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Department of the Treasury
Internal Revenue Service2007

Instructions for
Schedule M-3
(Form 1120-F)
Net Income (Loss) Reconciliation for Foreign Corporations with Reportable Assets
of $10 Million or More

Section references are to the Internal that equal or exceed $10 million, must the Schedule in its entirety and attach
Revenue Code unless otherwise noted. complete and file Schedule M-3 in lieu the schedule to Form 1120-F . At the

of Schedule M-1, Reconciliation of time the Schedule M-3 is filed, all
Income (Loss) per Books With Income applicable questions must be answeredGeneral Instructions per Return. on Part I, all columns must be

completed on Parts II and III, and allA foreign corporation filing Form
numerical data required by SchedulePurpose of Schedule 1120-F that is not required to file
M-3 must be provided. All additionalSchedule M-3, Part I, determines the Schedule M-3 may voluntarily file
schedules specifically referenced innet income (loss) of the Schedule M-3. A corporation filing
these instructions must be completednon-consolidated (see Schedule M-3 must not also file
and attached to the Schedule M-3Non-consolidated financial statement Schedule M-1. For the first year that a
when filed. Part III requires that resultson page 3 for definition) foreign corporation files Schedule M-3, it may
from Schedule I (Form 1120-F), Interestcorporation filing Form 1120-F, U.S. exclude reporting in columns (a) and (e)
Expense Allocation Under RegulationsIncome Tax Return of a Foreign of Parts II and III.
Section 1.882-5 and Schedule H (FormCorporation. Schedule M-3, Parts II and In determining its reportable assets 1120-F), Deductions Allocated toIII, reconcile this financial result with the for purposes of Schedule M-3, the Effectively Connected Income Undercorporation’s taxable income on Form corporation must use an overall accrual Regulations Section 1.861-8, also be1120-F, Section II, line 29. method of accounting unless both of included. See instructions for Part III,

the following apply: (a) the tax return isFor purposes of this reconciliation, lines 26b, 26c, and 31 on pages 23 and
prepared using an overall cash methodPart I, line 1, provides rules for 24.
of accounting, and (b) the corporationdetermining the financial statement(s)
does not prepare or is not included inthe taxpayer must use in reporting the

Other Issues Affectingfinancial statements prepared on annet income (loss) to be reported on Part
accrual basis. For purposes ofI, line 4. Part I, lines 5 through 10 then Schedule M-3 Filingmeasuring total assets at the end of theprovide adjustments to include or
year, assets may not be netted or offsetexclude financial results to reconcile the Requirements
against liabilities.financial statement results reportable For tax years beginning after 2007, if a

on Part I, line 4, to the foreign corporation was required to file
corporation’s adjusted financial net When and Where To File Schedule M-3 for the preceding tax
income (loss) reportable on Part I, line Attach Schedule M-3 (Form 1120-F) to year but reports on Schedule L, line 17,
11. the foreign corporation’s Form 1120-F of Form 1120-F total assets at the end

income tax return. Be sure to check the of the current tax year of less than $10For foreign corporations other than
box at the top of Form 1120-F, page 1, million, the corporation is not requiredforeign banks (see definition in the
indicating that Schedule M-3 is to file Schedule M-3 for the current taxinstructions for Part I, line 1 on page 4),
attached. year. The corporation may either (a) filePart I, line 11 includes the worldwide

Schedule M-3, or (b) file Schedule M-1,financial net income (loss) of the Effective date.  Schedule M-3 is
for the current tax year. However, if thenon-consolidated foreign corporation, effective for tax years ending on or after
corporation chooses to file Scheduleadjusted for the results of excludible December 31, 2007. For purposes of
M-1 for the current tax year, and for aentities and includible disregarded determining whether a corporation with
subsequent tax year the corporation isentities. For foreign banks, Part I, line a 52-53 week tax year must file
required to file Schedule M-3, the11, is generally limited to the financial Schedule M-3, such corporation’s tax
corporation must complete Scheduleincome (loss) derived from the same year is deemed to end or close on the
M-3 in its entirety (including all of Partsset(s) of books that are reported on last day of the calendar month nearest
II and III) for that subsequent tax year.Form 1120-F, Schedule L. Foreign to the last day of the 52-53 week tax

banks are foreign corporations year. For further guidance on 52-53
described in Temporary Regulations week tax years, see Regulations Other Form 1120-Fsection 1.882-5T(c)(4). section 1.441-2(c)(1).

Schedules Affected byWho Must File Completion of Schedule Schedule M-3Any foreign corporation required to file M-3Form 1120-F, that reports on Schedule Requirements
L, line 17 of Form 1120-F, total assets A corporation required to file Schedule
at the end of the corporation’s tax year M-3 must complete Parts I, II and III of
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circumstances, such assets also Schedule L books determined underSchedule L
constitute a set of books that give rise the facts and circumstances constituteGenerally, the assets and liabilities to U.S. booked liabilities under the same results as worldwide incomerequired to be reported on Schedule L Regulations 1.882-5(d)(2). Under such reporting under Regulations sectionare the total assets and liabilities circumstances, the set of books would 1.882-5(d)(2)(ii). However, thereflected on the set(s) of books of the remain reportable on Schedule L for Schedule M-3 (Form 1120-F) reportingforeign corporation that include assets Code-based reporting purposes, but for on Part I, line 11 must always reflectthat give rise to U.S. effectively treaty-based reporting purposes, such the worldwide profits and losses of theconnected income and U.S. booked transfer may effect attribution to foreign corporation filing the Formliabilities (as defined in Regulations another part of the corporate enterprise 1120-F even if the Schedule L bookssection 1.882-5(d)(2) and Temporary under a functional and factual analysis determined under Regulations sectionRegulations sections and no longer be reportable on 1.882-5(d)(2)(ii) gives rise to less than1.882-5T(d)(2)(ii)(A) and (iii)). The total Schedule L as part of the U.S. worldwide reporting under the facts andassets and liabilities include the permanent establishment after the circumstances.interbranch assets and liabilities and transfer is made. Additionally, a set ofthe noneffectively connected assets books having no effectively connected Entity Considerations forreflected on such books. Such books income or U.S. booked liabilities under Schedule M-3will reflect the assets of the foreign Regulations section 1.882-5(d)(2) mightcorporation located in the United States For purposes of Schedule M-3,still constitute a set of books of the U.S.and all other of its assets used in its references to the classification of anpermanent establishment under thetrade or business within the United entity (for example, as a corporation, aapplication by analogy of the OECDStates (other than its assets giving rise partnership, or a trust) are to theTransfer Pricing Guidelines asto effectively connected income under classification of the entity for U.S.expressly authorized by or pursuant tosections 864(c)(6) or (7)). A foreign federal income tax purposes.a U.S. tax treaty and accompanyingcorporation may instead elect to report documents. (For treaties that expressly For a foreign corporation other thanits worldwide assets and liabilities on provide the right to determine the a bank, an entity that generally isSchedule L under Regulations section attribution of profits to a U.S. disregarded as separate from the1.6012-2(g)(1)(iii). If a foreign permanent establishment by application foreign corporation filing Form 1120-Fcorporation (including a foreign bank) of the OECD Transfer Pricing for federal income tax purposeselects worldwide reporting on Schedule Guidelines, see Articles 7 and the (“disregarded entity”) is reported onL, the same set(s) of books must be accompanying Exchange of Notes to Schedule M-3, Part I, line 4, if theused to report the adjusted worldwide the 2001 United States-United Kingdom foreign corporation’s applicable incomenet income (loss) results in Part I, line and 2003 United States-Japan Income statement includes the net income of11. Tax Treaties.) In such cases, the set(s) such disregarded entity. Otherwise, the
of books that must be reported on FormIf the foreign corporation has more results of the disregarded entity are
1120-F, Schedule L are those of thethan one set of books and records separately reported on Part I, line 5. On
U.S. permanent establishment asrelating to assets located in the United Parts II and III, any item of income,
determined under OECD TransferStates or used in a trade or business gain, loss or deduction of a disregarded
Pricing Guidelines.conducted in the United States, it must entity must be reported as an item of

report the combined amounts shown on the foreign corporation, and is not
Schedule M-2all such books and records on reported on Part II, lines 9, 10, or 11, as

Schedule L, as adjusted to eliminate from a partnership or pass-throughIf the foreign corporation is a bank (and
transactions recorded between the entity. The applicable financialchecked the “Yes” box on Part I, line 1
reportable books. However, amounts statement may include a disregardedof Schedule M-3), the amount shown
recorded between the set(s) of books entity only if it is owned directly oron Schedule M-2, line 2 (Net income
and other divisions of the foreign indirectly by the foreign corporation. An(loss) per books) must equal the
corporation or includible entities applicable financial statement may notamount shown on Schedule M-3, Part I,
reportable on Schedule M-3, Part I, line include a disregarded entity that is theline 11. Both the foreign bank’s Form
5, are not eliminated (except for certain direct or indirect owner of the foreign1120-F, Schedule L reporting and
transactions with disregarded entities corporation filing Form 1120-F.Schedule M-3 (Form 1120-F) reporting
that are also reportable on Schedule L), are based on the same set(s) of  Foreign bank disregarded entityunless the taxpayer elects worldwide Schedule L books which are generally books on line 5. For foreign banks,reporting under Regulations section determined on the basis of Temporary the net income (loss) of certain1.6012-2(g)(1)(iii). Regulations section 1.882-5T(d)(2)(iii). disregarded entities are not combinedIf, however, the foreign bank elects toAdaptation of Form 1120- F, with other U.S.-based sets of bookscomplete its Form 1120-F, Schedule LSchedule L for treaty-based reported on line 4. The set(s) of bookson the basis of its worldwide books,reporting. The set(s) of books with respect to disregarded entities arethen the bank will be required to reportreported on Form 1120-F, Schedule L included on Part I, line 5, if the set(s) ofits net income (loss) on Schedule M-3for treaty-based reporting purposes will books of such disregarded entities give(Form 1120-F) from the samegenerally be the same set(s) of books rise to U.S. booked liabilities underworldwide set(s) of books used forreported on Schedule L as described Regulations section 1.882-5(d)(2)(iii).Form 1120-F, Schedule L purposes.above. However, certain books that Transactions between the set(s) of
give rise to effectively connected  If the foreign corporation is not a books reported on line 4 and line 5 are
income might not necessarily give rise bank (and checked the “No” box on eliminated on line 8. However, a U.S.
to treaty-based reporting. For example, Part I, line 1), the amount shown on LLC that is a disregarded entity whose
the assets on a set of books could still Schedule M-2, line 2 (Net income (loss) set(s) of books do not give rise to U.S.
be attributed to a U.S. office for per books), will only equal the amount booked liabilities of the foreign bank
effectively connected income reporting shown on Schedule M-3, Part I, line 11 under Regulations section
purposes even when transferred away if the corporation voluntarily chooses to 1.882-5(d)(2)(iii), are not included in
from the U.S. permanent establishment complete Form 1120-F, Schedule L on line 4 or line 5. Transactions between
for treaty reporting purposes (see, for the basis of the corporation’s worldwide such disregarded entities and set(s) of
example, Regulations section set(s) of books under Regulations books reported on line 4 are not
1.864-4(c)(5)(iii)) if under the facts and section 1.6012-2(g)(1)(iii), or, if the eliminated.
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reporting a change in its ownership States-United Kingdom or UnitedReportable Entity Partner
interest in the partnership, if applicable, States-Japan Income Tax Treaties),Reporting Responsibilities (8) the interest in the partnership it answer “Yes” if the corporation reports

Reportable entity partner. For owns or is deemed to own in the income under the treaty method in lieu
purposes of these instructions, a partnership, directly or indirectly (as of the effectively connected income
reportable entity partner with respect to defined under these instructions), as of rules under sections 864 and 882. For
a partnership filing Form 1065 is an the date with respect to which it is reporting under this method in Parts II
entity that (1) owns or is deemed to reporting, and (9) any change in that and III, see Treatment of Items Under
own, directly or indirectly, under these interest as of the date with respect to an Eligible Treaty-Based Return
instructions a 50% or greater interest in which it is reporting. Position to Attribute Business Profits to
the income, loss or capital of the a U.S. Permanent Establishment onThe reportable entity partner mustpartnership on any day of the tax year page 9.retain a copy of each required report iton or after June 30, 2006, and (2) was Questions B through D. Formakes to each partnership under theserequired to complete Schedule M-3 on Schedule M-3, Part I, Questions Binstructions. Each partnership mustits most recently filed US federal through D, use only the financialretain copies of the required reports itincome tax return or return of income statements of the foreign corporationreceives under these instructions fromfiled prior to that day. A corporation filing Form 1120-F. If the foreignreportable entity partners.filing a Form 1120-F income tax return corporation prepares its own financialExample 1. A, an LLC filing a Formrequired to complete Schedule M-3 is statements but is controlled by another1065 for 2008, is owned 50% by Z, asubject to the reportable entity partner corporation (U.S. or foreign) thatforeign corporation engaged in trade orreporting responsibilities with respect to prepares financial statements thatbusiness within the United States. Apartnership interests it owns or is include the foreign corporation, theowns 50% of each of B, C, D, and E,deemed to own, directly or indirectly, on foreign corporation must use for itseach of which is also an LLC filing aor after January 1, 2008. Schedule M-3, Part I, its own financialForm 1065 for calendar year 2008. Z statements and may not use theFor purposes of these instructions, was first required to complete Schedule financial statements of the controlling(1) the owner of a disregarded entity is M-3 (Form 1120-F) for its corporate tax corporation. These financial statementsdeemed to own all corporate and year ended December 31, 2007, and are used for completing line 4.partnership interests owned or deemed filed its Form 1120-F with Schedule M-3to be owned under these instructions Non-consolidated financialfor 2007 on September 15, 2008. As ofby the disregarded entity; (2) the owner statement. A foreign corporation’sSeptember 16, 2008, Z was aof 50% or more of a corporation by vote “non-consolidated” financial statementreportable entity partner with respect toon any day of the corporation’s tax year may include a financial statement whichA and, through A, with respect to B, C,is deemed to own all corporate and reports a consolidation of entities orD, and E. On October 5, 2008, Zpartnership interests owned or deemed subsidiaries that the foreign corporationreports to A, B, C, D, and E, as it isto be owned under these instructions owns. In such a case, the net income orrequired to do within 30 days ofby the corporation during the (loss) of such entities or subsidiariesSeptember 16, that Z is a reportablecorporation’s tax year; (3) the owner of would be included in the amountentity partner directly owning (with50% or more of partnership income, reported on line 4 and, except forrespect to A) or deemed to ownloss, or capital on any day of the disregarded entities, would beindirectly (with respect to B, C, D, andpartnership tax year is deemed to own eliminated by reporting these amountsE) a 50% interest. Therefore, becauseall corporate and partnership interests on line 7 (see below). Any adjustmentsZ was a reportable entity partner forowned or deemed to be owned under associated with removing such2008, each of A, B, C, D, and E isthese instructions by the partnership amounts would be reported on line 8.required to complete Form 1065during the partnership tax year; and (4) Example 2. FC1 is a foreignSchedule M-3 for 2008, regardless ofthe beneficial owner of 50% or more of corporation other than a bank, residentwhether they would otherwise bethe beneficial interest of a trust or in Country X, and engaged in a trade orrequired to complete Schedule M-3 fornominee arrangement on any day of business in the United States. FC1 isthat year. Z must retain a copy of eachthe trust or nominee arrangement tax required to file Form 1120-F. FC1of the required reports it makes to A, B,year is deemed to own all corporate reports on Schedule L more than $10C, D, and E under these instructions,and partnership interests owned or million in assets and therefore, isincluding the reports it makes ondeemed to be owned under these required to file Schedule M-3. FC1 isOctober 5, 2008.instructions by the trust or nominee owned 100% by FC, its non-banking
arrangement. parent corporation also resident inPart I – Financial

