boynton and Livingston (2010); all used with permission.
Our tax return table values may not add because of rounding.
The SOI corporate data file for year t includes all tax years
ending between July of calendar year t and June of calendar
year t+1. Effective for tax years ending after December 30, 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 for tax years ending on or after
December 31, 2006, for corporations with total assets of $10
million or more, Schedule M-3 applies to Form 1120-S for S
corporations, to Form 1120-C for cooperative associations, to
Form 1120-L for life insurance companies, and to Form 1120-PC
for PC insurance companies. Effective for tax years ending on or
after December 31, 2006, Schedule M-3 also applies to Form 1065
and Form 1065-B for partnerships with total assets of $10 million
or more and to some other partnerships. Effective for tax years
ending on or after December 31, 2007, a special Schedule M-3
applies to Form 1120-F for foreign corporations with effectively
connected U.S. income and total assets of $10 million or more.
Schedule M-1 continues to apply to Form 1120-RIC for regulated
investment companies, to Form 1120-REIT for real estate invest-
ment trusts, and to all corporations with total assets of less than
$10 million. Effective for tax years ending December 31, 2014,
and later, corporations and partnerships with $10 million or
more in assets but less than $50 million in assets and those
partnerships with less than $10 million in assets required to file
Schedule M-3 would be permitted to file Schedule M-3, Part I
and to file Schedule M-1 in place of Schedule M-3, Parts II and
III if they chose.

2See Boynton, DeFilippes, and Legel (2005, 2006a, 2006b, and
2008); and Boynton, DeFilippes, Legel, and Reum (2011). The
first two articles analyze corporate Form 1120 Schedule M-1
reporting for tax years 1990 through 2003. The third paper in
this series analyzes advance file data for the 2004 corporate
Form 1120 Schedule M-3. The fourth paper analyzes final data
for the 2005 corporate Form 1120 Schedule M-3 and updates the
prior 2004 report using final 2004 data. The fifth paper analyzes
final data for the 2006 and 2007 corporate Form 1120 Schedule
M-3 as well as earlier Schedule M-1 data from 1994 through 2005
and Schedule M-3 data from 2004-2005.
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ported on Form 1120, page 1, line 28, as a possible
indicator of corporate tax shelter activity, but also
noted the difficulty in interpreting Schedule M-1
book-tax difference data.> Mills and Plesko (2003)
proposed a redesign of Schedule M-1 to increase the
transparency of the corporate book-tax reconcilia-
tion and make data more interpretable.* The Mills
and Plesko (2003) Schedule M-1 redesign recom-
mendations are largely reflected in Schedule M-3,
particularly in Part 1.5

3See Treasury (1999) and Talisman (2000). See also Mills (1998)
cited by Treasury (1999, at 32, note 118).

4See 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 balance 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, 2006a, 2006b, and
2008); and Boynton and Wilson (2006). For discussions of the
problems in reconciling financial accounting income and tax
income, see McGill and Outslay (2002); Hanlon (2003); Plesko
(2003); McGill and Outslay (2004); Plesko (2004); Hanlon and
Shevlin (2005); and Lisowsky and Trautman (2007). For a
summary of the research through May 2007 on book-tax differ-
ences and on Schedule M-1 and Schedule M-3, see Weiner
(2007). For early discussions of book-tax differences, see Boyn-
ton, Dobbins, and Plesko (1992); Mills (1998); Plesko (2002); and
Plesko and Shumofsky (2005). For a discussion of the relation-
ship between financial accounting current federal income tax
expense and Form 1120 tax liability, see Lisowsky (2009). For a
discussion of tax shelters and financial accounting, see
Lisowsky (2010). For a discussion of Financial Accounting
Standards Board Interpretation No. 48 uncertain tax positions
and Schedule M-3 data, see Dunbar, Philips, and Plesko (2009);
Blouin, DeBacker, and Sikes (2010); and Lisowsky, Robinson,
and Schmidt (2013). For a discussion of deferred taxes and the
Financial Accounting Standard No. 109 tax footnote, see
Poterba, Rao, and Seidman (2011); and Raedy, Seidman, and
Shackelford (2012). For a discussion of corporate reporting and
market reactions to the greater IRS transparency required under
Schedule M-3, see Donohoe and McGill (2011). For a compari-
son of the financial statement income of a corporation’s consoli-
dated financial statement entities to the financial statement
income of a corporation’s tax return entities on a worldwide,
domestic, and foreign income basis, see Bokulic, Henry, and
Plesko (2012a). For a discussion of the distribution of corporate
income from 2004 through 2008, see Bokulic, Henry, and Plesko
(2012b). For implications for tax reform, see Henry and Plesko
(2012). For a discussion of effective tax rates using Schedule M-3
data, see Government Accountability Office (2013); for a cri-
tique, see Sullivan (2013); for an extension treating the section 78
gross-up of foreign tax credit on foreign dividends reported on
Schedule M-3, Part II line 4 as additional foreign tax expense,
see Lyon (2013); for a critique, see Citizens for Tax Justice (2013).
For Schedule M-3 profiles of Schedule UTP filers and nonfilers
for 2010-2011, see Boynton, DeFilippes, Legel, and Rupert
(2014). For a discussion of the UTPs reported on Schedule UTP
and an analysis of how Schedule UTP reporting requirements
affect corporate tax and financial reporting behavior, see Towery
(2014).

SFor a discussion of the development of Schedule M-3, see
Boynton and Mills (2004).
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C. Book-Tax Differences and Signs

Taxpayers prepare corporate and partnership tax
returns by adjusting amounts from their financial
statements or books and records. Book income is the
financial statements income of the entity filing a
corporation or partnership income tax return. For
consolidated corporations filing U.S. Form 1120,
book income is the consolidated financial state-
ments income of the includible corporations joining
in the consolidated tax return and will often differ
from the worldwide consolidated income reported
on the parent corporation’s worldwide consoli-
dated financial statements. Schedule M-3, Part I,
reconciles worldwide consolidated financial state-
ments income to book income.

We compare pretax book income (book income
measured before federal income tax expense) with
tax income and calculate book-tax differences as
pretax differences, consistent with the book-tax
differences literature since Talisman (2000).6

The book-tax difference literature before the in-
troduction of Schedule M-3 defined the sign of the
difference between pretax book income and tax
income as “book minus tax,” resulting in a positive
difference if the book amount is higher than the tax
amount. Schedule M-3 reverses this prior conven-
tion to “tax minus book” by its reconciliation rules.

For Schedule M-3, the temporary and permanent
adjustment amounts reported in columns (b) and (c)
of Parts II and III are the amounts that are added to
column (a) book income to determine column (d)
tax income. A positive total book-tax difference in
columns (b) and (c) means that the tax amount is
higher than the book amount. A negative total
book-tax difference in columns (b) and (c) means
that the tax amount is lower than the book amount.

In our report, the sign of Schedule M-3, Part III
expense/deduction data including book-tax differ-
ences has been changed to agree with the effect of
those expense/deduction items and book-tax differ-
ences in net income reported on Part II, line 30. If a
Part IIT expense/deduction item or book-tax differ-
ence reduces Part II, line 30 net income, it is shown
as a negative amount in our report.”

®We calculate total pretax book income and total pretax
temporary and permanent book-tax differences by adding back
federal income tax expense and differences reported on Sched-
ule M-3, Part III, lines 1 and 2, columns (a), (b), and (c), to book
income and differences reported on Schedule M-3, Part II, line
30, columns (a), (b), and (c), column by column. Total book-tax
difference is the sum of total temporary and permanent book-
tax differences. Specific temporary and permanent book-tax
differences are reported in Schedule M-3, Parts II and III, and

are discussed in Part IIL.B and presented in tables 2A and 2B.
’Schedule M-3 instructions require that column (a) book
expense and column (d) tax deduction amounts that reduce net
book income and reduce net tax income be shown on Part IV as
(Footnote continued in next column.)
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D. Source of the 2006-2010 Data

A weighted statistical sample of tax return data is
electronically encoded annually by SOI for use by
the Treasury Office of Tax Analysis (OTA) and the
Joint Committee on Taxation.8 The Office of Plan-
ning, Analysis, Inventory, and Research (PAIR)
within the IRS Large Business and International
Division also receives a copy of the file.® These data
include Schedule M-1 data and, beginning with the
2004 SOI corporate file, Schedule M-3 data. The
2010 SOI corporate file was issued to OTA, the JCT,
and LB&I in October 2012.10

Beginning in May 2011, researchers using SOI
data must report tax data as an aggregate for a
minimum of five taxpayers to protect taxpayer
confidentiality."* For statistical reasons, SOI prefers
that reported aggregate data be for 10 or more
taxpayers when possible.!2

positive amounts. However, some taxpayers fail to follow the
instructions. For a discussion of the problem and how we deal
with it, see Boynton, DeFilippes, and Legel (2006b, and 2008);
and Boynton, DeFilippes, Legel, and Reum (2011).

8The 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 $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 represents
several similar tax returns (for example, five tax returns). The
SOI corporate data file for year t includes all tax years ending
between July of calendar year t and June of calendar year t+1.

“Use of the SOI file by PAIR and LB&I is limited under a
formal memorandum of understanding between SOI and LB&I
to research studies. SOI file data is not used for IRS audit case
building.

9The final SOI corporate file may contain placeholder re-
cords representing returns that for some reason are unavailable
when the SOI file is issued but are needed by SOI for statistical
purposes. Placeholder data is commonly the edited return data
from the prior tax year, but it 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 data
from the IRS Employee User Portal. Placeholder returns are not
included in the Schedule M-3 “First Look” data files.

"Before May 2011, the minimum aggregation requirement
for SOI and for other government agencies was data aggrega-
tion for three or more taxpayers or individuals. SOI has in-
creased the required minimum for the use of SOI data to five or
more. The change for SOI data applies to tax year 2008 and to
new studies of data from earlier tax years. A data count of zero
is permitted. Tests must be performed to ensure that data cannot
be generated by a subtraction that would violate the minimum
aggregations requirement. For a discussion of the older require-
ment of three or more taxpayers or individuals for aggregate
data, see OMB Working Paper 22 (2005) and IRS Publication
1075 (rev. 2007).

20ur tax return table values may not add and may differ
from official 2010 SOI values because of rounding. SOI publica-
tions do not include schedules M-1 or M-3 data. Before the
publication of Boynton, DeFilippes, and Legel (2005 and 2006a),
only Plesko (2002) (for 1996-1998) and Plesko-Shumofsky (2005)

(Footnote continued on next page.)
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E. Limits of Schedule M-3 Data

With the exception of Schedule M-3, Part I,
amounts reported on the Form 1120 tax return and
the Schedule M-3, Parts II and III:

e are limited to the tax information and pretax
book income information of the includible cor-
porations in the tax consolidated return; and

¢ do not include the tax information or pretax
book income information of the non-includible
corporations and partnerships (both foreign
and domestic) that are included in the world-
wide consolidated after-tax income reported
on Schedule M-3, Part I, line 4 (the worldwide
book income reported in the financial state-
ment for consolidated book purposes).

The after-tax income of the non-includible corpo-
rations and partnerships is removed, in gross after-
tax amounts, on Schedule M-3, Part I, lines 5 and 6,
as one step in determining the book income of the
includible corporations reported on Schedule M-3,
Part I, line 11.

Form 1120 tax return and Schedule M-3 data do
not yield generalizations about the financial state-
ment pretax consolidated worldwide income.
Amounts reported on Form 1120 and Schedule M-3
do not provide the data needed to calculate the
pretax worldwide effective tax rate for the entities
included in the worldwide financial statements.

F. Mixed Group Reporting

A mixed group Schedule M-3 with subconsolida-
tion and Form 8916 is required if the tax consolida-
tion contains (1) both insurance and non-insurance
corporations or (2) both life and PC insurance
companies.'® This study includes 2010 tax return
and Schedule M-3 data for 40,740 corporations, of
which 407 are mixed group returns. The 407 mixed
group returns report 46 percent of the assets, 30
percent of the tax less credits, 32 percent of the
taxable income, and 46 percent of the worldwide
income of the 40,740 returns in the study. See Table

(for 1995-2001) presented public Schedule M-1 data for the SOI
corporate file population. The year-by-year reconciliations of
the subset of corporations meeting our minimum data and
reconciliation tests for this 2006-2010 Schedule M-3 study with
the full 2006 through 2010 SOI corporate files are presented in
Distribution Table D3 of the full M-3 “First Look” data set for
each year, 2006-2010, available on request. Our minimum data
and reconciliation tests require that Part I, line 11, and Part II,
line 30, column A agree and that Part III, line 38 (line 36 before
2010) and Part II, line 27 agree within 1 percent of the maximum
absolute value of the amounts on Part II, line 30.

*Mixed group Schedule M-3 returns are referred to as
1504(c) returns in SOI reports. Section 1504(c) permits tax
consolidation of insurance and non-insurance corporations.
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6 in this report for the dollar magnitude of the key
tax variables reported by Form 1120 mixed group
corporations.!4

SOI classifies a consolidated return with an in-
surance company subsidiary as a life or PC return if
more than 50 percent of the consolidated total
receipts are life or PC, even if the parent corporation
files Form 1120 at the top of the consolidation.
Conversely, SOI classifies the consolidated return as
Form 1120 non-insurance even if the parent corpo-
ration files Form 1120-PC if the non-insurance total
receipts are more than 50 percent of the total
consolidated total receipts.!5

Mixed groups require Schedule M-3 subconsoli-
dation and need an elimination return and elimina-
tion Schedule M-3 to accurately separate the assets,
liabilities, equities, and income without double
counting. SOI editors often must make adjustments
to make the eliminations reconcile the subconsoli-
dations with the consolidated totals.1¢

The mixed group Schedule M-3, Part I reconciles
in approximately 95 percent of returns.'” The mixed
group Schedule M-3, Part II, lines 29a-29c¢ reconcile

“Except as otherwise indicated, all percentages discussed in
this section are approximate percentages of mixed group returns
and not percentages of dollar amounts of any tax variable. For
example, a reference to a problem in 5 percent of the mixed
group returns might involve 25 percent of the dollars reported
on mixed group returns for various tax variables.

3Total receipts as used by SOI for section 1504(c) return
classification are the sum of gross receipts less returns, divi-
dends, interest, rents, royalties, and other taxable income,
excluding gains from the sale or exchange of assets. The SOI
conversions for 2010 reflect an approximately 30 percent change
from Form 1120 to Form 1120PC, 10 percent change from Form
1120 to Form 1120L, and less than 1 percent change from Form
1120PC to Form 1120. In response to the large amount of
conversions and later mismatch of Schedule M-3 data by return
type, SOI collection of all the subgroups data commenced in tax
year 2010. Note that all SOI editing changes apply only to the
data in the SOI corporate file and do not affect the actual tax
return subject to review by revenue agents.

16 Approximately 80 percent of the section 1504(c) returns
have attached eliminations, but only about 4 percent have
Schedule M-3 eliminations. These are captured by the SOI
editing system. Most of the Schedule M-3 eliminations focus on
issues concerning dual consolidated losses, losses of nonlife
affiliates under section 801, and the adjustment of basis and
limitation of group losses under section 1503. In most cases, the
SOI editors can use the elimination to net against amounts on
the subgroup that it matches to help reconcile the return. In the
remaining cases, a data field captures the amount as an adjust-
ment for future analysis. The Schedule M-3 eliminations are
captured on the system as a separate subgroup for assisting
researchers on reconciliation issues.

"Most errors can be attributed to paper filers and a few
electronic filers that provided no amounts or a single entry for
the Schedule M-3, Part I. The SOI editors and analysts can
usually reconstruct Part I based on other parts of the return or
by using basic arithmetic.
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to Form 8916 in approximately 80 percent of re-
turns.’® The mixed group Schedule M-3, Part II,
lines 29a-29¢ reconcile to Part II, line 30 in approxi-
mately 95 percent of the returns.!”

G. Schedule M-3 Versus Schedule UTP

Schedule UTP was introduced in 2010 for corpo-
rations with assets of $100 million or more with
audited financial statements reporting UTPs in the
income tax footnote and for some related corpora-
tions. The purpose was to share with the IRS some
of the taxpayer information collected as part of
preparing the financial statement income tax foot-
note.20 The goal was to increase taxpayer transpar-
ency for items giving rise to federal income tax
UTPs in the taxpayer’s financial statements.

Schedule UTP asks for relevant code sections and
a concise description of issues, without dollar
amounts, for the UTPs that affect the financial-
statement-reported U.S. federal income tax liabili-
ties of specified corporations that issue or are
included in audited financial statements. The cor-
porate asset reporting threshold is assets of $100
million or more in tax years 2010 and 2011, $50
million or more in tax years 2012 and 2013, and $10
million or more in tax years ending December 31,
2014, or later.2!

!8The 20 percent of returns that cause a test error are
corrected by the SOI editor in 40 percent of the error cases. The
remaining 60 percent of error cases that are not corrected are
generally the result of intercompany dividends: the nonlife
dividends received deduction found on Form 8916.

“The SOI editors look for data-rich subconsolidated returns
that will match the consolidated Part II, lines 29(a-c). Generally,
the matching subconsolidated Schedules M-3 are found. When
matches are not found, the editors use the subconsolidated
Schedule M-3 that is available. When this occurs, the reconcili-
ation amounts from that subconsolidated return will be re-
flected in lines 29(a-c). This, along with the fact that line 30 does
not change, will cause the discrepancy.

ZPootnote reporting of UTPs is required by GAAP under
FAS 109 (ASC 740) and FIN 48.

21Schedule UTP requires the reporting of each U.S. federal
income tax position taken by an applicable corporation on its
US. federal income tax return for which two conditions are
satisfied:

1. The corporation has taken a tax position on its U.S.

federal income tax return for the current tax year or for a

prior tax year.

2. Either the corporation or a related party has recorded a

reserve for that tax position for U.S. federal income tax in

audited financial statements, or the corporation or related
party did not record a reserve for that tax position
because the corporation expects to litigate it.

A tax position for which a reserve was recorded (or for which
no reserve was recorded because of an expectation to litigate)
must be reported regardless of whether the audited financial
statements are prepared based on GAAP, IFRS, or other country-
specific accounting standards, including a modified version of
any of the above (for example, modified GAAP).
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Schedule M-3 was introduced in 2004 for corpo-
rations with assets of $10 million or more to assist
the IRS in reconciling financial statement income
with tax income, including identifying temporary
and permanent book-tax differences. Taxpayers pre-
pare corporate and partnership tax returns by ad-
justing amounts from their financial statements.
The goal is to increase taxpayer transparency re-
garding the adjustments made to financial state-
ments to prepare the tax return. Many of the items
that must be listed on Form UTP generate or affect
book-tax differences that must be included on
Schedule M-3. Schedule M-3 reports dollar
amounts; Schedule UTP does not.

In summary:
e Schedule M-3:

e Schedule M-3 is a crosswalk from the tax-
payer’s financial statement to its tax return.

e Part I removes the income (loss) of all enti-
ties included in the financial statement but
not included in the consolidated tax return
and adds the income (loss) of all entities not
included in the financial statement but in-
cluded in the consolidated tax return.

e Parts II and III require taxpayers to report
the dollar amounts of the temporary and
permanent adjustments they make to create
their tax return from their financial state-
ment as well as the initial book income and
final tax income amounts for each scheduled
item.

e Schedule UTP:

e Schedule UTP reports the federal income tax
UTPs reserved on the taxpayer’s financial
statements for items on the tax return that
the taxpayer acknowledges the IRS may
challenge.

e Schedule UTP discloses relevant code sec-
tions and provides a concise description of
the UTPs without reporting the dollar
amounts.

e Jtems listed on Schedule UTP may relate to
the amounts reported on Schedule M-3.

e Some items reported on Schedule UTP may
involve items not reported on Schedule M-3
(for example, tax credit items).

Schedule M-3 and Schedule UTP are complemen-
tary sources of taxpayer transparency that do not
overlap and do not contain duplicative information.
Moreover, Schedule UTP and Schedule M-3 differ
greatly in the number of corporations required to
tile each, even among corporations with $100 mil-
lion or more in assets. Schedule UTP is required for
only a minority of the corporations required to file
Schedule M-3.
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Tables 6 and 7 of this report present Schedule
M-3 and tax return data on Schedule UTP filers and
nonfilers.

H. Reconciling Counts of Schedule UTP

Table 8 of this report shows a total of 1,856 Form
1120 2010 Schedule UTPs compared with 2,167
reported by the PAIR LB&I UTP registry for the
2010 form year. The difference is a result of different
corporate income tax return forms (PAIR counts
include Form 1120-F, as well as Form 1120 filed by
parents of insurance companies, and this report
includes neither); including or excluding returns
based on different tax year-ends (June 2011 for SOI
data versus November 2011 for PAIR); different
standards for the presence or absence of Schedule
UTP (SOI data counts blank Schedule UTP as
present, and PAIR does not); and different mini-
mum asset recognition thresholds (PAIR includes
voluntary filing by a corporation with assets below
$100 million, and this report does not).

Specifically: (1) 2010 SOI Schedule UTP data is
for Form 1120 tax returns with year-ends no later
than June 2011 (the end of SOI year 2010); (2) SOI
recognizes the indication on Form 1120 Schedule K
that Schedule UTP is required and the presence of a
Schedule UTP even if incomplete; (3) we exclude
Form 1120 returns if SOI indicates that it is the
parent of an insurance company and should be
classified as Form 1120-L or Form 1120-PC under
the SOI test of 50 percent or more total receipts from
life or PC insurance; and (4) we exclude voluntary
2010 Schedule UTPs filed by corporations with total
Schedule L assets of less than $100 million.

Table 1. Reconciling Counts of Schedule UTP

UTP registry for Dec. 2010-Nov. 2011 2,167
Remove 1120-F - 26
Subtotal 1120, 1120-L, 1120-PC for 2,141
Dec. 2010-Nov. 2011

Remove 1120 for July 2011-Nov. 2011 - 245
Subtotal 1120, 1120-L, 1120-PC for 1,896

Dec. 2010-June 2011
ADD 1120 identified by SOI UTP Flag

NOT in UTP Registry +113
1120+1120-L+1120-PC UTP identified by SOI 2,009
UTP flag

For Dec. 2010-June 2011

Remove deemed 1120-L and 1120-PC

Identified by SOI -108
1120 UTP identified by SOI UTP flag 1,901

For Dec. 2010-June 2011

Remove 1120 for Dec. 2011-June 2011

With assets below $100 million - 45
Total 1120 for Dec. 2011-June 2011 1,856

Identified by SOI UTP flag with assets of
$100 million or more
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I. Mini M-3 Format

The “other with difference” lines on Schedule
M-3 with book-tax differences are Part II, line 25
and Part III, line 37 (line 35 before 2010 when
current lines 35 and 36 were added). In the prior
two studies in this series, we noted the important
dollar magnitude of the book income, tax income,
and book-tax difference amounts reported on these
other with difference lines and the documentation
problems found on them.??

In this study, we develop a Mini M-3 format and
compare the aggregate amounts reported on the
Schedule M-3, Parts II and III other with difference
or other with no difference lines with the aggregate
amounts reported on the Schedule M-3, Parts Il and
III “specified” lines — that is, the lines with specific
captions.??

After making some adjustments, we present data
for and analysis of the book income, tax income,
and book-tax difference amounts found on the
following lines or categories of lines for all corpo-
rations, corporations by financial statement type,
and other groupings:

e other income with no difference (Part 11, line 28

adjusted) (gross receipts);

e COGS (Part II, line 17 adjusted);

e specified income (Part II, lines 1-16, 18-24, and

29a-29¢);

e other income with difference (Part II, line 25

adjusted);
e specified expense/deductions (Part III, lines
3-36 in 2010);24

e other expense/deduction with difference (Part
I1I, line 37 in 2010); and

e other expense/deduction with no difference
(an adjustment to Part II, line 28).

We also show a subtotal for adjusted gross profit
for the first two items, adjusted total income for the
tirst four items, and a total of all items for pretax

*For discussions of the other with difference documentation
by large taxpayers in 2005 and 2007, see Boynton, DeFilippes,
and Legel (2008); and Boynton, DeFilippes, Legel, and Reum
(2011).

ZAmounts reported on the other with difference lines re-
quire attached documentation. The documentation must sepa-
rately state and adequately disclose the book-tax difference
adjustments for the line. The other items with no difference line
has no documentation. Reporting on the other with difference
lines is similar to but more detailed than reporting on Schedule
M-1. Both allow descriptions determined by the taxpayer.
Schedule M-1 requires only a description and a book-tax
difference. Schedule M-3 requires a description, a book income
amount, a temporary book-tax difference amount, a permanent
book-tax difference amount, and a tax income amount.

We exclude federal income tax expenses reported on
Schedule M-3, Part III, lines 1 and 2, from our pretax analysis.
See our discussion of pretax income and book-tax differences in
Part IL.C.
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book income. We use the adjusted-total-income
book amount as a common-size scaling factor and
compare percentages of adjusted-total-income book
income to remove or minimize the effect of differ-
ences in the size of corporations from our analysis.

III. 2006-2010 Schedule M-3 Data

A. Worldwide Income to Tax Less Credits

In this section we present 2006-2010 Schedule
M-3, Part I data and other tax data in Tables 1A to
1D for all corporations meeting our study require-
ments filing Form 1120 and for three financial
statement types (SEC 10-K/public, audited, unau-
dited).?>

Schedule M-3, Part I is important and unique in
tax reporting because it lists the adjustments made
to worldwide consolidated income in the parent
corporation’s financial statements to determine the
book income of the includible corporations in the
tax return.2®

Table 1A presents summary data for all Form
1120 Schedule M-3 corporations in our study in the
2006-2010 period. Table 1B is restricted to corpora-
tions indicating that they either have publicly
traded stock or that they file Form 10-K with the
SEC (SEC 10-K/public). Table 1C is restricted to
corporations with certified audited financial state-
ments not filed with the SEC (audited). Table 1D is
restricted to corporations with unaudited financial
statements or with only books and records (unau-
dited).?”

25Some companies with assets less than $10 million volun-
tarily filed Schedule M-3. We do not analyze that data. Our
minimum reconciliation tests require Schedule M-3 data agree-
ment within tolerances of 1 percent of the maximum absolute
value of the amounts on Part II, line 30, for income between Part
I, line 11 and Part II, line 30 column A and for expenses/
deductions between Part III, line 38 (line 36 through 2009) and
the carryover line Part II, line 27. The year-by-year reconcilia-
tions of the subset of corporations meeting our minimum data
and reconciliation tests for this 2006-2010 Schedule M-3 study
with the full 2006 through 2010 SOI corporate files are presented
in Distribution Table D3 of the full M-3 “First Look” data set for
each year, 2006-2010, available on request.