Reporting requirements of Country X. FC1’s net income (loss)
Information and Netreportable entity partner. A results are included in a certified

reportable entity partner with respect to audited consolidated financialIncome (Loss)a partnership (as defined above) must statement of FC. FC1 also has an
report the following to the partnership unconsolidated financial statement thatReconciliation
within 30 days of first becoming a is not certified. In answering questions
reportable entity partner and, after first B through D, FC1 may not use FC’sWhen To Complete Part I
reporting to the partnership under these consolidated financial statement. FC1’s

Part I must be completed for any taxinstructions, thereafter within 30 days of “non-consolidated financial statement”
year for which the foreign corporationthe date of any change in the interest it is its own unconsolidated, worldwide
files Schedule M-3.owns or is deemed to own, directly or financial statement which is a statement

indirectly, under these instructions, in Question A. Treaty position taken on described in Question C. If FC was also
the partnership: (1) its name, (2) its Form 1120-F, Section II, for taxable engaged in a trade or business within
mailing address, (3) its taxpayer income. If a foreign corporation is the United States with reportable assets
identification number (TIN or EIN), if resident in a country having a treaty over $10 million, then FC would be
applicable, (4) its entity or organization with the United States that expressly required to file its own Schedule M-3
type, (5) the state or country in which it permits determining the attribution of and would be required to use its
is organized, (6) the date on which it profits to a permanent establishment certified audited financial statement
first became a reportable entity partner, under OECD Transfer Pricing described in question B. In such
(7) the date with respect to which it is Guidelines principles (e.g., United circumstances, FC1 would continue to
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use its own non-consolidated statement exchange(s) on the line provided. If be reported on line 5. Interbranch
described in question C. additional room is needed, attach a transactions between the Schedule L

schedule. For purposes of line 3, if the books must be eliminated and theExample 3. Same facts as
foreign corporation’s voting stock is eliminating transactions reported, ifExample 2, except FC1 is a
owned or controlled 50% or more by necessary, on line 8.disregarded entity. Under U.S. tax
another foreign corporation whoseprinciples, FC is the taxpayer treated as If the foreign bank does not have the
stock is traded on any exchange,directly engaged in trade or business certified audited financial statements
domestic or foreign, check the “Yes”within the United States and is required described in Question D, the bank
box and report the name of theto file Form 1120-F and Schedule M-3. should use any other financial
exchange(s) on the line provided. TheFC’s “non-consolidated” financial statement derived from the set(s) of
foreign corporation whose stock isstatement is its consolidated certified books from which the balance sheet
publicly traded need not be aaudited financial statement, described reported on Form 1120-F, Schedule L
corporation required to file Form 1120-Fin Question B, because it is the is derived. For this purpose, the term
and Schedule M-3.financial statement of the company “any other financial statement” includes

engaged in a trade or business within unaudited financial statementsLine 4. Net Income (Loss) from
the United States that is required to file prepared by the corporation under thethe Income Statement IdentifiedForm 1120-F and Schedule M-3. FC’s method of accounting generally used byin Part I, Line 1consolidated entities (other than any the corporation’s U.S. operations. If no

Part I, line 4, reports the net incomedisregarded entities) are eliminated as such statements are available, trial
(loss) from the applicable income“non-includible” entities on Part I, line 7. balances prepared from general
statement identified in Part I, line 1. ledgers or similar other records shouldLine 1. Foreign Banks Foreign banks.  If the foreign bank be used.Described in Temporary has the type of non-consolidated, Foreign corporations other thanRegulations Section worldwide financial statement described banks. If the foreign corporation is not1.882-5T(c)(4) in Question B or C, the foreign bank a bank, Part I, questions B, C, and D,should check the “Yes” box for theIf a foreign corporation is a foreign bank provide a hierarchy of applicableapplicable question B or C. However,described in Temporary Regulations income statements for reporting on Partdo not report these results on Part I,section 1.882-5T(c)(4), answer “Yes” to I, line 4. If the corporation has theline 4 unless the foreign bank alsoPart I, line 1. Special rules pertain to non-consolidated, worldwide, certifiedchooses worldwide reporting of thethe corporation for Part I, lines 4 audited financial statement described inset(s) of books on Form 1120-F,through 11. For Schedule M-3 Question B, report the net income (loss)Schedule L under Regulations sectionpurposes, a foreign bank is defined from such statements on line 4. If the1.6012-2(g)(1)(iii). If the foreign bankbased on section 581 principles with corporation does not have a financialhas certified audited financialrespect to the conduct of its banking statement of that type but does havestatements for the set(s) of books fromactivities on a worldwide level, without the non-consolidated, worldwidewhich the balance sheet reported onregard to whether it conducts a banking unaudited financial statement describedForm 1120-F, Schedule L is derived (astrade or business within the United in question C, report the net incomedescribed in Question D), the netStates. These requirements include (loss) from such statements on line 4.income (loss) from such statements ishaving a substantial part of its These unaudited financial statementsused to complete line 4, except that anyworldwide business consist of receiving should first include those prepared bydisregarded entities whose results aredeposits and making loans and the corporation under the method ofreportable on Schedule L are excludeddiscounts, or of exercising fiduciary accounting generally used by thefrom line 4 unless they are included inpowers similar to those permitted to corporation. If no such unauditedthe corporation’s financial consolidationnational banks. In addition, the foreign statements are available, other financialof its Schedule L books in accordancecorporation must be subject to bank statements may be used, including trialwith the bank’s ordinary andregulatory supervision in its country of balances prepared from theconsistently applied internal accountingincorporation. corporation’s worldwide books andpractices. Disregarded entities records that are based on the methodLine 2. Questions Regarding includible in Schedule L, that are not of accounting generally used by theIncome Statement Period and included in a non-tax financial corporation.Restatements consolidation of the corporation’s

If the foreign corporation has none ofSchedule L books in accordance withEnter the beginning and ending dates
these financial statements, then the netthe bank’s ordinary and consistentlyon line 2a for the corporation’s annual
income (loss) derived from the set(s) ofapplied internal accounting practices,income statement period ending with or
books described in Question D is usedare separately reported on Part I, line 5.within the current tax year.
to report net income (loss) on line 4,Ordinary and consistent internalPart I, lines 2b and 2c, regarding excluding disregarded entities. Allaccounting practices.  If the foreignrestatements of income statements, disregarded entities are reported onbank’s ordinary and consistentlyrefer to the income statement issued by Part I, line 5. For corporation’s otherapplied accounting practices includethe corporation filing the U.S. income than banks, the set(s) of booksthe consolidation of more than one settax return. Answer “Yes” on lines 2b described in Question D are those thatof books that is reportable on Scheduleand/or 2c if the corporation’s annual give rise to U.S. booked liabilities underL as determined under Temporaryincome statement has been restated for Regulations section 1.882-5(d)(2) andRegulations section 1.882-5T(d)(2)(iii),any reason. Attach a short explanation Temporary Regulations sectionthe foreign bank may use such set(s) ofof the reason for the restatement for 1.882-5T(d)(2)(ii), and not underbooks as a starting point for completingeach applicable period, including the Temporary Regulations sectionPart I, line 4. If additional set(s) oforiginal amount and restated amount of 1.882-5T(d)(2)(iii).books also constitute Schedule L bookseach annual statement period’s net

that are not included in the All foreign corporations. Theincome.
consolidation of other Schedule L amount on line 4 must equal the

Line 3. Publicly Traded Stock books, then such other Schedule L financial statement net income (loss) for
If the foreign corporation’s stock is books must also be reported on line 4, the income statement period ending
traded on any exchange, domestic or or if such other books are set(s) of with or within the tax year as indicated
foreign, please report the name of the books of disregarded entities, they must on line 2a.
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If the income statement period or business within the United States of have used Form 1120-F, Schedule L
the foreign bank; and books determined under Regulationsdiffers from the corporation’s tax year,

2. The net income (loss) of the section 1.882-5(d)(2)(ii) on lines 4 andthe income statement period indicated
entity would be includible on Part I, line 5 and will need to report the net incomeon line 2a applies for purposes of Part
4, if the assets and liabilities of such (loss) from all non-Schedule L books onI, lines 4 through 8.
entity were held directly by the foreign line 6. This is a “bottom up”

Reporting with Schedule L set(s) bank rather than by the disregarded reconciliation to worldwide income that
of books. Question D filers. All foreign entity. This determination is made the Schedule M-3 reporting
banks (and any other foreign separately for each disregarded entity. requirements apply as a last resort.
corporation that reports on Part I, line 4, Line 6 reporting does not apply to

If the income of the includible entitythe financial results from the set(s) of foreign banks or to corporations other
is effectively connected with a trade orbooks used in preparing Form 1120-F, than banks that are able to report
business within the United States butSchedule L, excluding disregarded worldwide net income (loss) on lines 4
would not have been includible on Partentities), must attach a schedule that and 5 from financial statements
I, line 4, if it were held directly by theidentifies each book (e.g., New York described in Questions B or C, or from
foreign corporation rather than by theBranch, International Banking Facility, worldwide trial balances.
includible entity, then any effectivelyCayman Branch) and its net income

Attach a supporting schedule thatconnected income of the includible(loss) that is included on Part I, line 4.
provides by country, the name and netentity is reported on Part II, line 23,However, if a foreign bank in its
income (loss) per the financialcolumns (b) through (e), instead of Partordinary business practice prepares a
statement on Part I, line 6, of all foreignI, line 5. Income of this latter type willconsolidation of one or more books
locations. Foreign corporations otherbe income that is treated as effectivelyrequired to be reported on Schedule L,
than banks that have effectivelyconnected income under sectionsuch consolidated results may be
connected income with respect to864(c)(6) or (7), or it will be individualreported on line 4 in lieu of reporting
transactions entered into as a globalitems of effectively connected incomethe separate results for each book in
dealer in securities must reportfrom the set(s) of books of athe consolidation. If a consolidation of
separately in this supporting scheduledisregarded entity that does not givereportable books does not exist, then
the net income (loss) for each set(s) ofrise to U.S. booked liabilities as definedtransactions recorded between these
books for which the effectivelyin Temporary Regulations sectionbooks must be separately eliminated
connected dealer income is recorded1.882-5T(d)(2)(iii).and shown in the aggregate as a
within each separate country. Allseparate reconciling elimination line Foreign corporations other than a foreign corporations must report theiritem on this schedule. Do not include bank. If the foreign corporation is not effectively connected global dealingeliminations for transactions with a bank, include on line 5, all income in Part II, line 16.disregarded entities reported on line 5. disregarded entities not included on

Report on line 8, the eliminations for Part I, line 4. When a foreign Line 7. Net Income (Loss) of
transactions between set(s) of books corporation reports income (loss) from Nonincludible Entitiesreported on line 4 and disregarded a financial statement identified in

This line will generally not apply toentities reported on line 5. Question B or C, net income (loss) of a
foreign banks (unless a nonincludibledisregarded entity may or may not be
entity is is financially consolidated in theLine 5. Net Income (Loss) from included on line 4, depending on the
Schedule L set(s) of books), nor does itforeign corporation’s accountingIncludible Disregarded Entities apply to foreign corporations other thanprinciples. However, inclusion of(“Includible Entities”) banks that report on Part I, lines 4 anddisregarded entities will be necessaryInclude the net income (loss) of any 5, income (loss) from the financialon line 5 when a taxpayer has reporteddisregarded entity that is not included in statements described in Question D.on Part I, line 4, amounts from financialthe income reported on Part I, line 4, For any other corporations, remove thestatements described in Question D orbut should be included in Part I, line 11. net income (in line 7a) or loss (in linesimilar unaudited statements.The financial results of disregarded 7b) of any other entity whose income

Adjustments for intercompanyforeign entities are reported on lines 5a (loss) is reported on Part I, line 4, but
transactions between the foreign(income) and 5b (loss); disregarded should be excluded from Part I, line 11.
corporation and includible disregardedU.S. entities are reported on lines 5c Examples of such entities are the
entities may be required. See the(income) and 5d (loss). The applicable foreign corporation’s subsidiaries (other
instructions for Part I, line 8 below.financial statement of the disregarded than disregarded entities) and

entity to be used is determined first All foreign corporations. Attach a partnerships that were combined with
under Question B if available, then supporting schedule that lists for each the corporation in the type of
under Question C. However, a foreign includible disregarded entity reported consolidated financial statement
bank should only use the set(s) of on lines 5a through 5d the name, EIN described in Questions B or C. Do not
books from the disregarded entity that (if applicable), and net income (loss) remove in Part I the financial statement
give rise to U.S. booked liabilities under per the financial statement of that net income (loss) of any nonincludible
Temporary Regulations section includible disregarded entity. entity accounted for in the financial
1.882-5T(d)(2)(iii) and are reportable on statements on the equity method.Line 6. Net Income (Loss) NotSchedule L. Adjustments are made for these entitiesIncluded on Lines 4 and 5 from on Part II, lines 8 through 11.

Foreign banks. A foreign bank Includible Foreign Locations
In addition, on Part I, line 8,should include on line 5 each Line 6 applies only to foreign adjustments for intercompanydisregarded entity that meets the corporations other than banks whose transactions between the foreignfollowing two conditions. books and records are not sufficient to corporation and nonincludible entities1. The entity is either itself engaged report worldwide income on lines 4 and may be required. See instructions forin a trade or business within the United 5. Line 6 reporting will be necessary line 8.States and has generated income only when the corporation does not

effectively connected with it or, it is not have a worldwide trial balance to report Attach a supporting schedule that
engaged itself in a trade or business its worldwide income as satisfaction of provides the name, EIN (if applicable),
within the United States but has income the requirements of Question C. In and net income (loss) per the financial
effectively connected with another trade such circumstances, the corporation will statement or books and records
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included on line 4 that is removed on elimination entries must be reported on On Schedule M-3, F must check
this line 7 for each separate “Yes” to Question B. F must report itsline 8 to eliminate any intercompany
nonincludible entity net income (loss) from itsdividends received by the foreign

non-consolidated, worldwide, certifiedcorporation from any disregarded entityLine 8. Adjustments to audited financial statements on Part I,whose results are included on Part I,
Intercompany Transactions line 4. On Part I, line 5, F must includeline 5.

the net income (line 5c) or loss (line 5d)Include on Part I, line 8: (i) adjustments
Special treatment of equity generated by S1, the disregarded U.S.to consolidation entries and elimination

method inclusions for a foreign entity. Because S2 is included in theentries that are contained in the amount
corporation other than a bank. If a non-consolidated, worldwide, certifiedreported on Part I, line 4, required as a
foreign corporation other than a bank audited financial statements it is notresult of adding amounts on Part I, lines
reports worldwide income on Part I, line reported on Part I, line 5, since it is5 and 6; and (ii) amounts of any
4, and is an owner of an interest in already included on Part I, line 4.additional consolidation entries and
another entity that (1) is accounted forelimination entries that are required as Any adjustments necessary toin the foreign corporation’s separatea result of removing amounts on Part I, remove intercompany transactionsgeneral ledger on the equity method,line 7. between F and S1 must be reported onand (2) is fully consolidated in theForeign banks. For foreign banks, Part I, line 8.foreign corporation’s worldwideadjustments are necessary to ensure
financial statements thus eliminating Line 9. Adjustment to Reconcileconsistency with the financial results of
the equity inclusion, and if that entity is Income Statement Period to Taxthe set(s) of books reported on Form
also reported on Part I, line 7, as a Year1120-F, Schedule L. Adjustments on
nonincludible entity, then an adjustmentline 8 are necessary to account for Include on line 9 any adjustmentson Part I, line 8, must be made. Theelimination of certain transactions necessary to reconcile differencesforeign corporation must restore onrecorded between the Schedule L between the income statement periodSchedule M-3, Part I, line 8, the equitybooks reported on line 4 and for reported on line 2a and theincome inclusion from that entity. If thetransactions between the foreign bank corporation’s tax year. Attach aforeign corporation does not account forand each disregarded entity reported supporting schedule identifying the typethe entity on the equity method on itson Part I, line 5. For example, of transaction and amount of eachown general ledger, it will not haveadjustments must be reported on line 8 adjustment.eliminated the equity income forto eliminate any intercompany
non-consolidated, worldwide financial Line 10. Other Adjustments todividends received by the foreign
statement purposes, and therefore willcorporation from any disregarded entity Reconcile to Amount on Line 11
have no elimination of equity income towhose results are included on Part I, Include on line 10 any otherreverse.line 5. However, if a disregarded entity adjustments, not reportable on lines 5

is not reportable in Part I (e.g., because through 9, to reconcile net incomeThe attached supporting scheduleit does not give rise to U.S. booked (loss) on Part I, line 4, with net incomefor Part I, line 8, must identify the typeliabilities under Temporary Regulations (loss) on Part I, line 11.(e.g., minority interest, intercompanysection 1.882-5T(d)(2)(iii)), the dividend dividends, etc.) and amount of For any adjustments reported onreceived by the foreign bank is not consolidation or elimination entries Part I, line 10, attach a supportingeliminated on Part I, line 8. Instead, the reported, as well as the names of the schedule that provides, for each entitydividend is eliminated as an interbranch entities to which they pertain. It is not to which an adjustment relates: thetransaction on Part II, line 3, column necessary, to report intercompany name and EIN (if applicable) of the(c). eliminations that net to zero on Part I, entity, the nature of the adjustment, the
Foreign corporations other than a line 8, such as intercompany interest amount of net income (loss) included in

bank.  For foreign corporations other income and expense. For instance, if Part I before any adjustments on line
than a bank, adjustments are the foreign corporation reports interest 10, and the amount of net income (loss)
necessary to ensure that the income on Part I, line 4, from included on Part I, line 11.
consolidation entries and intercompany transactions with a disregarded entity

Line 11. Adjusted Financial Netelimination entries included in the included on Part I, line 5, it is not
amount reported on Part I, line 11, are Income (Loss) of thenecessary (but allowable) to report the
only those applicable to worldwide offsetting gross interest income and Non-Consolidated Foreign
income of the non-consolidated foreign gross interest expense on Part I, line 8. Corporation
corporation. Adjustments on line 8 may

The sum of lines 4 through 10Example 4. F is a foreignbe with respect to transactions between
constitutes the adjustedcorporation other than a bank and hasthe foreign corporation and either a
non-consolidated financial net incomea fiscal financial and tax year end. Fdisregarded entity reported on Part I,
(loss) of the foreign corporation that isfiles Form 1120-F because it engagedline 5, or a nonincludible entity reported
to be reconciled in Parts II and III within a trade or business within the Unitedon Part I, line 7. Adjustments for
the foreign corporation’s taxableStates and is required to file Scheduletransactions with nonincludible entities
income reported on Form 1120-F,M-3. F owns two U.S. subsidiaries, S1are required only when the foreign
Section II, line 29.and S2, and has made a check the boxcorporation reports worldwide income

election for S1 to be treated as aon Part I, line 4, from a financial In all cases, Part I, line 11, includes
disregarded entity. Both S1 and S2statement described in Part I, the net income of only those entities
have the same fiscal year end as F. InQuestions B through C. For example, whose income is eligible to be included
addition, F’s home country accountingadjustments must be reported on line 8 under U.S. tax principles, in whole or
rules require the inclusion of S2’sto remove minority interests and to part, on the U.S. income tax return for
income and expenses in F’sreverse the elimination of intercompany the tax year. It is not permissible to
non-consolidated, worldwide, certifieddividends included on Part I, line 4, that remove the net income of
audited financial statements. However,relate to the net income of entities non-includible entities reportable on line
S1’s income and expenses are notremoved on Part I, line 7, because the 7 above and then add back such
included in F’s non-consolidated,income to which the consolidation or income on lines 8 through 10, such that
worldwide, certified audited financialelimination entries relate has been the amount reported on line 11,
statements.removed. In addition, consolidation or includes the net income of entities not
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eligible to be includible in the U.S. is reported on Part I, line 7, because NI corporation is required to file Schedule
income tax return. is a nonincludible entity. The $5,000 of M-3, a foreign corporation voluntarily

interest income is reported on Part I, files Schedule M-3 in lieu of ScheduleExample 5. Foreign corporations
line 8. Assuming no other adjustments M-1, then in those voluntary filing yearsother than a bank. FC is a foreign
are required on Part I, lines 9 and 10, the corporation is not required tocorporation other than a bank engaged
the total income reported on Part I, line complete columns (a) and (e). Inin trade or business within the United
11 is $85,000 ($120,000 – $40,000 + addition, in the first tax year the foreignStates and required to file Form 1120-F
$5,000). corporation subsequently is required toand Schedule M-3. FC does not have

file Schedule M-3, the corporation is notExample 7. Foreign bank. FC is aincome statements that report its
required to complete columns (a) andforeign corporation that is a banknon-consolidated, worldwide income,
(e) of Parts II and III.engaged in trade or business within thebut FC does have unaudited income

United States and required to file Formstatements for the set(s) of books it If a foreign corporation chooses not
1120-F and Schedule M-3. FC hasreports on Schedule L with respect to to complete columns (a) and (e) in the
certified audited income statements thatits trade or business within the United first tax year the foreign corporation is
report its non-consolidated, worldwideStates. Included in these results are required to file Schedule M-3 (or in any
net income and unaudited incomeforeign disregarded entity FDE1 with year in which the corporation voluntarily
statements for the set(s) of books itnet income of $20,000 and foreign files Schedule M-3), then Part II, line
reports on Schedule L for its trade ordisregarded entity FDE2 with net loss of 28, is reconciled by the corporation in
business within the United States. FC($5,000). FDE1 and FDE2 do not have the following manner:
reports net income on the set(s) ofany effectively connected income and 1. Report the amount from Part I,books of its trade or business within thedo not have books that give rise to U.S. line 11, on Part II, line 28, column (a);United States of $50,000, whichbooked liabilities under Temporary 2. Do not complete Part II, lines 1includes the results of U.S. disregardedRegulations section 1.882-5T(d)(2)(ii). through 27, columns (a) and (e);entity USDE1 with net income ofFC reports net income on these 3. Do not complete Part III, columns$15,000 and U.S. disregarded entityfinancial statements of $50,000. In (a) and (e);USDE2 with a net loss of ($5,000).addition, FC has foreign locations that 4. Report on Part II, line 28,

are not included in such income Although FC must answer “Yes” to columns (b) through (d), the total of
statements. These locations do not Question B, FC must not report on Part Part II, lines 1 through 27, columns (b)
have effectively connected income on I, line 4, the results of these through (d) respectively, and
set(s) of books that give rise to U.S. non-consolidated, worldwide, certified 5. Report on Part II, line 28, column
booked liabilities. The financial net audited income statements. FC must (e), the sum of Part II, line 28, columns
income of such foreign locations is also answer “No” to Question D. FC (a), (b), (c) and (d).
$25,000. must report on Part I, line 4, the amount

from the unaudited income statements Note. Part II, line 28, column (e), mustFC must answer “No” to Questions B
for the set(s) of books it reports on equal the amount on Form 1120-F,through D in Part I. FC must report on
Schedule L of $40,000 (total income Section II, line 29.Part I, line 4, $35,000 (total income
reported of $50,000, excluding thereported of $50,000, excluding the

Example 8. For the 2007, 2008,results of USDE1 and USDE2 whichresults of FDE1 and FDE2). On Part I,
and 2009 tax years, foreign corporationalso give rise to effectively connectedline 5a, FC will include the $20,000 of
A has total assets on the last day of theincome and are set(s) of booksnet income of FDE1 and will include on
tax year as reported on Schedule L,included in Form 1120-F, Schedule L).Part I, line 5b, the ($5,000) net loss of
line 17, column (d), of $8 million, $11On Part I, line 5c, FC will include theFDE2. The net income of $25,000 from
million, and $12 million, respectively. A$15,000 of net income of USDE1 andforeign locations must be included on
is required to file Schedule M-3 for itswill include on Part I, line 5d, thePart I, line 6.
2008 and 2009 tax years.($5,000) net loss of USDE2. AssumingExample 6. Foreign corporations no other adjustments are required on For its 2007 tax year, A voluntarilyother than a bank. FC is a foreign Part I, lines 8 through 10, the net files Schedule M-3 in lieu of Schedulecorporation other than a bank engaged income reported on Part I, line 4, is M-1 and does not complete columns (a)in trade or business within the United $40,000, and the net income reported and (e) of Parts II and III.States and is required to file Form on line 11 is $50,000.1120-F and Schedule M-3. FC owns NI, For A’s 2008 tax year, the first tax

a C corporation for federal income tax How to Complete Columns in year that A is required to file Schedule
purposes. FC has certified audited M-3, A is only required to complete PartParts II and IIIincome statements that report its I and columns (b), (c) and (d) of Parts IIColumns (a) and (e). For each lineworldwide income and that of NI. FC and III.item in Parts II and III, report in columnreports net income on these statements

(a) the amount of the item included in For A’s 2009 tax year, A is requiredof $120,000. Included in these results
the net income (loss) reported on Part I, to complete Schedule M-3 in itsare foreign disregarded entity FDE1
line 11. For each line item, report in entirety.with net income of $30,000, foreign
column (e) the amount included indisregarded entity FDE2 with net loss of In addition, for A’s 2008 tax year, Adetermining taxable income (loss) on($5,000), and NI’s net income of may voluntarily complete Schedule M-3Form 1120-F, Section II, line 29.$40,000. FDE1 and FDE2 both have in its entirety.