A major problem with interpreting Schedule M-1 data in
the past was that the taxpayer was allowed to report a starting
Schedule M-1, line 1, book income amount without reconciling
the reported book income amount with financial accounting
income on the taxpayer’s financial statement. Schedule M-3,
Part I, line 11 defines the starting book income for the book-tax
reconciliation in Parts II and III. The May 10, 2013, IRS notice
effective December 31, 2014, permitting the use of Schedule M-1
by corporations and partnerships with $10 million but less than
$50 million in assets in place of Schedule M-3, Parts II and III
requires the use of Schedule M-3, Part I and requires that
Schedule M-1, line 1, book income equal Schedule M-3, line 11.

*We define the term “SEC 10-K/public” to include any tax
return on which (1) Schedule M-3, Part I, line 1a, indicated that
an SEC 10-K was filed; or (2) Part I, line 3a, indicated that the

(Footnote continued in next column.)
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Tables 1A to 1D indicate 2006-2010 Schedule M-3,
Part I data and other tax data in millions of dollars.
The first data row indicates the number of Schedule
M-3 returns for that year. The first data column
indicates the nonzero frequency for each data item
for 2010. The next column indicates the percentage
frequency of response. The third column indicates
the percentage of total assets reported by the re-
sponders.

At the right of the table are two five-column sets
of percentages for 2006-2010. The first set of per-
centages highlights trends and is each dollar item
amount or return count for each year expressed as a
percentage of the 2006-2007 average, the first two
years of our five-year study period. The second set
of percentages highlights relative magnitudes and
is each dollar item amount for 2006, 2007, 2009, and
2010 as a percentage of the pretax book income for
that year. The second set of percentages indicates
“n/a” for 2008 because pretax book income is
negative or very small in 2008.

For example, in Table 1A for all corporations in
our study, aggregate worldwide financial statement
income in 2006 is 111 percent of the 2006-2007
average, while aggregate financial statement non-
includible foreign income is 77 percent of the 2006-
2007 average. In 2008 aggregate worldwide
financial statement income is negative while aggre-
gate financial statement foreign non-includible in-
come is 133 percent of the 2006-2007 average. In
2010 aggregate worldwide financial statement in-
come is 98 percent of the 2006-2007 average while
aggregate financial statement foreign non-
includible income is 203 percent of the 2006-2007
average. Aggregate pretax book income in 2006 is
116 percent of the 2006-2007 average while aggre-
gate financial statement federal tax expense is 107
percent. In 2008 pretax book income is negative
while aggregate financial statement federal tax ex-
pense is 50 percent of the 2006-2007 average. In 2010
pretax book income is 105 percent of the 2006-2007
average while financial statement federal tax ex-
pense is 76 percent. U.S. corporate tax less credits
for all corporations in our study in 2006 is 102
percent of the 2006-2007 average; in 2008 it is 71
percent of that average; and in 2010 it is 69 percent

corporation had publicly traded common stock. Some corpora-
tions indicate the first without the second, which may mean
publicly traded debt or a reporting error. Other corporations
report the second without the first, suggesting a reporting error.
We make use of the presence of either indicator. We define the
term “audited” to include any tax return on which Schedule
M-3, Part I, line 1b indicates that a certified audited financial
statement was prepared and our requirements for SEC 10-K/
public are unmet. We defined the term “unaudited” to include
all other returns.
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of that average. To summarize the trends, by 2010,
aggregate worldwide financial statement income
and pretax book income for all corporations in our
study are close to 2006-2007 levels after sharp drops
to negative levels in 2008, non-includible financial
statement foreign income in 2010 is double that of
2006-2007 levels, while aggregate financial state-
ment federal tax expense and U.S. corporate tax less
credits in 2010 remain substantially below 2006-
2007 levels.

In the second set of percentages in Table 1A for
all corporations in our study, 2006 aggregate finan-
cial statement federal tax expense is 27 percent of
aggregate pretax book income. In 2010, financial
statement federal tax expense is 21 percent of pretax
book income. In 2006, U.S. corporate tax less credits
is 24 percent of pretax book income, and in 2010 it
is 18 percent. Because tax payments due by corpo-
rations with positive tax income are not reduced by
negative tax income experienced by other corpora-
tions, aggregate tax less credits as a percentage of
aggregate pretax book income may rise when ag-
gregate pretax book income falls dramatically as it
did in 2007-2009; tax less credits is 31 percent of
pretax book income in 2007 and 32 percent in 2009.

Taxpayers prepare corporate and partnership tax
returns by adjusting amounts from their financial
statements or books and records. All but the very
smallest corporations and partnerships use comput-
erized systems to prepare their financial statements
and also to adjust those financial statement
amounts to prepare their U.S. and other income tax
returns. Corporations that prepare consolidated fi-
nancial statements in accordance with financial
statement standards adjust the consolidated finan-
cial statement income amounts first to determine
the consolidated book income of the includible
corporations included in the tax return and second
to adjust the book income amounts according to tax
rules to determine tax income.

Figures 1A and 1B highlight the relative magni-
tude of 2010 Schedule M-3, Part I and Form 1120 tax
return income and adjustment amounts moving
from worldwide consolidated financial statement
income to tax less credits. Data are presented for all
corporations in our study and for three financial
statement types: SEC 10-K/public, audited, and
unaudited.

In Figure 1A, for 2010, total worldwide consoli-
dated financial statement income (reported on
Schedule M-3, Part I, line 4) is $890,621 million for
all corporations, $779,464 million for SEC 10-K/
public, $53,335 million for audited, and $57,822
million for unaudited.

Next shown in Figure 1A is the adjustment to
remove non-includible foreign net income (reported
on Schedule M-3, Part I, line 5). The adjustment is
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-$801,228 million for all corporations, -$772,115 mil-
lion for SEC 10-K/public, -$23,202 million for au-
dited, and -$5,912 million for unaudited.28

Next shown is the adjustment to remove non-
includible U.S. net income (reported on Schedule
M-3, Part I, line 6). The adjustment is -$71,951
million for all corporations, -$55,885 million for SEC
10-K/public, -$12,656 million for audited, and
-$3,410 million for unaudited.?®

Missing from Figure 1A because of its relatively
small size is the adjustment to include the net
income of other includible entities (reported on
Schedule M-3, Part I, line 7) totaling $3,000 million
for all corporations.®®

Next shown is the adjustment to financial state-
ment consolidation eliminations (reported on
Schedule M-3, Part I, line 8) because of the removal
of the net income of foreign and U.S. non-includible
corporations and partnerships and the inclusion of
the net income of other includible entities. The total
adjustment for all corporations is $741,687 million,
$726,920 million for SEC 10-K/public, $10,846 mil-
lion for audited, and $3,921 million for unaudited.
Those adjustments include the restoration of some
dividends, minority interests, and equity method
income eliminated in the consolidation for world-
wide consolidated financial statement income.

Missing from Figure 1A is the adjustment to
income because of differences in financial statement
year and tax year (reported on Schedule M-3, Part I,
line 9) totaling $2,432 million for all corporations.

Next shown are other adjustments (reported on
Schedule M-3, Part I, line 10) required to determine
the net income of includible corporations (book

?The adjustment to remove positive non-includible foreign
net income from worldwide financial statement income is
shown as a negative amount on Schedule M-3, Part I in the
calculation of the book income of includible corporations. The
income must be removed from worldwide financial statement
income in the calculation of the book income of includible
corporations because foreign subsidiaries owned more than 50
percent and some foreign partnerships are includible in world-
wide consolidated financial statements, but only U.S. corpora-
tions owned more than 80 percent are includible in the U.S. tax
consolidated group tax return.

The adjustment to remove positive non-includible U.S. net
income from worldwide financial statement income is shown as
a negative amount. U.S. subsidiaries owned more than 50
percent and some U.S. partnerships are includible in worldwide
consolidated financial statements, but only U.S. corporations
owned 80 percent or more are includible in the U.S. tax
consolidated tax return.

300ther includible entities are U.S. subsidiaries owned 80
percent or more and some disregarded entities (if owned by any
of the includible corporations) for some reason not included in
the worldwide consolidated financial statements and therefore
not included on Schedule M-3, Part I, line 4.
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Figure 1A. 2010: Worldwide Income to Pretax Book Income
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income) totaling $66,065 million for all corpora-
tions, $51,406 million for SEC 10-K/public, $13,027
million for audited, and $1,632 million for unau-
dited. Included are adjustments required between
GAAP and statutory accounting when some subsid-
iaries are insurance companies.

The sixth item shown in Figure 1A is the net
income of includible corporations (book income)
(reported on Schedule M-3, Part I, line 11) totaling
$832,912 million for all corporations, $732,636 mil-
lion for SEC 10-K/public, $43,810 million for au-
dited, and $56,467 million for unaudited.

Book income on Schedule M-3, Part I, line 11 is
the book anchor for the Schedule M-3 book-tax
reconciliation in Parts II and III. Tax net income on
Form 1120, page 1, line 28 is the tax anchor. Sched-
ule M-3, Parts II and III are discussed in detail in
Part II1.B.

For our analysis, consistent with the book-tax
difference literature since Talisman (2000), we ad-
just book income to pretax book income by revers-
ing the recognition of federal income tax expense,
and we calculate book-tax differences as pretax
differences. The adjustment of book income to

TAX NOTES, July 21, 2014

pretax book income permits a consistent compari-
son with tax return income.3!

The penultimate item in Figure 1A is the adjust-
ment reversing federal income tax expense (re-
ported on Schedule M-3, Part III, lines 1 and 2).
Total federal income tax expense for all corpora-
tions is $224,838 million, $176,748 million for SEC
10-K/public, $22,009 million for audited, and
$26,081 million for unaudited.32

Shown last in Figure 1A is pretax book income.
Pretax book income for all corporations is
$1,057,797 million, $909,418 million for SEC 10-K/
public, $65,820 million for audited, and $82,559
million for unaudited.

The first item in Figure 1B is pretax book income
repeating the last item in Figure 1A.

Next shown in Figure 1B is the adjustment for
total book-tax difference. Total book-tax difference
for all corporations is -$300,555 million, -$275,419
million for SEC 10-K/public, $4,458 million for
audited, and -$29,594 million for unaudited.

A negative book-tax difference reduces pretax
book income in determining tax net income. A

31See our discussion of pretax income, book-tax differences,
and signs in Part II.C.

%The adjustment is shown as a positive amount because the
reversal of expense increases book income to pretax book
income.
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$1,200,000

Figure 1B. 2010: Pretax Book Income to Tax Less Income
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positive book-tax difference increases pretax book
income in determining tax net income.

Missing from Figure 1B are SOI's adjustments to
Form 1120, page 1, line 4 dividend income and line
28 tax net income of -$33,244 million for all corpo-
rations to remove intercompany dividends, and the
adjustment of $13,065 million for all corporations to
correct other Form 1120, page 1 reporting errors
affecting line 28 tax net income — a net adjustment
to line 28 tax net income of $20,179 million for all
corporations.3?

*Some taxpayers improperly include U.S. intercompany
dividends in tax net income on Form 1120, page 1, line 28, the
reconciliation target for Schedule M-3. The taxpayer then re-
moves the same intercompany dividend 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. On the SOI
corporate file, SOI removes all intercompany dividends that it
identifies from Form 1120 data (including from page 1, line 28)
regardless of whether the tax consolidation group contains an
insurance company subsidiary. See the discussion of the history
of intercompany dividend editing by SOI for tax years 1990-
2003 in Boynton, DeFilippes, and Legel (2005 and 2006a) and
Boynton, DeFilippes, Legel, and Reum (2011). Note that changes
on the SOI corporate file do not change the amounts on the tax
return and do not affect IRS audits (or lack of audits) for
corporate tax returns.
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Next shown is tax net income of $737,062 million
for all corporations, $619,091 million for SEC 10-K/
public, $70,277 million for audited, and $49,539
million for unaudited.

The fourth item shown in Figure 1B is total
positive tax net income — that is, the total tax net
income of corporations not reporting a loss on Form
1120, page 1, line 28. Loss corporations are not
subject to the regular corporate income tax. Loss
corporations report tax net income of -$278,559
million. Positive tax net income is $1,015,621 million
for all corporations with non-negative tax net in-
come, $771,510 million for SEC 10-K/public,
$124,994 million for audited, and $119,117 million
for unaudited.

The fifth item shown is the Form 1120, page 1,
line 29a net operating loss deduction using prior-
year losses to reduce current taxable income. The
NOL deduction for all corporations is -$114,838
million, -$67,007 million for SEC 10-K/public,
-$20,749 million for audited, and -$27,083 million
for unaudited.34

Missing from Figure 1B is the adjustment for
special deductions (dividend received deductions),
on Form 1120, page 1, line 29b of -$20,128 million

34The adjustment for the NOL deduction is shown as nega-
tive because it reduces taxable income.
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Figure 1C. 2006-2010: Worldwide Income to Tax Less Credits
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for all corporations (after an offset of $33,244 mil-
lion by SOI to balance the SOI intercompany divi-
dend adjustment of -$33,244 million to Form 1120,
page 1, line 28 tax net income). The adjustment for
special deductions reduces taxable income.

The sixth item shown is Form 1120, page 1, line
30 taxable income of $901,239 million for all corpo-
rations, $706,676 million for SEC 10-K/public,
$101,719 million for audited, and $92,844 million for
unaudited.