effectively connected income that give A foreign corporation is not required
rise to U.S. booked liabilities. Interest to complete columns (a) and (e) for the Columns (b), (c), and (d)
income of $5,000 received by FC from first tax year the foreign corporation is The temporary and permanent
NI is eliminated in the preparation of required to file Schedule M-3. The differences reportable in columns (b)
these statements. corporation must complete columns (a) and (c) are those book tax differences

and (e) for all tax years it is required toFC must answer “Yes” to Question determined through a comparison of
file Schedule M-3 that are subsequentB. FC must report on Part I, line 4, the financial statement and tax
to the first tax year the corporation is$120,000. The results of FDE1 and amounts, under the Code or an
required to file Schedule M-3.FDE2 are not reported on Part I, line 5, applicable treaty, for each of the line

since their results are already included If, for any tax year (or tax years) items included in Part I, line 11 and
on Part I, line 4. NI’s income of $40,000 prior to the first tax year a foreign shown on Parts II and III.
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Column (b). Temporary book tax apportionment is necessary in column interest expense on line 26.
differences. In column (b), report the (d) for such amounts. Corporations other than banks do not
book tax difference for each item report the allocation of expenses underSpecial treatment may apply forexpected to reverse in a future year or Regulations section 1.861-8 fromcolumn (c) reporting on Part III, lineswhich reverses a prior year difference Schedule H (Form 1120-F), line 21, on26d (U.S. source substitute interest(whether or not so reported on a prior Schedule M-3, Part III, line 31.payments), 26e (interest equivalents),year’s Schedule M-3). Temporary and 27 (U.S. source substitute dividend Part III, lines 26d, 26e and 27: Indifferences that increase the amount payments). See instructions for those Part III, line 26d (substitute interestshown in column (a) are reported as a lines below. payments), line 26e (interestpositive number. equivalents) and line 27 (substituteApportionments between

Column (c). Permanent book tax dividend payments), amounts in theseeffectively and non-effectively
differences. In column (c) report any categories paid by the foreignconnected income (ECI and
book tax difference not expected to corporation that are not included innon-ECI).  The combination of
reverse in a future year, and that also column (a) are reported in column (c)columns (a), (b) and (c) results in the
does not constitute a reversal of a prior as a positive number. Amountsgross taxable income or deduction
year difference. The determination described in lines 26d, 26e and 27 areamount under U.S. tax principles for
whether a difference is temporary or reported in column (c) whether or noteach line item in Parts II and III that is
permanent should be based on the any of the amount is apportionable ineligible for allocation and apportionment
facts available at the time the foreign whole or in part to ECI in column (e).between ECI and non-ECI.
corporation files its U.S. tax return. If Column (d) is used for these line items

Columns (d) and (e). Foreignthe foreign corporation is unable to only to apportion amounts to non-ECI.
bank. Column (d) is used to report thedetermine whether a difference Example 9. FC is a foreign bankcombined amount of columns (a), (b),between column (a) and column (e) for that is required to file Form 1120-F andand (c) that is allocated andan item will reverse in a future tax year Schedule M-3. FC included on Part I,apportioned to non-ECI. If an amountor reverses a prior year book tax line 11, $100 of interest income, ofapportioned to non-ECI is included indifference, report the difference for that which $60 is effectively connectedcolumn (a), then report such amount asitem in column (c). tax-exempt interest income and $40 isa negative number in column (d). If the

Amounts that are permanent noneffectively connected tax-exemptapportioned amount included in column
differences that reduce the income or interest income. In addition, FC(a) is a loss, then include the
expense amount shown in column (a) included on Part I, line 11, $300 of feeapportioned loss as a positive number
are recorded as negative numbers. For and commission income that wasin column (d). Certain income may be
example, interbranch income and recognized for U.S. tax purposes in aapportioned to ECI that is not reported
expense amounts recorded on a foreign prior year. FC also included $400 ofon the Schedule L books and is not
bank’s books reportable on Schedule L meals and entertainment expenses ofreportable in column (a). These
(and therefore included in column (a)) which $200 is deductible under sectionamounts include allocable global
that are disregarded under U.S. tax 274. FC determines that 60% of itsdealing income in Part II, line 16 and
principles are permanent differences deductions under U.S. tax principlesother income from non-Schedule L
reportable as negative amounts in are allocable to noneffectivelybooks reportable in Part II, line 23.
column (c). connected income.Such income is apportioned to ECI and

reported in column (d) as a positive If interbranch amounts recorded on FCs reports on Part II, line 4a,
number. For amounts reportable in PartSchedule L books are treated as column (a), the $100 of tax-exempt
II, if the apportioned amount is a loss,third-party amounts under Proposed interest income. FC reports ($100) of
report such loss as a negative numberRegulations section 1.863-3(h) of the permanent book tax difference on line
in column (d). In column (e), combineglobal dealing rules, or recognition 4a, column (c) to eliminate the
the amounts in columns (a), (b), (c) andtreatment is otherwise provided under tax-exempt interest income. No amount
(d), to determine the amount of eachan Advance Pricing Agreement or is reportable on line 4a, column (d)
line item apportioned to ECI. SeeMutual Agreement Procedure, then since all of the income is a permanent
special reporting instructions forsuch interbranch amounts are treated difference under U.S. tax principles
reporting amounts in column (d) foras amounts subject to apportionment without regard to its allocation between
substitute dividend and substitutebetween non-ECI and ECI in columns effectively and noneffectively connected
interest income in Part II, lines 3c and(d) and (e) and not as permanent income. FC also includes on Part II, line
4b and for the allocation anddifferences in column (c). 7, column (a), the $300 of fee and
apportionment of interest expense in commission income. Since this amountAmounts that are apportionable to Part III, line 26. Expenses allocable was already recognized in a prior yearnon-ECI are generally reportable only in from Schedule H, line 21 are reportable for U.S. tax purposes, FC reports oncolumn (d). However, some amounts in Part III, line 31 in columns (d) and (e) line 7, column (b), a temporarymay be both permanent differences as a positive number. difference of ($300). On Part III, line 10,under U.S. tax principles and also be Columns (d) and (e). Foreign column (a), FC includes the $400 ofapportioned to non-ECI under section corporations other than banks. meals and entertainment expenses. FC864(c). Foreign corporations other than banks first computes its limitation under

 A permanent difference may not be use column (d) to report section 274 before determining the
double-counted by including it a second apportionments only to non-ECI. In Part amount allocable to noneffectively
time in column (d). In such II, column (d) report apportionments of connected income for purposes of
circumstances, where an amount income as a negative amount and column (d). Therefore, FC reports in on
includible in column (a) is both a report losses as a positive number. Part III, line 10, column (c), a
permanent difference and Combine columns (a), (b), (c) and (d) to permanent difference of ($200). FC
apportionable to non-ECI, the amount is reconcile the amount apportioned to then determines the 60% of remaining
reported in column (c) and not in ECI in column (e). For Part III, except meals and entertainment expense that
column (d). Accordingly, non-ECI for lines 26 and 31, report expenses is allocable to noneffectively connected
tax-exempt interest is reported in that are apportioned to non-ECI as a income and reports this $120 on Part
column (c) as a permanent difference negative number in column (d). See III, line 10, column (d) as a negative
under U.S. tax principles. No additional special instructions for the reporting of amount. FC combines columns (a), (b),

-8-

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle

8r7db
Rectangle



Page 9 of 24 Instructions for Schedule M-3 (Form 1120-F) 10:51 - 11-FEB-2008

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

(c) and (d) and reports the $80 includible in column (a) may have to the U.S. permanent establishment in
deductible amount in line 10, column temporary book tax differences column (e).
(e). reportable in column (b)). For amounts Example 11. Treaty-based

reported in Part II, column (a), do notExample 10. The facts are the reporting of business profits. FC is
report as permanent differences,same as in Example 9, except the $100 a foreign bank that has three sets of
interbranch interest or other interbranchof tax-exempt interest is not included books that give rise to U.S. book
income in column (c) or noneffectivelyon Part I, line 11, and is therefore liabilities under Regulations section
connected income including foreignexcluded from Part II, line 4, column 1.882-5(d)(2)(iii) and that are reportable
related party interest, dividends or(a). Because the $100 of tax-exempt on Form 1120-F, Schedule L. Two of
royalties that are not effectivelyinterest income is allocable to both ECI the books are maintained in the United
connected income under sectionand non-ECI, it has significance in States by its U.S. branch. The third
864(c)(4)(D) in column (d) to the extentdetermining the allocation of expenses book is a portfolio of effectively
such amounts are attributable to theunder indirect methods under connected loans that are recorded,
U.S. permanent establishment underRegulations section 1.861-8, and is managed and funded in FC’s home
the OECD Transfer Pricing Guidelines,therefore required to be reported on office in Country X. The three books
applied by analogy. For foreign banks,Part II, line 23 as income not included are consolidated for Form 1120-F,
if any amounts are not reported in Partin the Schedule L books that is Schedule L reporting purposes. FC files
II, column (a), as part of the set(s) ofallocable and apportionable to ECI. its Form 1120-F and Schedule M-3
books that constitute the books of theBecause no amount is includible in under an eligible treaty to report its
U.S. permanent establishment, but arecolumn (a), the full $100 of tax-exempt business profits attributable to its U.S.
attributable to the U.S. permanentinterest is reported in column (d) as a permanent establishment in lieu of
establishment under application of thepositive number and in column (c) as a reporting its net effectively connected
OECD Transfer Pricing Guidelines,negative number . As a result, there is income under sections 864 and 882.
such amounts are included asno amount reportable in column (e). The two books maintained in the United
permanent differences in columns (c) States are primarily attributable to FC’sTreatment of Items Under an and (d). Report in column (e) all U.S. permanent establishment. The
amounts that are attributable to theEligible Treaty-Based Return third set of books that constitutes a set
permanent establishment. of books for Regulations sectionPosition to Attribute

1.882-5(d)(2)(iii) purposes is notTreaty-based reporting for foreignBusiness Profits to a U.S. attributable to FC’s permanentcorporations other than banks.
Permanent Establishment establishment in the year FC files itsForeign corporations other than banks

Form 1120-F under the treaty-basedIf a foreign corporation elects to use an must include interbranch income and
method.eligible treaty (e.g., Article 7 and expense as book tax differences to the

accompanying Exchange of Notes of extent such items are not included in  On the two books that are
the 2001 United States-United Kingdom worldwide income reported on Part I, attributable to FC’s U.S. permanent
and 2003 United States-Japan Income line 11, and such items are attributable establishment, FC records net book
Tax treaties) that provides a to the U.S. permanent establishment. income of $175. (FC has the following
permissible method other than the rules Interbranch income should have been income: $500 of interbranch interest
of section 864(c) and 882 to determine eliminated in arriving at the adjusted income, $200 of noneffectively
its profits attributable to a U.S. non-consolidated income reportable on connected interest income, and $1,200
permanent establishment, check the Part I, line 11. To the extent such of effectively connected income under
“Yes” box for Question A on Part I of interbranch amounts are attributable to Code-based principles. FC has $1,000
Schedule M-3. If an eligible treaty is a U.S. permanent establishment under third party interest expense and $400 of
elected, the foreign corporation must Article 7 of an applicable income tax interbranch expense on its books that
report on Form 1120-F, Section II, its treaty, the amounts are also includible are priced at arm’s length with its home
business profits attributable to its U.S. as a book tax difference if they are office and that are attributable to its
permanent establishment under such reported in business profits under an U.S. permanent establishment. On the
income tax treaty that applies the eligible treaty-based tax return position. two sets of books maintained in the
OECD Transfer Pricing Guidelines in Such amounts are reported as United States, FC has other third party
lieu of the effectively connected income permanent differences in column (c) expenses of $325 attributable to the
rules of sections 864 and 882. When and included in column (e). Third-party PE.) FC also has $100 of income
business profits are reported on Form amounts included in worldwide income attributable to its U.S. permanent
1120-F, Section II under an eligible that are not attributable to the U.S. establishment that is recorded in its
treaty in lieu of the effectively permanent establishment should be home office on set(s) of books that are
connected income rules of the Code, reported in the following manner: predominantly not attributable to FC’s
the treatment of items in columns (c) U.S. permanent establishment. FCColumns (b) and (c). Temporary
and (d) must be adapted to apply the determines that $75 of its book interestand permanent differences are
concepts of the applicable treaty. expense must be disallowed afterdetermined in accordance with the
Foreign bank treaty-based reporting. equity capital is allocated to the U.S.above instructions for these columns,
If the foreign corporation is a foreign permanent establishment under theexcept that each line in column (e) is as
bank, interbranch income and expense OECD Transfer Pricing Guidelinedetermined below.
and noneffectively connected income principles applicable to Article 7 of theColumn (d). Differences forare not treated as permanent treaty.amounts not attributable to a U.S.differences to the extent such items are