In Figure 1B, the seventh item shown is U.S.
federal corporate income tax before credits of
$316,879 million for all corporations, $248,346 mil-
lion for SEC 10-K/public, $35,834 million for au-
dited, and $32,700 for unaudited.

The penultimate item shown is FTCs of -$114,467
million for all corporations, -$101,031 million for
SEC 10-K/public, $7,018 million for audited, and
-$6,418 million for unaudited.3>

Missing from Figure 1B are adjustments for the
general business credit of -$14,075 million and other
credits of -$1,519 million for all corporations reduc-
ing taxes due.

®The adjustment for FTC is shown as negative because it
reduces the U.S. income tax owed. The FTC reduces U.S. income
taxes within limits for income taxes paid to foreign countries on
income earned outside the United States.
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In Figure 1B, the last item is tax less credits of
$186,818 million for all corporations, $135,150 mil-
lion for SEC 10-K/public, $26,956 million for au-
dited, and $24,712 million for unaudited.

Figure 1C indicates the relative magnitude of
eight items for tax years 2006 through 2010 for all
corporations with reconcilable Form 1120 Schedule
M-3: worldwide income, foreign non-includible in-
come removed, book income, pretax book income,
book-tax differences, tax net income, taxable in-
come, and tax less credits.

In Figure 1C, worldwide income for all corpora-
tions in our Schedule M-3 study is $1,008,973 mil-
lion in 2006, falling to $804,393 million in 2007,
falling sharply and becoming negative at -$123,891
million in 2008, recovering to $490,939 million in
2009, and recovering further to $890,621 million in
2010, still below the 2006 level.

Foreign non-includible income increases in abso-
lute amount from $302,431 million in 2006 to
$527,179 million in 2008, falls slightly to $389,063
million in 2009, and increases again in absolute
amount to $801,228 million in 2010. The trend for
foreign non-includible income is a major increase
from 2006 to 2010 in absolute terms.

Book income for all corporations in our Schedule
M-3 study follows a path similar to, but lower than,
worldwide income: $856,450 million in 2006, a fall
to -$236,945 million in 2008, and recovery to
$832,912 million in 2010, almost the 2006 level.
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Pretax book income (book income after reversing
federal income tax expense) follows a path similar
to, but higher than, book income and slightly higher
than worldwide income for 2006-2010.

Tax net income in Figure 1C is less than pretax
book income in 2006, 2009, and 2010. For those
years, book-tax differences are negative. In 2007 and
2008, tax net income is higher than pretax book
income. For those years, book-tax differences are
positive. In 2008 in particular, tax net income is
much greater than pretax book income, reflecting
that the tax law often does not allow for the
immediate recognition of many losses, impair-
ments, and write-offs required by financial account-
ing. In 2008 large positive book-tax difference
adjustments are added to pretax book income to
determine tax net income.

Figure 1C indicates that taxable income fell in
2007, 2008, and 2009, but the fall is not as great as
the fall in tax net income. Taxable income is based
on positive tax net income less NOL deductions and
special deductions. Tax net income for many corpo-
rations in each tax year is negative, resulting in a
zero taxable income amount. For example, in 2010,
as discussed in Figure 1B, tax net income is $737,062
million for all corporations in our study, but posi-
tive tax net income is $1,015,621 million for corpo-
rations with non-negative tax net income. In 2010
loss corporations report tax net income of -$278,559
million. Those corporations with positive tax net
income in excess of NOL deductions and special
deductions in 2010 have taxable income of $901,239
million and tax, less credits of $186,818.

B. Book-Tax Differences in Parts II and III

In this section we present 2010 data in tables 2A
and 2B for Schedule M-3, Part II income (loss) items
and Part III expense/deduction items for all Form
1120 corporations in our study in the format of an
aggregate Schedule M-3.%¢ Figures 2A to 2B high-
light the aggregate positive and negative book-tax
difference amounts for the various lines and the low
frequency of response to the various lines of Sched-
ule M-3, Parts II and III for corporations with $10
million but less than $50 million in assets compared
with corporations with $50 million or more in
assets.

A book-to-tax reconciliation is a systematic list-
ing of the book-tax differences adjusting book in-
come to tax income. Schedule M-1 is an older, less
structured listing of book-tax differences.?” Sched-

%Line captions have been abbreviated to conserve space.
¥Schedule M-1 has few specified book-tax difference catego-
ries and allows the taxpayer to otherwise choose the level of
detail and category descriptions in describing book-tax differ-
ences. In Schedule M-1 supporting documentation, only the
(Footnote continued in next column.)

266

ule M-3, Parts I and III are a more structured listing
of book-tax differences than Schedule M-1 and
specify several fixed categories as well as two
“other with difference” categories. The fixed cat-
egories are machine readable. The book income and
tax income amounts generating the book-tax differ-
ences are listed, as well as the book-tax differences
and the name for the line.

On Schedule M-3, Parts II and III, book-tax
differences are characterized as temporary or per-
manent. Temporary differences are items of income
or expense that are recognized for both financial
and tax reporting but appear in different periods.
Permanent differences are items of income or ex-
pense that are recognized for either financial or tax
reporting, but not both.38

Parts II and III contain four columns. Column (a)
represents financial statement (book) income or
expense amounts, using the financial statements
source determined in Part I. Column (d) represents
amounts as shown on the tax return. The book-tax
differences amount between the amount shown in
column (a) and the amount shown in column (d) is
shown either as a temporary difference amount in
column (b) or as a permanent difference amount in
column (c).

Note that on Schedule M-3, a negative total
book-tax difference adjustment occurs if tax income
is below book income. Further note that in our
study, we conform the sign of Part III data to agree
with Part II so that a negative book income or tax
income item always reduces total book income or
tax income and a negative book-tax difference re-
duces tax income.?

category description and book-tax differences are listed. The
book income and tax income amounts generating the book-tax
differences are not listed. With the exception of the few specified
book-tax difference categories on Schedule M-1, book-tax dif-
ferences are listed in supporting text documentation and are not
machine readable.

3Temporary differences are important in tax administration
because they may indicate that an item is being included in the
wrong tax year. For example, deferring the recognition of $1
billion of income for 30 years (or accelerating the recognition of
$1 billion of deductions by 30 years) involves a substantial time
value of money change in the value of the tax due. Unlike
temporary differences, permanent differences are adjustments
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 later periods. In financial
statement reporting under GAAP, permanent differences are not
considered in the FAS 109 computation of deferred tax assets
and liabilities, but they do have a direct impact on the effective
tax rate. Therefore, permanent differences can substantially
affect reported financial earnings per-share computations, and,
in the case of public companies, stock prices. Accordingly,
permanent differences of a given size may represent a greater
audit risk than temporary differences of the same size.

39See Part I1.C for a discussion of sign conventions.
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Figure 2A. 2010: Part II Line Frequencies (percentage) and BTD (dollars in millions)
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Table 2A presents the income and loss line items
of Schedule M-3, Part II, and Table 2B presents the
expense and deduction line items of Part III. The
first column on each table is the line caption for
each line, abbreviated to conserve space. In the five
columns immediately following the line caption, we
show the total frequency of nonzero responses for
each line for all corporations in our study; the
percentage response for all corporations; the per-
centage response for corporations with $10 million
but less than $50 million in assets; the percentage
response for corporations with $50 million or more
in assets; and the percentage of total assets of
responders. The next four columns show the Sched-
ule M-3, Part II aggregate data for all corporations
in millions of dollars: column (a) book income
amount, column (b) temporary difference, column
(c) permanent difference, and column (d) tax in-
come amount. The next four columns show the
aggregate negative and positive temporary and
permanent difference components for all corpora-
tions. The aggregate negative and positive tempo-
rary and permanent differences sum to the
aggregate temporary and permanent differences. A
given corporation will report either a negative, zero,
or positive temporary difference, and either a nega-
tive, zero, or positive permanent difference for each

TAX NOTES, July 21, 2014

line.4® A small aggregate net total book-tax differ-
ence for a population may mask large aggregate

“0A corporation may report a mixture of negative and
positive temporary book-tax differences and a mixture of nega-
tive and positive permanent book-tax differences on Schedule
M-3, Parts II and III that will be subject to offset in determining
book-tax difference totals for that taxpayer. Totals of population
aggregations of the negative temporary book-tax differences,
positive book-tax differences, negative permanent book-tax
differences, and positive permanent book-tax differences will
differ from population aggregations of the taxpayer totals of the
same items by the amount of the offsets. For example, in Table
2A, the total of the population aggregations of negative perma-
nent book-tax differences for lines 1 through 25 is in fact
-$509,745 million (not shown on the table) versus the population
aggregation of the taxpayer total of -$361,505 million shown for
line 26, an aggregation difference resulting from offsets of
$148,240 million at the taxpayer level. For positive permanent
book-tax differences, the totals are $352,892 million versus
$204,652 million, an aggregation difference resulting from off-
sets of -$148,240 million at the taxpayer level. For negative
temporary book-tax differences, the totals are -$667,592 million
versus -$352,605 million, an aggregation difference of $314,987
million. For positive temporary book-tax differences, the totals
are $518,699 million versus $203,685 million, an aggregation
difference of -$315,014 million. The aggregation differences
resulting from offsets at the taxpayer level for permanent
book-tax differences are equal in absolute value and opposite in
sign. The aggregation differences resulting from offsets at the
taxpayer level for temporary book-tax differences are equal in
absolute value (within a rounding error or taxpayer error of $27
million) and opposite in sign.
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Figure 2B. 2010: Part III Line Frequencies (percentage) and BTD (dollars in millions)

$250,000

90

- $200,000

80 -

- $150,000

70 -

60 -

50 -

40 -

30 -

Response Frequency Percentage

20 -

10 -

—— Negative BTD $M — All

~ $100,000

- $50,000

%0

~ -$50,000

- -$100,000

B D A D O DAl AN K KN AR AD D A D 2 D ) P D D B o oo oo )
Part III Lines
mm FQ% — AT < $50m  mmm FQ% — AT > $50m

- -$150,000

- -$200,000

- -$250,000

AT% — All

—— Positive BTD $M — Al

negative and positive components. The final three
columns present the total aggregate difference for
each line for all corporations, for corporations with
$10 million but less than $50 million in total assets,
and for corporations with $50 million or more in
total assets.

For 2010, on Part II lines 1 through 25 (a total of
31 lines because of 23b through 23g), the average
percentage response rate per line for corporations
with total assets of $10 million but less than $50
million is 10.7 percent, and it falls to 6.9 percent if
two lines with response rates exceeding 50 percent
are excluded: line 13 interest income and line 17
COGS. The book-tax differences for the 31 lines are
net -$4,754 million and -$3,287 million if the two
lines are excluded.

For corporations with $50 million or more in
assets, the comparable Part II percentage responses
are 18.2 percent and 14.5 percent. The smaller
corporations respond at 59 percent of the rate of the
larger corporations on the 31 lines, and at 48 percent
of the larger corporations if the two lines are
excluded. For the larger corporations, the book-tax
differences for the 31 lines are net -$300,993 million
and -$155,580 million if the two lines are excluded.
The smaller corporations report book-tax differ-
ences that are approximately 2 percent of the larger
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corporations on the 31 lines and also approximately
2 percent of the larger corporations if the two lines
are excluded.

For 2010 on Part III, lines 1 through 37 (a total of
37 lines), the average percentage response rate per
line for corporations with total assets of $10 million
but less than $50 million is 21.2 percent, and it falls
to 11.4 percent if six lines with response rates over
50 percent are excluded: line 1 U.S. current income
tax expense, line 3 state and local current income
tax expense, line 8 interest expense, line 11 meals
and entertainment, line 31 depreciation, and line 37
other expense/deduction with difference. The
book-tax differences for the 37 lines are $7,883
million and $761 million if the six lines are ex-
cluded.

For corporations with $50 million or more in
assets, the comparable Part III percentage responses
are 31.3 percent and 20.7 percent. The smaller
corporations respond at 68 percent of the rate of the
larger corporations on the 37 lines and at 55 percent
of the larger corporations if the six lines are ex-
cluded. For the larger corporations, the book-tax
differences for the 37 lines are net $217,618 million,
and $24,680 million if the six lines are excluded. The
smaller corporations report book-tax differences
that are approximately 4 percent of the larger
corporations on the 37 lines and approximately 3
percent if the six lines are excluded.
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Figures 2A and 2B highlight in three bars, with
the y-axis on the left, the percentage frequency data
for the percentage response for corporations with
$10 million but less than $50 million in assets, the
percentage response for corporations with $50 mil-
lion or more in assets, and the percentage of total
assets of responders. Figures 2A and 2B highlight in
two lines, with the y-axis on the right, the aggregate
negative book-tax differences and positive book-tax
differences in millions of dollars for all corporations
in the study.

C. Mini M-3 Without COGS Adjustments

This study develops a Mini M-3 format to com-
pare the aggregate amounts reported on the Sched-
ule M-3, Parts II and III “other with difference” or
“other with no difference” lines with the aggregate
amounts reported on the Schedule M-3, Parts Il and
III “specified” lines — that is, the lines with specific
captions. The “other with difference” lines are Part
II, line 25 and Part III, line 37 (line 35 before 2010
when current lines 35 and 36 were added).*!