FC reports $350 of treaty-basedpermanent establishment are reportedattributable to the U.S. permanent
profits attributable to its U.S. permanentas a negative number in column (d).establishment and are also included in
establishment as follows:Differences for losses not attributable tothe net income (loss) reported on Part I,

a U.S. permanent establishment areline 11. For any item reported on Part I, On Part II, line 4a, column (a),
reported as a positive number in Part II.line 11 that is attributable to the foreign $1,900 of interest income is reported

corporation’s U.S. permanent Column (e).  Combine columns (a), for the total interest income of the set(s)
establishment, such amounts may have (b), (c) and (d) and report the income or of books attributable to the U.S.
temporary differences under U.S. tax deduction for each line item that is permanent establishment. In column
principles (e.g., depreciation deductions includible in business profits attributable (c), $100 is reported as a permanent
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difference for the income not included if there is no difference between that of like substantive nature that occurred
on the set(s) of books reported on Form amount and the amount included in during the tax year.
1120-F, Schedule L. In column (e), the taxable income. However, this reporting For example, all expense amounts
total interest of $2,000 is reported as is not required in cases where (a) these that are included in the income
income attributable to the U.S. instructions provide otherwise, or (b) statements or exist in the books and
permanent establishment. the amount is attributable to a records that represent some form of

reportable transaction described in “Bad debt expense” must be reportedOn Part III, line 26a, the U.S.
Regulations section 1.6011-4(b) and is on Part III, line 24, column (a),permanent establishment’s book
therefore reported on Part II, line 12. regardless of whether the amounts areinterest expense of $1,400 is reported

recorded or stated under differentin column (a). The total book amount is For example, with the exception of
nomenclature in the income statementsreversed on line 26a in either column interest income reflected on a Schedule
or the books and records such as:(b) or (c). The $1,400 from column (a) K-1 received by a foreign corporation
“Provision for doubtful accounts,”is reported in columns (b) and/or (c) as as a result of the corporation’s
“Allowance for uncollectible notesa negative number. This includes the investment in a partnership or other
receivable,” or “Impairment of trade$75 portion of the $1,400 that pass-through entity, and interest
accounts receivable.” Likewise, asconstitutes equity capital allocated to equivalents, all interest income included
stated above, all fines and penaltiesthe U.S. permanent establishment. On on Part I, line 11, whether from
must be included on Part III, line 11,Part III, line 26b, column (d), the $1,325 unconsolidated affiliated companies,
column (a), regardless of thetax amount of the interest expense third parties, banks, or other entities,
terminology or nomenclature attached(after the $75 allocation of equity whether from foreign or domestic
to them by the corporation in its bookscapital is taken into account) is sources, whether taxable or exempt
and records or income statements.reported. This $1,325 amount reported from tax, and whether classified as
Similarly, if the fine and penalty, forin column (d) is carried to column (e) some other type of income for U.S.
example, is included in another item,and constitutes the amount from line income tax purposes (such as
the amount of the fine or penalty should26a that is treated as interest expense dividends), must be included on Part II,
be segregated and included on Part III,attributable to the business profits of line 4a, column (a). For the exceptions,
line 11.the U.S. permanent establishment. look for the specific line in Part II.

With limited exceptions, Part IIOn Part III, the $325 of book Similarly, all fines and penalties includes lines for specific items ofexpenses attributable to the U.S. included in Part I, line 11, paid to a income, gain, or loss (“income items”).permanent establishment are recorded government or other authority for the If an income item is described in Part II,in columns (a) and (e) in their violation of any law for which fines or lines 1 through 23, report the amount ofrespective categories. No adjustments penalties are assessed, must be the item on the applicable line,are made in this example in columns included on Part III, line 11, column (a), regardless of whether or not there is(b) for temporary differences or to regardless of the authority that imposed any difference for the item. If there is abusiness profits that are not attributable the fines or penalties, regardless of difference for the income item, or only ato the U.S. permanent establishment in whether the fines or penalties are civil portion of the income item has acolumn (d). No additional expenses are or criminal, regardless of the difference and a portion of the itemattributable to the U.S. permanent classification, nomenclature, or does not have a difference, and theestablishment from the home office, terminology attached to the fines or item is not described in Part II, lines 1which would have been reportable in penalties by the imposing authority in through 23, report and describe thecolumn (d). its actions or documents. entire amount of the item on Part II, line
24.Schedule M-3 Reporting Assume that a foreign corporation

would be required to report in column With limited exceptions, Part IIIRequirements for
(a) of Parts II and III the amount of an includes lines for specific items ofRegulations Section
item specifically listed on Schedule M-3 expense, allocation, or deduction1.6011-4(b) Reportable in accordance with the preceding (“expense items”). If an expense item is

Transactions paragraphs, except for the fact that the described on Part III, lines 1 through
corporation has capitalized the item of 31, report the amount of the item on theIf an amount is attributable to a
income or expense and reports the applicable line, regardless of whether orreportable transaction described in
amount in its income statement balance not there is a difference for the item. IfRegulations section 1.6011-4(b), the
sheet or in asset and liability accounts there is a difference for the expenseamount must be reported in columns
maintained in the corporation’s books item, or only a portion of the expense(a), (b), (c), (d) and (e), as applicable,
and records instead of in its income item has a difference and a portion ofof Part II, line 12 (items relating to
statement. In that case, the foreign the item does not have a difference andreportable transactions), regardless of
corporation must report the proper tax the item is not described in Part III,whether the amount would otherwise be
treatment of the item in columns (b), lines 1 through 31, report and describereported on Part II or Part III of
(c), (d), and (e), as applicable. the entire amount of the item on Part III,Schedule M-3. Thus, if a taxpayer files

line 32.Form 8886, Reportable Transaction Furthermore, in applying the
Disclosure Statement, the amounts If there is no difference between thepreceding paragraphs, a foreign
attributable to that reportable financial accounting amount and thecorporation is required to report in
transaction must be reported on Part II, taxable amount of an entire item ofcolumn (a) of Parts II and III the amount
line 12. income, loss, expense, or deductionof any item specifically listed on

and the item is not described orA corporation is required to report in Schedule M-3 that is included on Part I,
included in Part II, lines 1 through 24,column (a) of Parts II and III the amount line 11, regardless of the nomenclature
or Part III, lines 1 through 32, report theof every item specifically listed on associated with that item in the income
entire amount of the item in columns (a)Schedule M-3 that is in any manner statements or books and records.
and (e) of Part II, line 27.included in the foreign corporation’s Accurate completion of Schedule M-3

current year income statement net requires reporting amounts according to Separately stated and adequately
income (loss) or in an income or the substantive nature of the specific disclosed. Each difference reported in
expense account maintained in the line items included in Schedule M-3 and Parts II and III must be separately
corporation’s books and records, even consistent reporting of all transactions stated and adequately disclosed. In
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general, a difference is adequately in column (b), and U.S. income tax E’s 2008 income statements, but are
disclosed if the difference is labeled in depreciation expense of $100,000 not deductible for U.S. income tax
a manner that clearly identifies the item apportionable between non-ECI and purposes in 2008. However, of the
or transaction from which the difference ECI in column (d) and column (e). $75,000 decrease to the reserve, only
arises. For further guidance about $50,000, which is attributable to assetsExample 13. Bad debt and
adequate disclosure, see Regulations that give rise to effectively connectedwarranty reserves. Foreign
section 1.6662-4(f), Rev. Proc. income, is deductible for U.S. incomeCorporation D was required to file
2004-45, 2004-31 I.R.B. 140, and Rev. tax purposes in 2008.Schedule M-3 for its 2007 tax year and
Proc. 2005-75, 2005-50 I.R.B. 1137. If is required to file Schedule M-3 for its In its income statements, E treatsa specific item of income, gain, loss, 2008 tax year. The income statement the reserve account as giving rise to aexpense, allocation or deduction is year is identical to the tax year. On the temporary difference that will reverse indescribed on Part II, lines 1 through 24, last day of its 2008 tax year, D future tax years. E must report on Partor Part III, lines 1 through 32, and the establishes two reserve accounts in the III, line 24, Bad debt expense, for itsline does not indicate to “attach amount of $100,000 for each account. 2008 tax year income statement badschedule” or “attach details,” and the One reserve account is an allowance debt expense of $350,000 in columnspecific instructions for the line do not for accounts receivable that are (a). The temporary difference ofcall for an attachment of a schedule or estimated to be uncollectible. The ($275,000) is determined under U.S.statement, then the item is considered second reserve is an estimate of future tax principles and reported in columnseparately stated and adequately warranty expenses. Both reserves are (b) without regard to its effectively ordisclosed if the item is reported on the only for assets that give rise to noneffectively connected character.applicable line and the amount(s) of the effectively connected income. In its The amounts allocable to noneffectivelyitem(s) are reported in the applicable income statements, D treats the two connected income are then determinedcolumns of the applicable line. reserve accounts as giving rise to and reported in column (d). FC must

temporary differences that will reverse report the $(25,000) allocable toNote. A schedule or explanation may
in future years. The two reserves are noneffectively connected income inbe attached to any line even if none is
expenses for D’s 2008 income column (d) and U.S. income tax badrequired.
statements but are not deductions for debt expense of $50,000 in column (e).Except as otherwise provided, U.S.income tax purposes in 2008. D

differences for the same item must be must not combine the Schedule M-3 Part II. Reconciliation ofcombined or netted together and differences for the two reserve
reported as one amount on the accounts. D must report the amounts Net Income (Loss) per
applicable line of Schedule M-3. attributable to the allowance for
However, differences for separate items Income Statement ofuncollectible accounts receivable on
must not be combined or netted Part III, line 24, Bad debt expense, and Non-Consolidatedtogether. Each item (and corresponding must separately state and adequately
amount attributable to that item) must disclose the amounts attributable to the Foreign Corporations
be separately stated and adequately other reserve, for warranty costs, on a with Taxable Income perdisclosed on the applicable line of required attached schedule that
Schedule M-3, or any schedule supports the amounts on Part III, line Returnrequired to be attached, even if the 32. Note. Foreign corporations report, onamounts are below a certain dollar

Example 14. Non-ECI and ECI lines 1 through 25 and 27 in column (a),amount.
apportionment of temporary the gross income amounts included in

Example 12. Temporary differences. Corporation E was the financial net income (loss) reported
differences. Foreign corporation FC required to file Schedule M-3 for its on Part I, line 11. See the instructions
has been filing a Form 1120-F from its 2007 tax year and is required to file for Part I, line 11 for reporting
2000 tax year through the present. The Schedule M-3 for its 2008 tax year. The differences between foreign banks and
income statement year is identical to income statement year is identical to foreign corporations other than a bank.
the tax year. FC placed in service ten the tax year. At the beginning of the
depreciable, fixed, U.S. assets during 2008 tax year, E establishes an

Line 1. Gross Receipts or Salesits 2000 tax year. FC was required to allowance for uncollectible accounts
file Schedule M-3 for its 2007 tax year receivable (bad debt reserve) of Enter total gross receipts or sales net of
and is required to file Schedule M-3 for $100,000, all of which is related to returns and allowances. In column (e),
its 2008 tax year. FC’s total assets that give rise to effectively enter the amount from Form 1120-F,
depreciation expense for its 2008 tax connected income. During 2008, E Section II, line 1c. Do not report gross
year for five of the assets is $50,000 for increased the reserve by $250,000 for receipts resulting from reportable
income statement purposes and additional accounts receivable that may transactions (line 12), sale of securities
$70,000 for U.S. income tax purposes. become uncollectible, of which that are marked to market (line 14),
FC’s total annual depreciation expense $150,000 is related to assets that give currency gains and losses from other
for its 2008 tax year for the other five rise to effectively connected income. section 988 transactions (line 15), or
assets is $40,000 for income statement Additionally, during 2008, E decreases receipts or sales of securities from
purposes and $30,000 for U.S. income the reserve by $75,000 for accounts global securities dealings (line 16).
tax purposes. In its income statements, receivable that were discharged in

Line 2. Cost of Goods SoldFC treats the differences between bankruptcy during 2008, of which
income statement and U.S. income tax $50,000 is related to assets that give Report on line 2 any amounts deducted
depreciation expense as giving rise to rise to effectively connected income. as part of cost of goods sold during the
temporary differences that will reverse The balance in the reserve account on tax year, regardless of whether the
in future years. FC must combine all of the last day of the 2008 tax year, is amounts would otherwise be reported
its depreciation adjustments. $275,000, of which $200,000 relates to elsewhere in Part II or Part III.
Accordingly, for its 2008 tax year, FC assets that give rise to effectively However, do not report the items
must report on Part III, line 23 connected income. The $100,000 mentioned in the next paragraph on this
depreciation expense as shown on its amount to establish the reserve line 2. Examples of amounts that must
income statement of $90,000 in column account and the $250,000 to increase be included on line 2 are amounts
(a), a temporary difference of $10,000 the reserve account are expenses on attributable to inventory valuation, such
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as amounts attributable to cost-flow Foreign banks must also report in The substitute payments are not
assumptions, additional costs required reportable on Part I, line 11, or Part II,column (c) all U.S. source substitute
to be capitalized (including line 3c, column (a). FC must reportdividend payments received as
depreciation) such as section 263A $200 of dividends on line 3c, column (c)beneficial owner to the extent they are
costs, inventory shrinkage accruals, as a positive number. On line 3d,not already included in Part I, line 11.
inventory obsolescence reserves, and column (d), the $200 is reported as aThe U.S. source substitute payments
lower of cost or market (LCM) negative number. FC enters zero inare reportable on line 3c whether or not
write-downs. Attach a schedule column (e). On Form 1120-F, Section I,such payments received are effectively
separately stating each item included FC must report the substitute dividendsconnected income. For example,
on this line and the amount for each received that are not reported by thesubstitute dividends received by a
column. withholding agent on Form 1042-S.foreign bank that are all recorded on

set(s) of books that are not reported onDo not report the following on this Line 4a. Interest IncomeForm 1120-F, Schedule L, must reportline 2: Excluding Interest Equivalentsthese U.S. source payments received• Amounts reportable on Part II, line
as a positive number in column (c) and Report on Part II, line 4a, column (a),12;
reverse the non-ECI portion of the total the total amount of interest income• Any gain or loss from inventory

included in Part I, line 11, and report onin column (c) as a negative number inhedging transactions reportable on Part
Part II, line 4a, column (e), the totalcolumn (d). Reporting in column (c) andII, line 13;
amount of interest income included on(d) for substitute dividends is required• Mark-to-market income or (loss)
Form 1120-F, Section II, line 5, that iseven if no amount would be reported inunder section 475 reportable on Part II,
not required to be reported elsewherecolumns (a) and (e). Any U.S. sourceline 14;
in Part II. In columns (b) or (c), assubstitute dividends that are effectively• Global dealing income reportable on
applicable, adjust for amounts treatedconnected with the foreign corporation’sPart II, line 16;
for U.S. income tax purposes astrade or business within the United• Section 481(a) adjustments related to
interest income that are treated asStates are reportable in column (e),cost of goods sold or inventory
some other character of income in thehowever. Do not report on any linevaluation reportable on Part II, line 18;
income statements, or vice versa. Allsubstitute dividend payments received• Original issue discount, imputed
interbranch interest income included onin custody for another owner of theinterest, and phantom income
Part I, line 11, that is excluded fromsubstitute payment.reportable on Part II, line 20;
taxable income is reported as a• Fines and penalties reportable on Note. U.S. source substitute dividend permanent difference in column (c). ForPart III, line 11; payments are characterized as foreign corporations other than banks,• Judgments, damages, awards and dividends only to the extent they are see the instructions for Part I, line 8,similar costs, reportable on Part III, line not effectively connected with the regarding eliminations of interbranch12; foreign corporation’s trade or business transactions.• Amounts reported on Part II, line 17, within the United States. U.S. source