Table 3 combines lines on Schedule M-3, Parts II
and III, into six categories for 2006-2010 based on
specified versus “other with difference” or “other
with no difference” lines:

e other items with no difference (Part II, line 28)

(a surrogate for gross receipts);*

e COGS (Part 11, line 17);

e specified income (Part II, lines 1-16, 18-24, and

29a-29c¢);

e other income with difference (Part II, line 25);

e specified expense/deductions (Part III, lines
3-36 in 2010 and lines 3-34 before 2010);+ and

“'Amounts reported on the “other with difference” lines
require attached documentation. The documentation must sepa-
rately state and adequately disclose the book-tax difference
adjustments for the line. The “other items with no difference”
line has no documentation. For discussions of the “other with
difference” documentation by large taxpayers in 2005 and 2007,
see Boynton, DeFilippes, and Legel (2008); and Boynton, DeFil-
ippes, Legel, and Reum (2011). Reporting on the “other with
difference” lines is similar to but more detailed than reporting
on Schedule M-1. Both allow descriptions determined by the
taxpayer. Schedule M-1 requires only a description and a
book-tax difference. Schedule M-3 requires a description, a book
income amount, a temporary book-tax difference amount, a
permanent book-tax difference amount, and a tax income
amount.

*?In general, corporations report gross receipts as part of Part
II, line 28 other items with no difference. Line 28 also includes
expense/deduction items with no difference. Some corporations
include gross receipts as part of line 25 other items with
difference.

“We exclude federal income tax expense reported on Sched-
ule M-3, Part III, lines 1 and 2, from our pretax analysis. See our
discussion of pretax income and book-tax differences in Part
II.C.
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e other expense/deduction with difference (Part
111, line 37 in 2010 and line 35 before 2010).

Table 3 shows the total of the first four categories
as total income, and the total of all six categories as
pretax net income. The first five data columns are
book income, temporary difference, permanent dif-
ference, tax income, and total difference in millions
of dollars. The next five columns express the first
five columns as percentages of the 2006-2007 aver-
age. The final five columns express the first five as
percentages of pretax book net income.

As discussed in Part IV.A, SOI removes the cost
of securities, commodity contracts, and other finan-
cial products reported in Form 1120, page 1, line 2
COGS but does not make the adjustment for Sched-
ule M-3 data. SOI also makes adjustments to Form
1120, page 1, line 1 gross receipts to match the
amounts removed from COGS.

As shown in Table 3, book income and tax
income amounts for Part I, line 28 other items with
difference and line 17 COGS are large in 2006 and
very large in 2007 compared with 2008-2010 activity.
The 2006-2010 book income percentages of the
2006-2007 average for line 28 other items with no
difference are 52 percent in 2006, 148 percent in
2007, 28 percent in 2008, 30 percent in 2009, and 29
percent in 2010. The 2006-2010 percentages of the
2006-2007 average for line 17 COGS are 61 percent
in 2006, 139 percent in 2007, 34 percent in 2008, 35
percent in 2009, and 34 percent in 2010. Similar
patterns exist for the tax income amounts for these
lines.

The book income and tax income amounts for
Part II, line 28 other items with no difference, line 17
COGS, and line 25 other income with difference are
all very large in 2006-2010 in absolute amount
compared with the other categories and as a per-
centage of pretax book income, and they are a
motivation for introducing special adjustments
similar to those made by SOI for COGS adjustment.

Figure 3 highlights the 2006-2010 book-tax differ-
ence data for the five book-tax difference source
groups described above. In four out of the five
years, 2006-2010, “other income with difference”
and “other expense/deduction with difference”
book-tax differences are negative — that is, they
reduce tax income compared with book income. In
four out of the five years, 2006-2010, COGS, speci-
fied income, and specified expense/deduction
book-tax differences are positive — that is they
increase tax income compared with book income.

Unusually large book-tax differences occur in
COGS for 2006 and 2009. The expected book-tax
difference for COGS is a temporary book-tax differ-
ence that increases tax income (a positive book-tax
difference in our sign convention). The 2009 book-
tax difference is particularly unusual because of the
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Figure 3. 2006-2010: Specified vs. Other Difference: Mini M-3 BTD
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absolute amount of the permanent difference and
because it reduces tax income (is negative in our
sign convention). The adjustments introduced in
Part IV.A do not change book-tax differences and
therefore would not affect the COGS book-tax dif-
ference anomalies noted for 2006 and 2009.

The most notable specified book-tax difference
for 2006-2010 occurs in 2008. In 2008 pretax income
is -$89,393 million, and tax income is $503,363
million — a positive book-tax difference of $592,647
million. The major positive book-tax difference is
the specified expense/deduction category totaling
$470,083 million, reflecting expenses and write-
downs required for financial statement purposes
but not allowed or immediately allowed for tax
accounting purposes. Specific lines contributing to
the net total positive book-tax difference of $470,083
million in the specified expense/deduction cat-
egory are Part III, line 26 amortization/impairment
of goodwill $278,711 million; line 28 other
amortization/impairment $135,377 million; and
line 32 bad debts $139,179 million.

IV. 2010 Adjusted Mini M-3

A. COGS and Other Adjustments

We introduce a 2010 Schedule M-3 COGS adjust-
ment of $32 trillion analyzed in Table 4 and high-
lighted in Figure 4. The adjustment reconciles the
Schedule M-3 COGS tax income amount with Form
1120, page 1, line 2 COGS reported by SOI for the
corporations in our study. SOI removes the cost of
securities, commodity contracts, and other financial
products reported in Form 1120, page 1, line 2
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COGS.# We make the equal adjustments to Part II,
line 17 COGS book income and tax income, with the
result that COGS book-tax differences are not
changed. SOI also makes adjustments to Form 1120,
page 1, line 1 gross receipts to match the amounts
SOI removes from COGS. We match our COGS
adjustments with adjustments to “other income
with difference” and “other items with no differ-
ence.” We also divide the adjusted “other items
with no difference” into “other income with no
difference” and “other expense/deduction with no
difference.”4°

SOI has adjusted Form 1120, page 1, line 1 gross
receipts and line 2 COGS, Schedule A COGS, and
Schedule L inventory amounts since the 1980s to
remove the cost of securities and commodities
transactions. SOI-adjusted COGS, gross receipts,
and inventory amounts are used by the Bureau of
Economic Analysis for national income accounts. At
the OTA’s request, SOI has not adjusted Schedule
M-3 data since its introduction in 2004.

We wish to develop a consistent Schedule M-3
measure of total book income before expenses to
scale or common-size book income and tax income

“Note that changes on the SOI corporate file do not change
the amounts on the tax return and do not affect IRS audits (or
lack of audits) for corporate tax returns.

“*We have introduced adjustment lines into our 2010 Sched-
ule M-3 “First Look” FORM tables to show the frequency of
adjustment and the amounts needed to reconcile Schedule M-3,
Part I, line 17 COGS to the SOI amount reported for Form 1120,
page 1, line 2.
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components and book expense and tax deduction
components for different-sized corporations.
Adopting the SOI adjustments to COGS and gross
receipts facilitates development of a consistent mea-
sure of total income applicable to different-sized
corporations.®

We adjust 2010 Schedule M-3 COGS to agree with
the SOI Form 1120, page 1, line 2 COGS. In doing so,
we had to determine where on Schedule M-3 to
make the matching gross receipts adjustment. We
developed a rule to allocate the matching gross
receipts reduction between Schedule M-3, Part II,
line 25 other income with difference and line 28
other items without difference. We verified our rule
on the top 25 returns, accounting for 99 percent of
the aggregate adjustment of approximately $32 tril-
lion. Also, we compare the Form 1120, page 1, line
27 total deduction amount with the total Part III
deduction amount carried over to Part II as re-
ported on Part II, line 27, column (d) to determine
the total deductions with no difference amount
currently included in Part II, line 28 other items
with no difference. The amounts of the four adjust-
ments are shown in Table 4.47

Of the 40,740 Schedule M-3 returns in our study
for 2010, 24,567 reported COGS on Part II, line 17.
Although, as mentioned above, 25 returns account
for 99 percent of the total COGS adjustment, our

46 Aggregate unadjusted book income and tax income re-
ported on Schedule M-3, Part II, line 26 for all corporations are
both negative because the large absolute amount of COGS for all
corporations on Part II, line 17 exceeds the income reported on
the specified income lines and the other income with difference
line combined. Most gross receipts are reported on Part II, line
28, other items with no difference.

#Our allocation rule:

ADJCOGS1 and ADJCOGS2: If the absolute value of

P2L17 column D COGS is greater than Form 1120, page 1,

line 2, COGS, then the excess difference is the COGS

adjustment and the matching gross receipts adjustment.

The adjustments reduce the absolute magnitude of P2L17,

P2L25, and P2L28.

ADJCOGS1: The gross receipts adjustment is applied to

P2L25 other income with difference if P2L25D other

income with difference is greater than P2L28D other

income without difference AND P2L25D is greater than

80 percent of the gross receipts adjustment ELSE apply.

ADJCOGS2: The gross receipts adjustment goes to P21.28

other income without difference.

ADJCOGS3: If the absolute value of P2L17 column D

COGS is less than 1120 page 1 line 2 COGS, the adjust-

ment is an increase to P2L17 and P2L28 in absolute

magnitude.

ADJEXPDED: We estimate expense/deductions without

difference as the amount, if any, by which Form 1120,

page 1, line 27 total deductions exceed the absolute value

of P2L.27 column D. We show it as an additional expense/

deduction line and as an increase to P2L28. The adjusted

P21.28 amount changes from “other items without differ-

ence” to “other income without difference.”
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COGS adjustments to reconcile with SOI-reported
COGS applied to 15,410 of the 24,567 returns with
COGS: 1,404 received the ADJCOGS]1 adjustment,
lowering the absolute value of Part II, line 17 COGS
and line 25 other income with difference by a total
of $10,817,980 million; 11,502 received the
ADJCOGS2 adjustment, lowering the value of line
17 COGS and line 28 other items with no difference
by a total of $21,687,834 million; and 2,504 received
the ADJCOGS3 adjustment, increasing the absolute
value of line 17 COGS and line 28 other items with
difference by a total of $398,410 million.*8

A total of 38,092 returns out of the 40,740 returns
in our study received the ADJEXPDED adjustment,
creating the expense/deduction with no difference
amount totaling -$2,244,733 million and increasing
by that amount the amount of Part II, line 28 other
items with no difference.

Table 4 shows the aggregate amounts of the three
COGS adjustments and the one “other expenses/
deductions with no difference” adjustment for all
corporations in our study and by financial state-
ment type. The adjustments are largely to SEC
10-K/public. The adjustments affect neither pretax
net income nor book-tax differences.

In Table 4 we expand the six specified-versus-
other categories in Table 3 to seven categories by
adding “expense/deduction with no difference”
and changing “other items with no difference” to
“other income with no difference”:

e other income with no difference (Part 11, line 28
adjusted) (gross receipts);

e COGS (Part II, line 17 adjusted);

e specified income (Part II, lines 1-16, 18-24, and
29a-29¢);

e other income with difference (Part II, line 25
adjusted);

e specified expense/deductions (Part III, lines
3-36 in 2010);

e other expense/deduction with difference (Part
II1, line 37 in 2010); and

e other expense/deduction with no difference
(an adjustment to Part II, line 28).

“8The large number of returns receiving small COGS adjust-
ments to reconcile Schedule M-3 COGS with SOI reported
COGS for Form 1120, page 1, line 2, does not necessarily reflect
SOI editing to remove the costs of financial products from
COGS. SOI corrects inconsistent COGS reporting on many Form
1120 returns, particularly on returns with less than $50 million
in assets. Further, returns may have small discrepancies be-
tween the taxpayer-reported Schedule M-3, Part II, line 17,
column D COGS amount and the Form 1120, page 1, line 2
amount because of anomalies in taxpayer reporting.
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Figure 4. 2010: Unadjusted and Adjusted Book Income Amounts
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We also add a subtotal for adjusted gross profit
for the first two items, adjusted total income for the
first four items, and a total “all items” for pretax
book income.

Figure 4 highlights for all corporations in our
study the relative magnitude (in millions of dollars)
of the book income amounts before and after ad-
justments for the specified-versus-other difference
categories of income and expense/deduction. The
total adjustments on the other income with no
difference line (gross receipts) of -$19,044,691 mil-
lion and the COGS line of $32,107,402 million result
in a net adjustment of $13,062,713 million for gross
profit, changing it from a negative unadjusted book
amount of -$10,410,505 million to a positive ad-
justed amount of $2,652,207 million. The “other
income with difference” line is adjusted to
-$10,817,980 million for financial transaction gross
receipts included on that line by taxpayers. Total
income is increased to $2,244,733 million, reflecting
the “other expense/deductions with no difference”
amount no longer included in the other income
with no difference line. The adjustments do not
affect pretax net income or book-tax differences.
Book-tax differences are unaffected by the COGS
and other adjustments described above because
equal adjustments are made to book income and tax
income amounts.

We use the adjusted book income and tax income
amounts in our analysis above, and we scale by
adjusted total income the sum of the adjusted other
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income with no difference, adjusted COGS, speci-
fied income, and adjusted other income with differ-
ence amounts.

B. Adjusted Mini M-3 by Statement Types

Table 5 presents adjusted 2010 data for seven
specified versus “other with difference” or “no
difference” categories for book income and tax
income amounts for all Form 1120 Schedule M-3
corporations in our study and for the three financial
statement types: SEC 10-K/public, audited, and
unaudited. The adjustments to book income and tax
income amounts are as described above. The adjust-
ments do not affect pretax net income or book-tax
differences. In Table 4, we expanded the six
specified-versus-other categories introduced in
Table 3 to seven categories by adding “expense/
deduction with no difference” and changing “other
items with no difference” to “other income with no
difference.”