Sales versus lease; and Do not report on this line 4a, in anyeffectively connected substitute• Amounts reported on Part III, line 25, column, amounts reported individends are characterized as “other
Purchase versus lease. accordance with instructions for Part II,income.” See Rev. Rul. 60-177, 1960-1

lines 4b, 4c, 9, 10, 11, 12, 13, 16a, 20CB 9. U.S. source substitute dividendsLine 3a through 3b. Dividends and 23.received by the foreign corporation may
Report on the lines 3a through 3b, also be reportable on Form 1120-F, Example 16. FC is a foreign bankcolumn (a), the amount of dividends Section I. that is required to file Form 1120-F andincluded in Part I, line 11 from foreign

Schedule M-3. FC included on Part I,and U.S. entities. Report on lines 3a Example 15. FC, a foreign bank line 11, the following interest incomethrough 3b, column (e), the amount of resident in Country X, is engaged in a items totaling $2,000: $600 ofany dividends included in taxable banking trade or business within the interbranch interest income; $100 ofincome on Form 1120-F, Section II, line United States through a U.S. tax-exempt interest, $60 of which is4. Do not include on lines 3a through permanent establishment. FC has an effectively connected; $300 of interest3b dividends from global securities income tax treaty with the United States income with respect to securitiesdealing which are reportable on Part II, that imposes a 15% tax on gross described in Regulations sectionline 16c, or dividends reported portfolio dividends received by the 1.864-4(c)(5)(ii)(b)(3) (“10% ruleelsewhere (e.g., line 12 for reportable corporation that are not attributable to a securities”), $150 of which is allocabletransactions). Any effectively connected U.S. permanent establishment. FC to noneffectively connected incomedividends from corporations reported by records securities lending transactions under the rule of that paragraph; andthe foreign corporation under the equity with respect to U.S. and foreign stocks $1,000 of other effectively connectedmethod are reported in columns (c) and on its home office set(s) of books. interest income.(e) of this line, as described in the These set(s) of books do not give rise
instructions for Part II, line 8. to U.S. booked liabilities under FC reports on Part II, line 4a, column

Regulations section 1.882-5(d)(2)(iii) (a) all $2,000 of this interest income.Line 3c. Substitute Dividend and are not reportable on Form 1120-F, FC reports ($700) as a permanent
Payments Received Schedule L. FC receives $200 of difference on line 4a, column (c), to

substitute dividends from transactionsReport on line 3c, the gross substitute eliminate all $100 of the tax-exempt
described in section 1058, all of whichdividend payments received with interest income (including the
are not effectively connected with FC’srespect to securities loans under noneffectively connected portion) and
trade or business within the Unitedsection 1058 or substantially similar all $600 of the interbranch interest
States and are not attributable to FC’stransactions, or from sale repurchase income. FC must also report ($150) of
U.S. permanent establishment. Undertransactions, as described in noneffectively connected interest
Regulations sections 1.861-3(a)(6) andRegulations sections 1.861-3(a)(6), income from its “10% rule securities” in
1.881-2(b)(2), the substitute dividends1.864-5(b)(2)(ii), and 1.881-2(b)(2). Do column (d) as a negative amount. FC
are sourced and characterized as U.S.not net substitute dividend payments combines columns (a), (b), (c) and (d)
source dividends. Under FC’s treatyreceived against any substitute and reports $1,150 of effectively
with the United States, the dividendsdividend payments made by the foreign connected interest income in column
are subject to a 15% gross basis tax.corporation to another securities lender. (e).
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securities loans is not characterized as on Part II, line 3, columns (c) and (e),Line 4b. Substitute Interest
tax-exempt municipal bond interest, but dividends received from anyPayments Received
is U.S. source “other income” corporation accounted for on the equityReport on line 4b, the gross substitute consistent with the characterization method to the extent the dividendsinterest payments received with respect provisions applicable only to substitute constitute effectively connected income.to securities loans under section 1058, interest payments described insale repurchase transactions, or similar Lines 9 and 10. Income (Loss)Regulations section 1.881-2(a)(2).transactions, as described in from PartnershipsAccordingly, no amount of the paymentRegulations sections 1.861-2(a)(7), Note. The income (loss) reported inis reportable in column (c) as a1.864-5(b)(2)(ii) and 1.881-2(a)(2). Do column (e) must reconcile with thepermanent difference.not net substitute interest payments effectively connected taxable incomereceived against substitute interest Line 4c. Interest Equivalents reportable to the foreign corporation onpayments made by the foreign Other Than Substitute Interest Schedule K-1 and by the foreigncorporation with respect to any section Reported on Line 4b corporation on Schedule P (Form1058 sale repurchase transactions, 1120-F).Report on line 4c, interest incomeincluding payments made with respect
equivalents other than substitute Except as provided below for certainto “matched book” transactions, or any
interest reportable on line 4b or other foreign partnership interests ofsimilar transaction.
interest equivalents reportable on other corporations other than a bank, reportForeign banks must report all U.S. lines in Part II. Interest equivalents amounts on Part II, line 9 or 10, assource substitute interest payments reportable on line 4c generally consist described below:received as beneficial owner, whether of fees and commission income with 1. Report in column (a), the sum ofor not such payments are included in respect to certain financial transactions the corporation’s distributive shares ofPart I, line 11, and whether or not such that do not give rise to interest under all items of income, gain, deduction andpayments are effectively connected section 163 (e.g., financial guarantee loss from a U.S. or foreign partnershipincome. All U.S. sourced substitute fees, and acceptance confirmation and that are included in Part I, line 11;interest received by a foreign bank that standby letter of credit fees). Do not 2. Report in column (b) or (c), asis recorded on set(s) of books that are report periodic income with respect to applicable, except for amountsnot reported on Form 1120-F, Schedule notional principal contracts on Part II, described for column (e) below, theL, are reportable in column (c) and the line 4c. Such amounts are generally sum of all differences, if any,non-ECI portion is reversed as a reportable on other lines, such as that attributable to the corporation’snegative amount in column (d). Both for hedging transactions (line 13), distributive share of income or loss fromU.S. and foreign source substitute global dealing (line 16c) or if the a U.S. or foreign partnership. In columninterest that is effectively connected corporation is a mere investor in (c), the corporation’s distributive sharewith the foreign corporation’s trade or notional principal contracts, on line 24 of interest expense from all of itsbusiness within the United States is (other income (loss) items with partnership interests reported in columnreportable in line 4b, column (e). differences). (a) must be reversed as a permanent

Do not report on line 4b substitute Do not report on this line 4c, difference. Enter the amount of all such
interest payments received in custody amounts reported in accordance with interest expense as a negative number
for another owner of the substitute instructions for Part II, lines 4a, 4b, 9, in column (c). The amount of
payment. 10, 11, 12, 13, 16a, 20 and 23. partnership interest expense allowed as

Report all substitute interest a deduction against effectivelyLine 5. Gross Rental Incomepayments received on line 4b whether connected income is reported in Part
Report on line 5, gross rental incomeor not such amounts are characterized III, lines 26b and 26c from Schedule I
that is treated as rental income for bothas interest or other income under the (Form 1120-F), lines 23 and 24. Note:
the taxpayer’s financial reportingCode. The amount of partnership interest
purposes and for U.S. income tax expense reported as a permanentNote. U.S. source substitute interest
purposes. Gross rents that are difference in column (c) on lines 8 andpayments received are characterized
recorded as a sale for financial 9 may not be the same amount of totalas “other income” to the extent such
purposes and as rental income for interest expense reported on Scheduleamounts are effectively connected with
federal tax purposes or vice-versa, are P, line 14a (total column) if the M-3the foreign corporation’s trade or
reportable on Part II, line 17, instead of filing corporation reports its worldwidebusiness within the United States. See
line 5. non-consolidated financial statementRev. Rul. 80-135, 1980-12 C.B. 18.

income in Part I, line 11, and for eachU.S. source substitute interest received Line 7. Fee and Commission line item in Parts II and III;by the foreign corporation may also be Income 3. Report in column (d), the totalreportable on Form 1120-F, Section I.
Report on line 7, column (a), any amount of non-effectively connected

Example 17. FC, a foreign bank, amounts included on Part I, line 11, as income that relates to the distributive
receives $1,000 of gross U.S. source gross fee and commission income. share of income or loss from a U.S. or
substitute interest payments with Such income generally includes income foreign partnership;
respect to sale repurchase agreements. with respect to services performed 4. Report in column (e), except for
FC also has $200 of gross U.S. source (e.g., fees for brokerage service amounts described below, the sum of
substitute interest with respect to transactions and negotiation letters of all amounts attributable to the
securities loans of municipal bonds in credit). Do not include amounts corporation’s distributive shares of
transactions described in section 1058. reportable on Part II, line 4c. income or loss from a U.S. or foreign
All of the substitute interest received partnership (i.e., the sum of all amountsLine 8. Income (Loss) Fromwas included on FC’s set(s) of books reportable on the corporation’s
reported on Form 1120-F, Schedule L Equity Method Corporations Schedule(s) K-1 received from the
and is reportable on Part I, line 11. Report on line 8, column (a), the partnership (if applicable)) that is

FC must report all $1,200 of the income statement income (loss) included in taxable income.
substitute interest in column (e) as included in Part I, line 11, for any
effectively connected income. The $200 corporation accounted for on the equity Do not report on Part II, line 9 or 10,
of U.S. source ECI substitute interest method. Remove such amount in as applicable, any portion of a
received from the municipal bond column (b) or (c), as applicable. Include corporation’s deduction under section
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199 (income attributable to domestic column (e). The ($2,000) permanent Do not report on Part II, line 11, any
production activities) attributable to a portion of a corporation’s deductiondifference reported in column (c) is
partnership interest of the corporation. under section 199 (income attributabledetermined as the aggregate difference
A corporation must report this to domestic production activities) evenbetween column (a) and column (e)
deduction only on Part III, line 17. if some or all of the corporation’safter temporary differences in column

deduction under section 199 is(b).Exclusion of certain foreign
attributable to an interest in apartnership interests from line 10. Example 19. Same facts as pass-through entity held by theForeign corporations other than banks

Example 18 except that FC’s charitable corporation. A corporation must reportthat have foreign partnership interests
contribution deduction is wholly its deduction under section 199 only onwith no effectively connected income
attributable to its partnership interest in Part III, line 19.for the year need not separately report
FP and is limited to $90 pursuant tothose interests on this line. If, however, Foreign corporations other than
section 170(b)(2) due to otherthe foreign corporation reports a banks that have interests in foreign
investment losses incurred by FC. In itspartnership interest on the equity pass-through entities with no effectively
income statements, FC treated thismethod in the income statement used connected income for the year need not
limitation as a temporary difference. FCfor Part I, line 4, it may report such separately report those interests on this
must not report the charitableamounts in column (a) of this line. The line. If, however, the foreign corporation
contribution limitation of $3,910 ($4,000corporation should report effectively reports a pass-through interest on the
-$90) on Part II, line 9. FC must reportconnected amounts in column (e) equity method in the income statement
the limitation on Part III, line 16, andconsistent with the reporting equity used for Part I, line 4, it may report
report the disallowed charitablemethod amounts in column (a). For such amounts in column (a) of this line.
contributions of ($3,910) in columns (b)example, if the foreign corporation does The corporation should report
and (e).not report the partnership interest on effectively connected amounts in

Part II, line 10, column (a), it should not column (e) consistent with the reporting
Line 11. Income (Loss) fromreport any amounts in column (e) for equity method amounts in column (a).
Other Pass-Through Entitiesthe partnership interest. It would For example, if the foreign corporation

instead report the income and other does not report the pass-throughFor any interest in a pass-through entity
items from the partnership interest for interest on Part II, line 1a, column (a), it(other than an interest in a partnership
column (e) purposes based on the should not report any amounts inreportable on Part II, line 9 or 10, as
reporting for each line included in the column (e) for the pass-throughapplicable) owned by the corporation,
income statement. However, if a foreign interest. It would instead report thereport the following on line 11:
corporation allocates interest expense income and other items from the1. Report in column (a), the sum ofunder the separate currency pools pass-through interest for column (e)the corporation’s distributive share ofmethod in Regulations section purposes based on the reporting forincome or loss from the pass-through1.882-5(e) or allocates excess interest each line included in the incomeentity that is included in Part I, line 11;expense under Regulations section statement. However, if a foreign