In Table 5, the seven specified versus “other with
difference” or “no difference” categories shown as
rows are:

e other income with no difference (Part 11, line 28
adjusted) (gross receipts);

e COGS (Part II, line 17 adjusted);

e specified income (Part II, lines 1-16, 18-24, and
29a-29¢);

e other income with difference (Part II, line 25
adjusted);

TAX NOTES, July 21, 2014

Ju81u09 Aured paiyl o urewop a1gnd Aue ul 1ybuAdoo wreld 10u saop sisAleuy xe| ‘panlasal Siybu ||V v T0oz SisAleuy xel (D)



e specified expense/deductions (Part III, lines
3-36 in 2010);

¢ other expense/deduction with difference (Part
III, line 37 in 2010); and

e other expense/deduction with no difference
(an adjustment to Part II, line 28).

Also shown are a subtotal for adjusted gross
profit for the first two items, adjusted total income
for the first four items, and a total “all items” for
pretax book income. The report tables and text state
category data as a percentage of adjusted total
income to facilitate comparisons between groups
with corporations that differ in size.

The first five data columns in Table 5 are book
income, temporary difference, permanent differ-
ence, tax income, and total difference in millions of
dollars. The next five columns express the first five
columns as percentages of the book amount of ad-
justed total income, our primary scaling factor to
correct for the difference in size of the three financial
statement types.*® The next three columns express
temporary difference, permanent difference, and to-
tal differences as percentages of pretax book income
for that item. The final three columns express tem-
porary difference, permanent difference, and total
difference as percentages of pretax book income.

Figure 5A compares the 2010 book amount of the
gross profit subtotal, specified income, other in-
come with difference, specified expense/deduction,
other expense/deduction with difference, other
expense/deduction with no difference, and pretax
net income as a percentage of book for adjusted
total income for the three financial statement types:
SEC 10-K/public, audited, and unaudited. Figure
5B compares the total book-tax differences for the
five specific versus “other with difference” catego-
ries and for pretax net income. Figure 5C compares
the temporary book-tax difference components, and
Figure 5D compares the permanent book-tax differ-
ence components.

In Table 5, “adjusted other income with no dif-
ference” book (gross receipts) and “adjusted
COGS” book are relatively greater as a percentage
of “adjusted total income” book for audited (222.17
percent and -191.7 percent) and unaudited (174.09
percent and -137.31 percent) compared with SEC
10-K/public (138.36 percent and -101.52 percent).
“Adjusted gross profit” book as a percentage of
“adjusted total income” book is relatively similar

*°As discussed in Part IV.A, we wish to develop a consistent
Schedule M-3 measure of total book income before expenses to
scale or common-size book income and tax income components
and book expense and tax deduction components for different-
sized corporations. Adopting the SOI adjustments to COGS and
gross receipts facilitates development of a consistent measure of
total income applicable to different-sized corporations.
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for SEC 10-K/public (36.84 percent) and unaudited
(36.78 percent), and lower for audited (30.47 per-
cent).

“Specified income” book in 2010 as a percentage
of “adjusted total income” book is relatively greater
for SEC 10-K/public (27.57 percent) compared with
audited (15.48 percent) and unaudited (18.27 per-
cent). “Adjusted other income with difference”
book is relatively greater than “specified income”
book for each financial statement type in 2010 and is
relatively greater for audited (54.05 percent) and
unaudited (44.95 percent), compared with SEC 10-
K/public (35.59 percent).

“Specified expense/deduction” book as a per-
centage of “adjusted total income” book is rela-
tively greater in 2010 for SEC 10-K/public (30.15
percent) compared with audited (24.11 percent) and
unaudited (26.25 percent). “Other expense/
deduction with difference” book is relatively
greater for audited (29.42 percent) and unaudited
(27.08 percent) compared with SEC 10-K/public
(26.12 percent).

“Other expense/deduction with no difference”
book as a percentage of “adjusted total income”
book in 2010 is relatively greater for audited (41.05
percent) and unaudited (38.18 percent) compared
with SEC 10-K/public (26.31 percent). As Table 4
shows, the only adjustment that changes “total
income book” and “total income tax” amounts is
the creation of the “other expense/deduction with-
out difference” amount and its removal from the
“other items with no difference” amount as part of
creating the “adjusted income with no difference”
amount. The COGS adjustments do not affect total
income. The fact that “other expense/deduction
without difference” as a percentage of “adjusted
total income” book varies across financial statement
types in 2010 argues for making the adjustment and
for the use of adjusted total income rather than total
income as our common-size measure.

“Other expense/deduction with no difference”
book as a percentage of “adjusted total income”
book in 2010 is relatively greater than “other
expense/deduction with difference” book and
“specified expense/deduction” book for audited
and unaudited. For SEC 10-K/public, “other
expense/deduction with no difference” book as a
percentage of “adjusted total income” book in 2010
is approximately the same as “other expense/
deduction with difference” book and is relatively
less than “specified expense/deduction” book.

The final item in Figure 5A is “pretax net in-
come” book as a percentage of “adjusted total
income” book. It is a financial statements pretax
profitability measure. We use it with additional data
from Table 5 as a transition to the comparison of
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Figure SA. 2010: Book Amounts as Percentage of Adjusted Book Income
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book-tax differences by categories and by financial
statement type in Figure 5B.

In 2010, SEC 10-K/public reports relatively
greater financial statements pretax profitability
(17.41 percent) than audited (5.41 percent) or unau-
dited (8.5 percent). Table 5 shows that tax income as
a percentage of “adjusted total income” book is
lower than the “pretax net income” book percent-
age for SEC 10-K/public (12.14 percent versus 17.41
percent, 5.27 percentage points lower because of
book-tax differences, a reduction of 30.3 percent)
and unaudited (5.45 percent versus 8.5 percent, 3.05
percentage points lower because of book-tax differ-
ences, a reduction of 35.8 percent) but higher for
audited (5.77 percent versus 5.41 percent, 0.37 per-
centage points higher because of book-tax differ-
ences, an increase of 6.8 percent).

Figure 5B compares the 2010 total book-tax dif-
ference amount of the five “specified versus other
difference” categories and the total for pretax book
income as a percentage of book for adjusted total
income for all corporations in our study and for the
three financial statement types: SEC 10-K/public,
audited, and unaudited.5°

*In analyzing temporary and permanent book-tax differ-
ences in terms of “specified versus other with difference”
categories and as a percentage of “adjusted total income” book,

(Footnote continued in next column.)
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In Figure 5B, total book-tax differences for COGS
as a percentage of “adjusted total income” book is
positive (tax income increasing) in 2010 for SEC
10-K/public (0.09 percent) and audited (0.3 percent)
but negative (tax income decreasing) for unaudited
(-0.23 percent). Compared with the total book-tax
differences for the “other income with difference”
line, the COGS book-tax difference is relatively less
in magnitude for all three financial statement types.

Total book-tax differences for the “specified in-
come” category in 2010 as a percentage of “adjusted
total income” book is negative (tax income decreas-
ing) for SEC 10-K/public (-3.08 percent) and unau-
dited (-0.57 percent) and positive (tax income
increasing) for audited (0.1 percent). Compared
with the total book-tax differences for the “other
income with difference” line, the “specified in-
come” category total book-tax difference is rela-
tively greater in magnitude for SEC 10-K/public
and relatively less in magnitude for audited and
unaudited.

Total book-tax differences for the “other income
with difference” line in 2010 as a percentage of

the no-difference categories are ignored because they have no
book-tax differences. Book-tax differences are unaffected by the
COGS and other adjustments described in Part IV.A because
equal adjustments are made to book income and tax income
amounts.
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Figure 5B. 2010: Total BTD as Percentage of Adjusted Book Income
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“adjusted total income” book are negative (tax
income decreasing) for all three financial statement
types: SEC 10-K/public (-2.12 percent), audited
(-1.72 percent), and unaudited (-1.11 percent).

Table 5 shows that net total book-tax differences
for the three income categories combined (adjusted
total income) in 2010 as a percentage of “adjusted
total income” book are negative (tax income de-
creasing) for all three financial statement types: SEC
10-K/public (-5.1 percent), audited (-1.32 percent),
and unaudited (-1.91 percent).

Total book-tax differences for the “specified
expense/deduction” category are positive (tax in-
come increasing) for SEC 10-K/public (0.5 percent)
and audited (0.2 percent) and negative (tax income
decreasing) for unaudited (-0.97 percent).

Total book-tax differences for the “other
expense/deduction with difference” line are nega-
tive (tax income decreasing) for SEC 10-K/public
(-0.67 percent) and unaudited (-0.16 percent) and
positive (tax income increasing) for audited (1.48
percent).

The following summarizes the total book-tax
difference analysis for the three financial statement
types in 2010 as a percentage of “adjusted total
income” book:

e SEC 10-K/public: Pretax net income total book-
tax difference is negative (tax income decreas-
ing) (-5.27 percent). The COGS line total book-
tax difference is positive (0.09 percent); the
“specified income” category total book-tax dif-
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ference is negative (-3.08 percent); the “other
income with difference” line total book-tax
difference is negative (-2.12 percent); and the
net total book-tax difference for the three in-
come categories is negative (0.09 percent +
-3.08 percent + -2.12 percent = -5.1 percent).
The “specified expense/deduction” category
total book-tax difference is positive (0.5 per-
cent); the “other expense/deduction with dif-
ference” line total book-tax difference is
negative (-0.67 percent); and the net total book-
tax difference for the two expense/deduction
categories is negative (0.5 percent + -0.67 per-
cent = -0.17 percent).

Audited: Pretax net income total book-tax dif-
ference is positive (tax income increasing) (0.37
percent). The COGS line total book-tax differ-
ence is positive (0.3 percent); the “specified
income” category total book-tax difference is
positive (0.1 percent); the “other income with
difference” line total book-tax difference is
negative (-1.72 percent); and the net total book-
tax difference for the three income categories is
negative (0.3 percent + 0.1 percent + -1.72
percent = -1.32 percent). The “specified
expense/deduction” category total book-tax
difference is positive (0.2 percent); the “other
expense/deduction with difference” line total
book-tax difference is positive (1.48 percent);
and the net total book-tax difference for the
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Figure 5C. 2010: Temporary BTD as Percentage of Adjusted Book Income
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two expense/deduction categories is positive
(0.2 percent + 1.48 percent = 1.68 percent).

o Unaudited: Pretax net income total book-tax
difference is negative (tax income decreasing)
(-3.05 percent). The COGS line total book-tax
difference is negative (-0.23 percent); the
“specified income” category total book-tax dif-
ference is negative (-0.57 percent); the “other
income with difference” line total book-tax
difference is negative (-1.11 percent); and the
net total book-tax difference for the three in-
come categories is negative (-0.23 percent +
-0.57 percent + -1.11 percent = -1.91 percent).
The “specified expense/deduction” category
total book-tax difference is negative (-0.97 per-
cent); the “other expense/deduction with dif-
ference” line total book-tax difference is
negative (-0.16 percent); and the net total book-
tax difference for the two expense/deduction
categories is negative (-0.97 percent + -0.16
percent = -1.13 percent).

Figure 5C compares the temporary components
of the total book-tax differences in 2010 as a per-
centage of “adjusted total income” book. Figure 5D
makes the same comparisons for the permanent
components.
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The COGS book-tax difference components in
2010 as a percentage of “adjusted total income”
book for SEC 10-K/public are positive and largely
permanent (0.02 percent versus 0.07 percent). The
COGS book-tax difference components for audited
are positive and largely temporary (0.27 percent
versus 0.03 percent). The COGS book-tax difference
temporary component for unaudited is negative
(-0.23 percent), and the permanent component is
positive and minor (rounding to 0.0 percent).

The “specified income” book-tax difference com-
ponents in 2010 as a percentage of “adjusted total
income” book for SEC 10-K/public are negative (tax
income decreasing), and the temporary component
is greater in magnitude than the permanent compo-
nent (-1.92 percent versus -1.16 percent). The “speci-
fied income” book-tax difference components for
audited are positive (tax income increasing) tempo-
rary (0.49 percent) and negative permanent (-0.39
percent) and largely offsetting. The “specified in-
come” components for unaudited are positive tem-
porary (0.35 percent) and negative permanent (-0.92
percent) and largely permanent.

The “other income with difference” book-tax
difference temporary and permanent components
in 2010 as a percentage of “adjusted total income”
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Figure 5D. 2010: Permanent BTD as Percentage of Adjusted Book Income
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book are negative (tax income decreasing) for all
financial statement types. SEC 10-K/public (-0.68
percent versus -1.44 percent) is largely permanent.
Audited (-0.96 percent versus -0.76 percent) is more
temporary than permanent. Unaudited (-0.95 per-
cent versus -0.16 percent) is largely temporary.

The book-tax difference temporary and perma-
nent components in 2010 as a percentage of “ad-
justed total income” book are negative (tax income
decreasing) for all financial statement types for the
three income categories combined (adjusted total
income). SEC 10-K/public (-2.58 percent versus
-2.53 percent) is approximately equally temporary
and permanent. Audited (-0.21 percent versus -1.11
percent) is largely permanent. Unaudited (-0.84
percent versus -1.08 percent) is more permanent
than temporary.