2. Report in column (b) or (c), as1.882-5(d)(5), and interest expense corporation allocates interest expense
applicable, the sum of all differences, ifincluded in the foreign corporation’s under the separate currency pools
any, attributable to the pass-throughdistributive share of a foreign method in Regulations section
entity. In column (c), the corporation’spartnership is included in such 1.882-5(e) or allocates excess interest
distributive share of interest expenseallocation, see the instructions for Part expense under Regulations section
from all of its partnership interestsIII, line 26a, for the required reporting. 1.882-5(d)(5), and interest expense
reported in column (a), must be included in the foreign corporation’sExample 18. FC is a calendar year reversed as a permanent difference. pass-through amount is included intaxpayer that was required to file Enter the amount of all such interest such allocation, see the instructions forSchedule M-3 for its 2007 tax year and expense as a negative number in Part III, line 26a, for the requiredis required to file Schedule M-3 for its column (c). The amount of partnership reporting.2008 tax year. FC, which is not a interest expense allowed as aforeign bank, is a partner in foreign For each pass-through entitydeduction against effectively connectedpartnership FP. FC prepares income reported on line 11, attach a supportingincome is reported on Part III, lines 26bstatements in accordance with home schedule that provides that entity’sand 26c, from Schedule I (Formcountry GAAP. In its income name, EIN (if applicable), the1120-F), lines 23 and 24. Note: Thestatements, FC treats the difference corporation’s end of year profit-sharingamount of partnership interest expensebetween income statement net income percentage (if applicable), thereported as a permanent difference inand taxable income from its investment corporation’s end of year loss-sharing
column (c) on lines 8 and 9 may not bein FP as a permanent difference. For its percentage (if applicable), and the
the same amount of total interest2008 tax year, FC’s income statement amounts reported by the corporation in
expense reported on Schedule P, lineincludes $10,000 of income attributable column (a), (b), (c), (d), or (e) of line 11,
14a (total column) if the M-3 filingto its share of FP’s net income. FC’s as applicable.
corporation reports its worldwideSchedule K-1 from FP reports $5,000 Line 12. Items Relating tonon-consolidated financial statementof ordinary income, $7,000 of long-term
income in Part I, line 11, and for each Reportable Transactionscapital gains, $4,000 of charitable
line item in Parts II and III;contributions, and $200 of section 179 Any amounts attributable to any

3. Report in column (d), the totalexpense. It has been determined that reportable transactions (as described in
amount of noneffectively connectedall of these amounts are effectively Regulations section 1.6011-4) must be
income related to the distributive shareconnected to FC’s trade or business included on Part II, line 12, regardless
of income or loss from the pass-throughwithin the United States. Consequently, of whether the difference, or
entity;FC must enter the following amounts on differences, would otherwise be

4. Report in column (e), the sum ofPart II, line 9: $10,000 in column (a), a reported elsewhere in Part II or Part III.
all taxable amounts of income, gain,($200) temporary difference in column Thus, if a taxpayer files Form 8886 for
loss, or deduction reportable on the(b) for the section 179 deduction that is any reportable transaction described in
corporation’s Schedules K-1 receivedeffectively connected with FC’s trade or Regulations section 1.6011-4, the
from the pass-through entity (ifbusiness, a permanent difference of amounts attributable to that reportable
applicable).($2,000) in column (c), and $7,800 in transaction must be reported on Part II,
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line 12. In addition, all income and million losses on separate Forms 8886 • Hedging transactions entered into by
expense amounts attributable to a and sequentially numbers them X1 and a global dealing operation (see line 16
reportable transaction must be reported X2, respectively. J must separately instructions);
on Part II, line 12, columns (a) and (e) state and adequately disclose the $12 • Qualified integrated foreign currency
even if there is no difference between million and $5 million losses on Part II, hedging transactions under Regulations
the financial amounts and the taxable line 12. The $12 million loss and the $5 section 1.988-5 (report these
amounts. million loss will be adequately disclosed transactions on either Part II, line 4, or

if J attaches a supporting schedule for in Part III, line 26(a), column (a) asEach difference attributable to a line 12 that lists each of the applicable);reportable transaction must be sequentially numbered forms, Form • Hedging transactions of securitiesseparately stated and adequately 8886-X1 and Form 8886-X2, and with dealer property (other than a globaldisclosed. A corporation will be respect to each reportable transaction dealing operation) that isconsidered to have separately stated reports the appropriate amounts marked-to-market under section 475(a)and adequately disclosed a reportable required for Part II, line 12, columns (a) (see instructions for line 14a);transaction on line 12 if the corporation through (e). Alternatively, J’s • Hedging transactions entered into bysequentially numbers each Form 8886 disclosures will be adequate if the a commodities dealer that makes aand lists by identifying number on the description provided for each loss on mark-to-market election under sectionsupporting schedule for Part II, line 12, the supporting schedule includes the 475(e) (see instructions for line 14b);each sequentially numbered reportable names and tax shelter registration andtransaction and the amounts required numbers, if any, disclosed on the • Hedging transactions entered into byfor Part II, line 12, columns (a) through applicable Form 8886, identifies the a securities or commodities trader that(e). type of reportable transaction for the makes a mark-to-market election under
In lieu of the requirements of the loss, and reports the appropriate section 475(f) (see instructions for line

preceding paragraph, a corporation will amounts required for Part II, line 12, 14c).
be considered to have separately columns (a) through (e). J must report

Do not report the income from thestated and adequately disclosed a the losses attributable to the other five
hedged item(s) on line 13. For hedgingreportable transaction if the corporation abandonment losses on Part II, line
transactions reportable on line 13,attaches a supporting schedule that 21e, regardless of whether a difference
report in column (e) the amount ofprovides the following for each exists for any or all of those
taxable income from hedgingreportable transaction: abandonment losses.
transactions as defined in section1. A description of the reportable  Example 21. Corporation K is a 1221(b)(2). Use columns (b) and (c) totransaction disclosed on Form 8886 for calendar year taxpayer that was report all differences caused by treatingwhich amounts are reported on Part II, required to file Schedule M-3 for its hedging transactions differently forline 12; 2007 tax year and is required to file financial accounting purposes and for2. The name and tax shelter Schedule M-3 for its 2008 tax year. K U.S. income tax purposes. Forregistration number, if applicable, as enters into a transaction with example, if a portion of a hedge isreported on lines 1a and 1b, contractual protection that is a considered ineffective under GAAP butrespectively, of Form 8886; and reportable transaction described in still is a valid hedge under section3. The type of reportable transaction Regulations section 1.6011-4(b)(4). 1221(b)(2), the difference must be(i.e., listed transaction, confidential This reportable transaction is the only reported on line 13. The hedge of atransaction, transaction with contractual reportable transaction for K’s 2008 tax capital asset, which is not a valid hedgeprotection, etc.) as reported on line 2 of year and results in a $7 million capital for U.S. income tax purposes, mustForm 8886. loss for both financial statement also be reported here if it is considered

purposes and U.S. income tax a hedge under the corporation’sIf a transaction is a listed transaction purposes. It was determined that the method of accounting. For instance,described in Regulations section entire amount is attributable to transactions that would constitute a1.6011-4(b)(2), the supporting schedule effectively connected income. Although valid hedge for U.S. income taxalso must include the information the transaction does not result in a purposes but constitute hedges ofrequested on line 3 of Form 8886. In difference, K is required to report on capital assets solely because the assetaddition, if the reportable transaction Part II, line 12, the following amounts: gives rise to noneffectively connectedinvolves an investment in the ($7 million) in column (a), zero in income and is not eligible for ordinarytransaction through another entity such columns (b) and (c), and ($7 million) in treatment under section 582(c), areas a partnership, the supporting column (e). The transaction will be also reported on line 13.schedule must include the name and adequately disclosed if K attaches a
EIN (if applicable) of that entity as supporting schedule for line 12 that (a) Report on Part II, line 16c, hedging
reported on line 5 of Form 8886. sequentially numbers the Form 8886 transactions entered into by a global

and refers to the sequentially-numberedExample 20. Corporation J is a dealing operation including those that
Form 8886-X1 and (b) reports thecalendar year taxpayer that was are “risk transfer agreements” defined
applicable amounts required for line 12,required to file Schedule M-3 for its in Proposed Regulations section
columns (a) through (e). Alternatively,2007 tax year and is required to file 1.475(g)-2. However, income with
the transaction will be adequatelySchedule M-3 for its 2008 tax year. J respect to a risk transfer agreement
disclosed if the supporting statement forincurred seven different abandonment that is held by the foreign corporation’s
line 12 includes a description of thelosses during its 2008 tax year. One non-global dealing operations is
transaction, the name and tax shelterloss of $12 million results from a reported on this line 13 unless the
registration number, if any, and the typereportable transaction described in foreign corporation is a foreign bank
of reportable transaction disclosed onRegulations section 1.6011-4(b)(5), and its non-global dealing operations is
Form 8886.another loss of $5 million results from a not reported on Part I, line 11. If a

reportable transaction described in foreign bank does not report a
Line 13. Hedging TransactionsRegulations section 1.6011-4(b)(4), and risk-transfer agreement held by a

the remaining five abandonment losses Report on line 13, column (a), the net non-global dealing operation on line 13
are not reportable transactions. J gain or loss from hedging transactions column (a), any ECI treatment of such
discloses the reportable transactions included in net income per the income risk-transfer agreement must be
giving rise to the $12 million and $5 statement other than: reported on line 23, column (d).
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Report on this line 13, hedging gains capacity or trader capacity not subject investment or otherwise not held by a
and losses with respect to non-dealer to a securities or commodities trading global securities dealer. Foreign
transactions that are determined under election, but which is determined under currency transactions entered into by a
the mark-to-market method of the mark-to-market method of global securities dealing operation are
accounting on the income statement accounting, on Part II, line 13 (hedging reportable exclusively on line 16c. Do
(other than those that are subject to transactions), and not on line 14. not report on line 15 qualified integrated
mark-to-market treatment under a valid foreign currency transactions as Example 23. Foreign corporation
election under sections 475(e) or (f)). defined in Regulations section 1.988-5.FC, a broker-dealer that is not a foreign

Report any gain or loss from bank, is a dealer in securities under Example 24. FC is a foreign
inventory hedging transactions on line section 475(a) and conducts its entire corporation that is not a dealer or trader
13 and not on Part II, line 2. securities dealing operation within the in securities or commodities. FC

United States. All of the income is acquires foreign interest bearing bondsExample 22. FC is a foreign bank
recorded on set(s) of books reported on issued by a corporation resident inthat enters into a U.S. dollar interest
Form 1120-F, Schedule L; is effectively Country X. The bonds are denominatedrate notional principal contract to hedge
connected with FC’s trade or business in a functional currency other than FC’sa portfolio of securities held for
within the United States; and currency and other than the U.S. dollar.investment on its U.S. set(s) of books
constitutes income of a securities FC holds the bonds in connection withthat are reportable on Form 1120-F,
dealer as defined in section its trade or business within the UnitedSchedule L. The hedged portfolio
1.864-2(c)(2)(iv) only, and not of a States and the bonds give rise toconsists of four securities of equal
global dealing operation. The income of effectively connected income, gain oramounts, only two of which give rise to
this securities dealing operation is (loss). FC accrues interest income oneffectively connected income. For
reportable on Part II, line 14. If FC its set(s) of books in U.S. dollars andfinancial statement purposes, the
engaged in a global securities dealing accounts for currency gains (losses)notional principal contract is treated as
operation, however, the income with respect to each accrual period.a hedging transaction. For U.S. tax
generated from that activity would be When FC receives coupon interestpurposes, the two securities that give
reportable on line 16, columns (d) and payments, it records section 988rise to noneffectively connected income
(e) as sourced and allocated under transaction foreign currency gainsare capital assets that are not eligible
Proposed Regulations section (losses). These gains (losses) arefor ordinary treatment on disposition
1.863-3(h) between non-ECI and ECI. If reportable on line 15.under section 582(c). Consequently the
the global dealing operation is of anotional principal contract does not If FC is a foreign bank and subject toforeign bank and is not includible inconstitute a hedging transaction under section 475, generally, these gainscolumn (a), the apportionment of thesection 1221(b). Regardless, the (losses) are still reportable on line 15global dealing operation’s results wouldincome gain or loss with respect to the and not on line 14 if the bank acquiresbe reportable in column (d) for thenotional principal contract (including and properly identifies the securities asamount of income or loss that isany mark-to-market income from the held for investment or if the securitiesallocable to ECI. Income would behedge) is reportable as a hedging are held for proprietary trading that isreportable as a positive number andtransaction on line 13 and is not not subject to a section 475 traderlosses would be reportable as areported on line 4b or 14b. election under section 475(f).negative number. If the global dealingLines 14a through 14c. set(s) of books are reportable in column Lines 16a and 16b. InterestMark-to-Market Income (Loss) (a), either because like FC it is a broker Income and Dividends from

Except as provided for global dealing dealer and not a foreign bank, or it is a Global Securities Dealingoperations reportable on line 16 and for foreign bank whose global dealing
Report on lines 16a and 16b, interestcertain hedging transactions reported operation is reportable on Form 1120-F,
and dividends (including substituteon line 13, report on lines 14a through Schedule L, the appportionment of the
interest defined in Regulations section14d, column (a) any amount that is global dealing operation’s results would
1.861-2(a)(7) and substitute dividendssubject to mark-to-market treatment be reportable in column (d) for the
defined in Regulations sectionunder section 475. Report on line 14a, portion that needs to be allocated to
1.861-3(a)(6)) earned with respect toincome or (loss) for securities held by a noneffectively connected income. In
transactions entered into in a globaldealer in securities, in its capacity as a such instance, the amount of income
securities dealing operation as defineddealer under section 475(a). On line allocable to non-ECI would be
in Proposed Regulations section14b, report the mark-to-market reportable as a negative amount and
1.482-8.treatment of securities held by a dealer the amount of loss would be reportable

other than in its capacity as a dealer as a positive number in column (d). For Line 16c. Gains (Losses) andthat is subject to the characterization all filers, columns (a), (b), (c) and (d) Other Fixed and Determinable,provisions of section 475(d)(3)(B). are combined to determine the ECI
Annual or Other PeriodicReport on line 14c, the mark-to-market amount reportable in column (e).
Income from Global Securitiesincome of a dealer in commodities