The “specified expense/deduction” book-tax dif-
ference components in 2010 as a percentage of
“adjusted total income” book for SEC 10-K/public
are positive (tax income increasing), and the perma-
nent component is greater than the temporary com-
ponent (0.06 percent versus 0.44 percent). The
“specified expense/deduction” book-tax difference
components for audited are both negative (tax
income decreasing) temporary (-0.89 percent) and
positive permanent (1.09 percent) and largely off-
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setting. The “specified expense deduction” book-
tax difference components for unaudited are
negative temporary (-1.21 percent) and positive
permanent (0.24 percent) and largely temporary.

The “other expense/deduction with difference”
book-tax difference components in 2010 as a per-
centage of “adjusted total income” book for SEC
10-K/public are negative temporary (-0.92 percent)
and positive permanent (0.25 percent) and largely
temporary. The “other expense/deduction with dif-
ference” book-tax difference components for au-
dited are positive and largely temporary (1.28
percent versus 0.2 percent). The “other expense/
deduction with difference” book-tax difference
components for unaudited are positive temporary
(0.15 percent) and negative permanent (-0.31 per-
cent) and largely offsetting.

The following summarizes the total book-tax
difference temporary and permanent component
analysis for the three financial statement types in
2010 as a percentage of “adjusted total income”
book:

e SEC 10-K/public: The pretax income book-tax
difference temporary and permanent compo-
nents are negative (tax income decreasing),
and the temporary component is greater in
magnitude (-3.44 percent versus -1.83 percent).
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The COGS book-tax difference components are
positive, and the permanent component is
greater in magnitude (0.02 percent versus 0.07
percent); the “specified income” category
book-tax difference components are negative,
and the temporary component is greater in
magnitude (-1.92 percent versus -1.16 percent);
the “other income with difference” line book-
tax difference components are negative, and
the permanent component is greater in magni-
tude (-0.68 percent versus -1.44 percent); the
“specified expense/deduction” category book-
tax difference components are positive, and the
permanent component is greater in magnitude
(0.06 percent versus 0.44 percent); and the
“other expense/deduction with difference”
line book-tax difference components are nega-
tive temporary (-0.92 percent) and positive
permanent (0.25 percent), and the temporary
component is larger in magnitude.

Audited: The pretax income book-tax difference
temporary and permanent components are
positive (tax income increasing), and the
temporary component is approximately equal
to the permanent component (0.19 percent
versus 0.18 percent). The COGS book-tax
difference components are positive, and the
temporary component is greater in magnitude
(0.27 percent versus 0.03 percent); the “speci-
fied income” category book-tax difference
components are positive temporary (0.49 per-
cent) and negative permanent (-0.39 percent),
and the temporary component is greater in
magnitude; the “other income with difference”
line book-tax difference components are nega-
tive, and the temporary component is greater
in magnitude (-0.96 percent versus -0.76
percent); the “specified expense/deduction”
category book-tax difference components are
negative temporary (-0.89 percent) and posi-
tive permanent (1.09 percent), and the perma-
nent component is greater in magnitude; and
the “other expense/deduction with differ-
ence” line book-tax difference components are
positive, and the temporary component is
larger in magnitude (1.28 percent versus 0.2
percent).

Unaudited: The pretax income book-tax differ-
ence temporary and permanent components
are negative (tax income decreasing), and the
temporary component is greater than the per-
manent component (-1.9 percent versus -1.14
percent). The COGS book-tax difference com-
ponents are negative temporary (-0.23 percent)
and essentially zero permanent; the “specified
income” category book-tax difference compo-
nents are positive temporary (0.35 percent) and

negative permanent (-0.92 percent), and the
permanent component is greater in magnitude;
the “other income with difference” line book-
tax difference components are negative, and
the temporary component is greater in magni-
tude (-0.95 percent versus -0.16 percent); the
“specified expense/deduction” category book-
tax difference components are negative tempo-
rary (-1.21 percent) and positive permanent
(0.24 percent), and the temporary component is
greater in magnitude; and the “other expense/
deduction with difference” line book-tax dif-
ference components are positive temporary
(0.15 percent) and negative permanent (-0.31
percent), and the permanent component is
larger in magnitude.

V. 2010 Distribution Tables

A. Financial Statement Type and UTP Status

Table 6 presents distribution table data for 2010
for the 40,740 corporations in this study with rows
for the following: asset size; financial statement
type; return type; industry (manufacturing,
financial/holding, other); use or nonuse of Part I,
lines 5 through 7 to adjust financial statement
worldwide income by removing non-includible for-
eign and U.S income and adding other includible
income; positive tax income versus non-positive tax
net income; and the presence or absence of Schedule
UTP5! The columns are key tax return and Schedule
M-3 variables: number of returns; total assets; U.S.
corporate income tax less credits; worldwide in-
come; non-includible foreign income; pretax book
income; pretax temporary book-tax differences; and
pretax permanent book-tax differences.5?

Table 6 has two columns of percentages follow-
ing each amount, giving (Percentage 1) the percent-
age of the total for all 40,740 corporations
represented by that row amount, and (Percentage 2)
the percentage of the total for the subgroup of rows
in which the row is shown represented by that row
amount.

Table 6 data highlight the relative importance to
the U.S. corporate tax system of very large
corporations and of corporations that are publicly
held and file with the SEC, as well as the
importance of mixed groups (tax consolidated
groups with a non-insurance parent and one or
more insurance subsidiaries). The study data for

51See Part V.B and Table 7 for additional data on Schedule
UTP filers and nonfilers.

52Non-includible foreign income is shown as negative in
Table 6 because it is the foreign income that must be removed
from worldwide income in determining book income for the
U.S. consolidated group.
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2010 include 40,740 corporations. The 2,692 corpo-
rations (7 percent) with $1 billion or more in assets
report 92 percent of the assets, 83 percent of the tax
less credits, 97 percent of the worldwide income, 97
percent of the non-includible foreign income, 96
percent of pretax income, 94 percent of the net
negative (tax income reducing) temporary book-tax
differences, and 105 percent of the net negative
permanent book-tax differences for the 40,740
corporations. The 4,635 corporations (11 percent)
with SEC 10-K/public financial statements report
75 percent of the assets, 72 percent of the tax less
credits, 88 percent of the worldwide income, 96
percent of the non-includible foreign income, 86
percent of pretax income, 92 percent of the net
negative temporary book-tax differences, and 91
percent of the net negative permanent book-tax
differences. The 407 corporations (1 percent) that
are mixed groups report 46 percent of the assets, 30
percent of the tax less credits, 46 percent of the
worldwide income, 61 percent of the non-
includible foreign income, 52 percent of pretax
income, 54 percent of the net negative temporary
book-tax differences, and 161 percent of the net
negative permanent book-tax differences.

In contrast with the above, the 23,486 corpora-
tions (58 percent) with assets of $10 million or more
but less than $50 million report only 1 percent of
total assets, 3 percent of tax less credits, and an
aggregate net loss representing less than 1 percent
of worldwide income.>?

Of the 2,692 corporations with $1 billion or more
in assets, 1,535 (57 percent) have SEC 10-K/public
financial statements, 608 (23 percent) have audited
financial statements, and 550 (20 percent) have
unaudited financial statements. Of the 23,486 cor-
porations with $10 million or more but less than $50
million in assets, 772 (3 percent) have SEC 10-K/
public financial statements, 9,149 (39 percent) have
audited financial statements, and 13,566 (58 per-
cent) have unaudited financial statements.

In 2010, 12,044 corporations (30 percent) with
assets of $100 million or more are potentially re-
quired to file Schedule UTP.

The 1,856 (5 percent) with assets of $100 million
or more that filed Schedule UTP report 69 percent of
assets, 58 percent of tax less credits, 71 percent of
worldwide income, 47 percent of the non-includible
foreign income, 68 percent of pretax income, 62

53Effective for tax years ending December 31, 2014, and later,
corporations and partnerships with $10 million or more in
assets but less than $50 million in assets, and those partnerships
with less than $10 million in assets required to file Schedule
M-3, would be permitted to file Schedule M-3, Part I and to file
Schedule M-1 in place of Schedule M-3, parts II and III if they
choose.
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percent of the net negative temporary book-tax
differences, and 36 percent of the net negative
permanent book-tax differences.

In contrast, the 10,188 corporations (25 percent)
with assets of $100 million or more that did not file
Schedule UTP (were not required to file or failed to
file) report 29 percent of assets, 37 percent of tax less
credit, and 30 percent of worldwide income, but a
disproportionate 52 percent of non-includible for-
eign income and 64 percent of the net negative
permanent book-tax differences.

The 8,820 corporations (22 percent) in manufac-
turing report 21 percent of the assets, 33 percent of
the tax less credits, 49 percent of the worldwide
income, a disproportionate 75 percent of the non-
includible foreign income, 50 percent of pretax
income, a disproportionate 4 percent of the net
negative temporary book-tax differences, and a
disproportionate 99 percent of the net negative
permanent book-tax differences.

The 7,344 (18 percent) corporations that used
Schedule M-3, Part I, lines 5 through 7 to adjust
their financial statement worldwide income by re-
moving non-includible foreign and U.S. income and
adding other includible income report 70 percent of
assets, 74 of tax less credits, and 92 percent of
worldwide income.

The 15949 (39 percent) of corporations with
non-positive tax net income report 35 percent of
income, less than 1 percent of tax less credits, and
an aggregate loss representing 10 percent of world-
wide income.

B. Industry and UTP Status

Table 7 presents distribution table data for 2010
with rows for 19 key industries and Schedule UTP
filing status for 12,044 corporations with $100 mil-
lion or more in assets.>* The columns are key tax
return and Schedule M-3 variables: number of
returns; total assets; U.S. corporate income tax less
credits; worldwide income; non-includible foreign

5The industries listed in Table 7 are listed in SOI publica-
tions in the following industries, major codes, and sector codes:
Petroleum Refineries: Ind. 324110; Pharmaceuticals: Ind. 325410;
Computers/Electronics: Major code 334; Electrical Equipment:
Major code 335; Transportation Equipment: Major code 336;
Fabricated Metal and Machinery: Major codes 332 and 333;
Food/Beverage Mfg: Major codes 311 and 312; Other Manufac-
turing: Major codes 313, 315, 316, 321, 322, 323, 325, 326, 327,
331, 337, 339, and Ind. 325125; Non-Bank Holding Company:
Ind. 551112; Bank & Bank Holding Company: Ind. 551111, and
Major code 521; Securities/ Commodities: Major code 523; Other
Financial: Major codes 522, 524, 525, and sector 53; Trade: Sector
code 41; Information: Sector code 51; Utilities: Sector code 22;
Transport/ Warehousing: Sector code 48; Mining: Sector code 21;
Construction: Sector code 23; and Service/Agriculture/Other:
the remainder of the industries not listed above.
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income; pretax book income; pretax temporary
book-tax differences; and pretax permanent book-
tax differences.5> Subtotals are presented for manu-
facturing, finance/holding, and other.

Table 7 has two columns of percentages follow-
ing each row amount giving (Percentage 1) the
percentage of the total for all 12,044 corporations
represented by that row amount, and (Percentage 2)
the percentage of the total for the industry within
which the row is shown represented by that row
amount.

The rate of filing Schedule UTP by the 12,044
corporations with assets of $100 million or more
differs greatly by industry. In manufacturing, 809
(30 percent) file Schedule UTP, and 1,869 (70 per-
cent) do not. In finance/holding, 166 (3 percent) file,
and 4,660 (97 percent) do not. In “other,” 880 (19
percent) file, and 3,659 (81 percent) do not.

The 166 finance/holding corporations filing
Schedule UTP report a disproportionate 42 percent
of assets for the 12,044 corporations with assets of
$100 million or more, but only 9 percent of tax less
credits, 7 percent of worldwide income, 6 percent of
non-includible foreign income, 8 percent of pretax
book, 12 percent of net negative (tax income reduc-
ing) temporary book-tax differences, and 27 percent
of net negative permanent book-tax differences.

The 809 manufacturing corporations filing
Schedule UTP report 17 percent of assets for the
12,044 corporations with $100 million or more in
assets, 23 percent of the tax less credits, 36 percent
of the worldwide income, 30 percent of non-
includible foreign income, 36 percent of pretax
book, approximately zero of the net negative tem-
porary book-tax differences, and 56 percent of the
net negative permanent book-tax differences. In
contrast, the 1,869 manufacturing corporations that
do not file Schedule UTP report 13 percent of the
worldwide income of the 12,044 corporations, a
disproportionate 45 percent of the foreign non-
includible income, and 43 percent of the net nega-
tive permanent book-tax differences. The 186
computers/electronics manufacturing corporations
not filing Schedule UTP report 4 percent of the
worldwide income of the 12,044 corporations com-
pared with a disproportionate 38 percent of the
non-includible foreign income, and 53 percent of
the net negative permanent book-tax differences.

The 880 other non-manufacturing nonfinancial
corporations filing Schedule UTP report 12 percent
of the assets for the 12,044 corporations, 29 percent

FNon-includible foreign income is shown as negative in
Table 7 because it is the foreign income that must be removed
from worldwide income in determining book income for the

U.S. consolidated group.
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of tax less credits, 27 percent of worldwide income,
11 percent of non-includible foreign income, 24
percent of pretax book, 49 percent of net negative
temporary book-tax differences, and net positive
(tax income increasing) permanent book-tax differ-
ences equal to -47 percent of the net negative
permanent book-tax differences of the 12,044 corpo-
rations. The 297 service/agriculture/other corpora-
tions filing Schedule UTP report 1 percent of the
worldwide income of the 12,044 corporations, 2
percent of the non-includible foreign income, and
net positive permanent book-tax differences equal
to -21 percent of the net negative permanent book-
tax differences.

C. Accounting Standard

Table 8 presents distribution table data for 2010
for the 40,740 corporations in this study with rows
for financial statement accounting standard, finan-
cial statement type, industry (manufacturing,
financial /holding, other), and the use or nonuse of
Part I, lines 5 through 7 to adjust financial statement
worldwide income by removing non-includible for-
eign and U.S. income and adding other includible
income. Financial statement accounting standards
in Table 8 include GAAP, IFRS, tax basis, other, and
missing (not reported). The columns are key tax
return and Schedule M-3 variables: number of
returns; total assets; U.S. corporate income tax less
credits; worldwide income; non-includible foreign
income; pretax book income; pretax temporary
book-tax differences, and pretax permanent book-
tax differences.

Table 8 has two columns of percentages follow-
ing each amount giving (Percentage 1) the percent-
age of the total for all 40,740 corporations
represented by that row amount, and (Percentage 2)
the percentage of the total for the subgroup of rows
in which the row is shown represented by that row
amount.

For tax years ending December 31, 2008, and
later, corporations filing Schedule M-3 are required
to report the accounting standard used in determin-
ing the worldwide consolidated net income (loss)
reported on Part I, line 4a. There are five choices
indicated on the form for financial statement ac-
counting standards: GAAP; IFRS; statutory; tax
basis; and other.56

56The study data presented here do not include any report of
statutory accounting for 2010. The study includes only corpo-
rations filing Form 1120 Schedule M-3 and excludes insurance
companies even if the parent corporation files Form 1120.
Statutory accounting is frequently reported in separate data for
insurance companies not presented here.
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In 2010, 28,448 corporations (70 percent) of the
40,740 corporations in this study report using
GAAP; 9,005 (22 percent) fail to report any financial
statement standard; 1,740 (4 percent) report tax
basis; 970 (2 percent) report IFRS; and 578 (1 per-
cent) report other.

The 28,448 corporations (70 percent) indicating
GAAP report 91 percent of the assets of the 40,740
corporations; 88 percent of the tax less credits; 95
percent of the worldwide income; 97 percent of the
non-includible worldwide income; 95 percent of
pretax book; approximately 100 percent of the net
negative (tax income decreasing) temporary book-
tax differences; and 113 percent of the net negative
permanent book-tax differences.

The 970 corporations (2 percent) indicating IFRS
report 3 percent of the assets of the 40,740 corpora-
tions; 5 percent of the tax less credits; 2 percent of
the worldwide income; 1 percent of the non-
includible foreign income; 2 percent of pretax book;
net positive (tax income increasing) temporary
book-tax differences equal to approximately zero of
the net negative (tax income decreasing) temporary
book-tax differences; and net positive permanent
book-tax differences equal to -11 percent of the net
negative permanent book-tax differences.

In 2010, 4,228 (91 percent) of SEC 10-K/public
corporations report GAAP, and 408 (9 percent) fail
to report a standard. The 408 (9 percent) that do not
report a standard report only 4 percent of the assets
and 2 percent of the worldwide income of the SEC
10-K/public corporations.

The 13,542 (79 percent) of audited corporations
reporting GAAP report 87 percent of assets, 68
percent of worldwide income, and 86 percent of
non-includible foreign income of audited corpora-
tions. The 375 (2 percent) of audited corporations
reporting IFRS report 7 percent of assets, 21 percent
of worldwide income, and 11 percent of non-
includible foreign income of audited corporations.

The 10,678 (56 percent) of unaudited corpora-
tions reporting GAAP report 69 percent of assets, 80
percent of worldwide income, and 56 percent of
non-includible foreign income of unaudited corpo-
rations. The 595 (3 percent) of unaudited corpora-
tions reporting IFRS report 20 percent of assets, 16
percent of worldwide income, and 35 percent of
non-includible foreign income of unaudited corpo-
rations.

Within the industry sectors, GAAP is reported by
74 percent of returns in manufacturing, 67 percent
of finance/holding, and 70 percent of other.
Finance/holding corporations using GAAP have 53
percent of the assets of the 40,740 corporations,
compared with 19 percent each for manufacturing
and other corporations using GAAP.
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Manufacturing corporations using GAAP report
86 percent of tax less credits, 93 percent worldwide
income, and 98 percent of non-includible foreign
income for all manufacturing corporations.
Financial /holding corporations using GAAP report
83 percent of tax less credits, 88 percent of world-
wide income, and 86 percent of non-includible
foreign income for all financial/holding corpora-
tions. Other corporations using GAAP report 92
percent of tax less credits, 99 percent of worldwide
income, and 99 percent of non-includible foreign
income for all other corporations.

In 2010, 7,344 corporations (18 percent) use
Schedule M-3, Part I, lines 5 through 7 to adjust
their financial statement worldwide income by re-
moving non-includible foreign and U.S. income and
adding other includible income. Of these 7,344
corporations, 6,338 (86 percent) use GAAP and
report 93 percent of the assets of corporations using
Part I, lines 5 through 7; 94 percent of the tax less
credits; 95 percent of the worldwide income; and 97
percent of the non-includible foreign income.

D. Worldwide Assets and Schedule L

Table 9 presents distribution table data with rows
for financial statement type, asset size, and whether
financial statement total assets, if present, are
greater than, equal to, or less than Form 1120
Schedule L total assets. The columns are key tax
return and Schedule M-3 variables: number of
returns; total assets on Schedule L; total worldwide
financial statement assets on Schedule M-3, Part I,
line 12a; total non-includible foreign financial state-
ment assets on Part I, line 12b; U.S. corporate
income tax less credits; worldwide income; non-
includible foreign income; and pretax book income.

Table 9 has two columns of percentages follow-
ing each amount, giving (Percentage 1) the percent-
age of the total for all 40,740 corporations
represented by that row amount, and (Percentage 2)
the percentage of the total for the subgroup of rows
in which the row is shown represented by that row
amount.

For tax years ending December 31, 2008, and
later, corporations filing Schedule M-3 are required
to report on Part I, line 12a the worldwide total
assets reported on their financial statements associ-
ated with the worldwide income reported on line
4a; on line 12b the financial statement total assets
associated with the non-includible foreign income
removed on line 5; on line 12c¢ the financial state-
ment total assets associated with the non-includible
income removed on line 6; and on line 12d the
financial statements total assets associated with the
other includible income included on line 7.
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The study data for 2010 include 40,740 corpora-
tions. Schedule M-3, Part I, line 12a financial state-
ment worldwide total assets are not reported by 8
percent of all corporations filing the 2010 Schedule
M-3. The corporations not reporting financial state-
ment assets report 16 percent of the assets on Form
1120 Schedule L. Most (52 percent) of the non-
reporting is by corporations with unaudited finan-
cial statements with 22 percent of the assets of
non-reporters, with the remainder by corporations
with audited financial statements (34 percent) with
7 percent of the assets of non-reporters, and by SEC
10-K/public companies (14 percent) with 71 percent
of the assets of non-reporters.

For the 92 percent of the returns that report Part
I, line 12a, most report financial statement world-
wide total assets equal to total assets on Schedule L
(75 percent) with 26 percent of financial statement
assets, 21 percent of Schedule L assets, 8 percent of
worldwide income, and 2 percent of non-includible
foreign income; 12 percent report financial state-
ment total assets greater than Schedule L total assets
with 51 percent of financial statement assets, 33
percent of Schedule L assets, 56 percent of world-
wide income, and 70 percent of non-includible
foreign income; and 5 percent report financial state-
ment total assets less than Schedule L total assets
with 23 percent of financial statement assets, 30
percent of Schedule L assets, 29 percent of world-
wide income, and 24 percent of non-includible
foreign income.

Corporations with SEC 10-K/public financial
statements report 50 percent of the worldwide
income of corporations reporting financial state-
ment assets equal to Schedule L assets, 86 percent of
the worldwide income of corporations reporting
financial statement assets more than Schedule L
assets, and essentially 100 percent of the net aggre-
gate worldwide income of corporations reporting
financial statement assets less than Schedule L
assets.

Leaving aside the small number of corporations
with special purpose entities (including variable
interest entities) included in the tax consolidation
but, properly or not, not included in the financial
statement consolidation, the entities in the tax con-
solidation are essentially the same as, or a subset of,
the entities in the financial consolidation.>” If Sched-
ule L is consolidated, financial statement total assets
should be equal to or greater than Schedule L assets.
When Schedule L assets are greater than financial
statement assets, it is likely that the Schedule L

*Other includible income is reported on Schedule M-3, Part
I, line 7. For 2010, only 521 out of 40,740 corporations (1 percent)
report a nonzero amount on Part I, line 7. See Table 1A.
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balance sheet is a combined balance sheet repre-
senting the summing up of separate-legal-entity
subsidiary balance sheets rather than a consolidated
balance sheet with intercompany eliminations.>®

Table 9 indicates for various Schedule L total-
assets ranges the comparison of financial statement
worldwide total assets with Schedule L total assets.
The proportion of returns with financial statement
assets equal to Schedule L assets falls from 83
percent for the $10 million but less than $50 million
Schedule L total-assets range to 17 percent for the
$20 billion or more range.

The proportion of returns with financial state-
ment assets greater than Schedule L assets rises
from 7 percent for the $10 million but less than $50
million Schedule L total-assets range to 34 percent
for the $20 billion or more range. The proportion of
returns with financial statement assets less than
Schedule L assets rises from 4 percent for the $10
million but less than $50 million Schedule L total-
assets range to 31 percent for the $20 billion or more
range.

E. R&D Status and Industry

Table 10 presents distribution table data with
rows for the presence or absence of R&D costs on
Schedule M-3 by financial statement type and in-
dustry. The columns are key tax return and Sched-
ule M-3 variables: number of returns; total assets;
U.S. corporate income tax less credits; worldwide
income; non-includible foreign income; pretax book
income; total pretax book-tax differences; R&D
book expense; and R&D book-tax differences.

Table 10 has two columns of percentages follow-
ing each amount, giving (Percentage 1) the percent-
age of the total for all 40,740 corporations
represented by that row amount, and (Percentage 2)
the percentage of the total for the subgroup of rows
in which the row is shown represented by that row
amount.

For tax years before 2010, corporations reported
their R&D costs on line 35, “other expense/
deduction items with differences.” Starting in tax
year 2010, corporations were required to report
their R&D costs on a new line 35. “Other expense/
deduction items” became line 37.

The study data for 2010 include 40,740 corpora-
tions. Only 2,614 corporations (6 percent) reported
R&D costs on new line 35. The 2,614 corporations
indicating R&D costs report 35 percent of the assets
of the 40,740 corporations, 44 percent of the tax less
credits, 60 percent of the worldwide income, 39
percent of non-includible foreign income, 60 per-
cent of pretax book income, and 46 percent of total

%8See Boynton, DeFilippes, Lisowsky, and Mills (2004).
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book-tax differences. The amount of R&D book
expense reported is -$137,869 million and -$9,041
million in total R&D book-tax difference.

While the corporations that do not report R&D
costs comprise 65 percent of the total assets and 56
percent of tax after credits, they report only 40
percent of worldwide income, 61 percent of non-
includible foreign income, 40 percent of pretax book
income, and 54 percent of total book-tax differences.

Corporations with SEC 10-K/public financial
statements comprise 40 percent of the returns
reporting R&D costs but report 86 percent of both
the total assets and tax after credits, 92 percent of
worldwide income, and 94 percent of non-
includible foreign income, 93 percent of pretax
book income, and 107 percent of negative (tax
income reducing) total book-tax differences of the
returns with R&D costs. These public companies
also report 78 percent of R&D book expense and
110 percent of the negative R&D book-tax differ-
ences. Corporations with audited financial state-
ments report 10 percent of R&D expense, and
corporations with unaudited financial statements
report 12 percent.

The manufacturing sector reports 51 percent of
the returns, 44 percent of total assets, 45 percent of
tax after credits, 56 percent of worldwide income,
and 76 percent of non-includible foreign income of
returns with R&D costs. It also reports 53 percent of
pretax book income and 69 percent of R&D book
expense.

Table 10 indicated the 10 industries with the
largest R&D book expense in 2010. Three account
for 52 percent: Pharmaceuticals (20 percent),
Computers/Electronics (20 percent), and Informa-
tion (12 percent).

The 33 percent of the Pharmaceuticals returns
that report R&D expense report 20 percent of the
R&D book expense for the 40,740 corporations; they
account for 90 percent of the assets in the pharma-
ceutical industry, 83 percent of the tax after credits,
84 percent of worldwide income, and 82 percent of
non-includible foreign income.

The 27 percent of the Computer/Electronics re-
turns that report R&D expense report 20 percent of
the R&D book expense for the 40,740 corporations;
they account for 62 percent of the assets in the
computer/electronics industry, 59 percent of the tax
after credits, 56 percent of worldwide income, and
12 percent of non-includible foreign income.

The 11 percent of the Information returns that
report R&D expense report 12 percent of the R&D
book expense for the 40,740 corporations; they
account for 56 percent of the assets in the informa-
tion industry, 54 percent of the tax after credits, 54
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percent of worldwide income, and 25 percent of
non-includible foreign income.
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