Line 15. Gains (Losses) fromhaving made a valid election under Dealing
Certain Section 988section 475(e), and on line 14d, report Report on line 16c gains and losses

the mark-to-market income of a trader Transactions and other fixed and determinable,
in securities or commodities having Report on line 15 gains or (losses) from annual or other periodic income or
made a valid election under section certain section 988 transactions. These expense (FDAP) with respect to
475(f). “Securities” for these purposes are only those section 988 transactions notional principal contracts from global
are securities described in section that are not reportable with respect to securities dealing operations (as
475(c)(2) and section 475(e)(2). hedging transactions, mark-to-market defined in Proposed Regulations
“Securities” do not include any items gains (losses) or global securities section 1.482-8) that are subject to
specifically excluded from sections dealing operations on Part II, lines 13, source and allocation under Proposed
475(c)(2) and 475(e)(2), such as certain 14 and 16. Section 988 gains (losses) Regulations section 1.863-3(h). Foreign
contracts to which section 1256(a) reportable on line 15 will generally be currency gains and losses with respect
applies. those recognized with respect to foreign to securities transactions entered into

Report hedging gains and losses currency denominated instruments that by a global dealing operation are also
from transactions held in investment are acquired and normally held for included in global dealing gains and
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(losses) on line 16c. The foreign (losses) with respect to FC’s notional given the opposite characterization for
corporation may be a global securities principal contracts that allocate in part tax purposes. On Part II, line 17,
dealer with respect to some but not all to effectively connected income are column (e), report the gross profit or
of its securities dealing activities. Gains reportable on line 16c. The periodic gross rental income for federal income
and losses from securities dealing income with respect to the notional tax purposes. Interest income amounts
activities that are not subject to source principal contracts is also reportable on for such transactions must be reported
and allocation under Proposed line 16c. The foreign currency option on Part II, line 4a (interest income
Regulations section 1.863-3(h) are contracts in foreign currency X are excluding interest equivalents), in
reportable as mark-to-market income reportable on line 14a, column (a), as column (a) or (e), as applicable.
on line 14, and the interest, dividend mark-to-market gains (losses) of a Depreciation expense for such
and other FDAP income earned in such securities dealer and not on line 16. transactions must be reported on Part
non-global dealer activities is reportable The amount reported on line 14a, III, line 23 (depreciation), in column (a)
on Part II, lines 3 and 4. Reporting on column (a), is reversed on line 14a, or (e), as applicable. Use columns (b),
line 16 is determined by whether the column (d) as an apportionment (c), and (d) of Part II, lines 4a and 17,
income, gains and losses are subject to allocable to noneffectively connected and Part III, line 23, as applicable to
allocation under Proposed Regulations income. report the differences between column
section 1.863-3(h) and not by whether (a) and (e).Example 26. The facts are the
all or none of the amount is allocable to same as in example 25 except that FC  Example 27. Corporation M sellsECI. If income of a global dealing is a foreign bank. Because the and leases property to customers. M isoperation is entirely allocable to ECI or securities options denominated in a calendar year taxpayer that wasnon-ECI under Proposed Regulations foreign currency X is not included in a required to file Schedule M-3 for itssection 1.863-3(h), the amount is set(s) of books reported on Form 2007 tax year and is required to filereportable on line 16 and not on line 14. 1120-F, Schedule L, the amounts are Schedule M-3 for its 2008 tax year. For

not reported on Part I, line 11, or Part II, financial accounting purposes, MIf the income or losses from global
line 14a. If the notional principal accounts for each transaction as a sale.dealing operations of foreign banks
contract book was not reportable on a For U.S. income tax purposes, each ofreportable on any of lines 16a through
set of books reportable in column (a), M’s transactions must be treated as a16c are allocable in whole or in part to
such operation would not be included lease. In its income statements, Meffectively connected income but not
on line 16, column (a). As a result, the treats the difference in the financialreportable in column (a), apportion the
amount allocable to effectively accounting and the U.S. income taxECI amounts of the global dealing
connected income from this operation is treatment of these transactions asoperation to ECI in columns (d) and (e).
reported in column (d) and in column temporary. During 2008, M reports onIf the foreign bank does include a
(e). If the set of books reported on its income statements $1,000 of salesglobal dealing operation in column (a),
Form 1120-F, Schedule L had included and $700 of cost of goods sold withthen report the apportionment of such
the notional principal contract respect to 2008 lease transactions. Moperation to non-ECI in column (d) and
operation, FC would have reported receives periodic payments of $500 inthe resulting ECI amount in column (e).
such amount in column (a), and the 2008 with respect to these 2008Attach a schedule providing a brief
apportionment in column (d) would transactions and similar transactionsdescription of each global dealing
have included a negative number for from prior years and treats $400 asoperation (e.g., interest rate notional
the amount of income and gains principal and $100 as interest income.principal contracts, equity notional
allocable to noneffectively connected For financial income purposes, Mprincipal contracts, foreign currency
income. Losses allocable to non-ECI reports gross profit of $300 ($1,000 -options (list each foreign currency
would be reported as a positive $700) and interest income of $100 fromseparately for each foreign currency
number. In column (e), FC combines these transactions. For U.S. income taxthat constitutes a separate global
columns (a), (b), (c) and (d) to report purposes, M reports $500 of grossdealing operation)).
the amount allocable to effectively rental income (the periodic payments)

Do not report on this line 16c, connected income. and (based on other facts) $200 of
amounts reportable on lines 13, 14, 15, depreciation deduction on the property.Line 17. Sale Versus Lease (for16a, and 16b. It was determined that the entireSellers and/or Lessors)

amount of these items is effectivelyExample 25. FC, a securities (Also see the instructions for Part III, connected income/expense. On itsbroker-dealer, is engaged in trade or line 25, for purchasers and/or lessees.) 2008 Schedule M-3, M must report onbusiness within the United States. FC is
Asset transfer transactions with Part II, line 4a (interest income), $100engaged in a global securities dealing

periodic payments characterized for in column (a), ($100) in column (b), andoperation in notional principal contracts
financial accounting purposes as either zero in column (e). In addition, M mustthat allocates a portion of the income,
a sale or a lease may, under some report on Part II, line 17, $300 of grossgains and (losses) to effectively
circumstances, be characterized as the profit in column (a), $200 in column (b),connected income. FC is also engaged
opposite for tax purposes. If the and $500 of gross rental income inin a securities dealing operation that is
transaction is treated as a lease, the column (e). Lastly, M must enter $200not a global dealing operation with
seller/lessor reports the periodic in each of columns (b) and (e) on Partrespect to currency option contracts in
payments as gross rental income and III, line 23.foreign currency X, that is recorded on
also reports depreciation expense orset(s) of books in FC’s home office. Line 18. Section 481(a)deduction. If the transaction is treatedThe foreign currency X dealing
as a sale, the seller/lessor reports gross Adjustmentsoperation is entirely allocable to
profit (sale price less cost of goodsnoneffectively connected income and is With the exception of a section 481(a)
sold) from the sale of assets andnot reportable on Form 1120-F, adjustment that is required to be
reports the periodic payments asSchedule L. Because FC is not a reported on Part II, line 12, for
payments of principal and interestforeign bank described in Temporary reportable transactions, any difference
income.Regulations section 1.882-5T(c)(4), between an income or expense item

FC’s income, gains and (losses) with On Part II, line 17, column (a), report attributable to an authorized (or
respect to its securities dealing in the gross profit or gross rental income unauthorized) change in method of
foreign currency X is reportable on Part for financial statement purposes for all accounting made for U.S. income tax
I, line 11. The income, gains and sale or lease transactions that must be purposes that results in a section
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481(a) adjustment must be reported on Any amount allocable to noneffectively residual interest in a REMIC, including
Part II, line 18, regardless of whether a connected income should, to that inducement fees recognized with
separate line for that income or extent, be included in column (d) to respect to such interests.
expense item exists in Part II or Part III. reverse some or all of the amount

 Note. Phantom income is a term usedincluded in column (b).Example 28. Corporation N is a to describe taxable income that may becalendar year taxpayer that was Line 19 must not be used to report derived from the holding of ownershiprequired to file Schedule M-3 for its income recognized from long-term interests in an asset securitization2007 tax year and is required to file contracts. Instead, use line 24 (other vehicle. The income is ‘‘phantom’’Schedule M-3 for its 2008 tax year. N income (loss) items with differences). because it is not economic income (i.e.,was depreciating certain fixed assets there is no cash or other propertyExample 29. FC, a foreignover an erroneous recovery period and, actually received or available forcorporation other than a bank, haseffective for its 2008 tax year, N distribution to the equity holder).prepaid commission income of $1,000receives IRS consent to change its Income with respect to a residualrecognizable for U.S. income taxmethod of accounting for the interest in REMICs is referred to aspurposes in the current tax year that isdepreciable fixed assets and begins excess inclusion income and is subjectrecognized for financial accountingusing the proper recovery period. The to special rules in the Code andpurposes in a different year. FC treatschange in method of accounting results regulations. In a non-REMIC vehicle, itthis difference as a temporaryin a positive section 481(a) adjustment may take the form of OID derived fromdifference on its income statements. Ofof $100,000 that is required to be deep-discount debt held as collateral inthis amount, $600 is allocable tospread over four tax years, beginning the asset securitization entity.effectively connected income. Thewith the 2008 tax year. It has been amount recognized for income Foreign corporations that accruedetermined that the entire amount is statement purposes in 2008 is $250. phantom income with respect toattributable to effectively connected FC reports this amount on Part II, line residual interests in REMICs that areincome. In its income statements, N 19, column (a). In column (b), FC not recognized under the foreigntreats the section 481(a) adjustment as reports $750 as a temporary book tax corporation’s accounting regime musta temporary difference. N must report difference to adjust to the amount show all book-to-tax gross phantomon Part II, line 18, $25,000 in columns recognized by the foreign corporation in income differences as permanent(b) and (e) for its 2008 tax year and 2008 under U.S. tax principles. In differences in column (c), whether oreach of the subsequent three tax years column (d), FC reverses $400 as not it is effectively connected with a(unless N is otherwise required to income allocable to noneffectively trade or business and whether or notrecognize the remainder of the section connected income. Finally, in column the REMIC interests are recorded on481(a) adjustment earlier). N must not (e), FC reports $600, the amount set(s) of books that are reportable onreport the section 481(a) adjustment on includible on FC’s Form 1120-F as Form 1120-F, Schedule L. AmountsPart III, line 23. effectively connected income in 2008. that are not effectively connected with
If the section 481(a) adjustment was the foreign corporation’s trade orIn 2009, assuming no othernot effectively connected to N’s trade or business must be reversed and showncommission income is earned orbusiness within the United States, the as a negative number in column (d).accrued for either financial or U.S. taxamount would be reportable for each purposes, FC would include $750 on Example 30. FC is a foreign bankyear in column (b) as a temporary Part II, line 20, column (a), the amount that acquires and holds noneconomicdifference (for U.S. tax principles) and recognized currently for financial residual interests in a REMIC on set(s)then reversed as an apportionment to purposes. FC would then reverse the of books that are reportable on Formnon-ECI in column (d). If, in addition, N $750 in column (b) as a temporary 1120-F, Schedule L. Under the foreignwas a foreign bank, the amount would difference since this amount was corporation’s accounting system, theonly be reportable in this manner if the previously recognized for U.S. tax amounts are not recognized forsection 481(a) adjustment was with purposes. financial income reporting purposesrespect to transactions recorded on

and are treated as permanentset(s) of books reportable on Form Line 20. Original Issue differences. FC reports no amounts on1120-F, Schedule L. Discount, Imputed Interest, and Part II, line 20, column (a), for each
Phantom IncomeLine 19. Unearned/Deferred year that phantom income/deduction is

Revenue Report on line 20 any amounts of recorded under U.S. tax principles. In
original issue discount (OID), other column (c), FC records phantomReport on line 19, column (a), amounts
imputed interest, and phantom income. income as a permanent differenceof revenues included in Part I, line 11,
The term “original issue discount and because such amounts are notwhich were deferred from a prior
other imputed interest” includes, but is recognizable under the foreignfinancial accounting year. Report on
not limited to: corporation’s accounting regime. Theline 19, column (e), revenues

amounts are effectively connected withrecognizable for federal income tax 1. The difference between the issue
FC’s trade or business and therefore,purposes that are recognized for price and the stated redemption price at
are also reported in column (e).financial accounting purposes in a maturity of a debt instrument, which

different year. Also, report on line 19, may be wholly or partially realized on Example 31. The facts are the
column (e), any amount of revenues the disposition of a debt instrument same as in Example 30, except that the
reported on line 19, column (a), that are under section 1273; phantom income is treated as
recognizable for U.S. income tax 2. Amounts that are imputed noneffectively connected income by FC
purposes in the current tax year. Use interest on a deferred sales contract and subject to tax under section 881(a).
columns (b), (c), and (d) of line 19, as under section 483; FC must report the phantom income as
applicable, to report the differences 3. Amounts treated as interest or a permanent difference on Part II, line
between column (a) and column (e). If OID under the stripped bond rules 20, column (c) and then reverse the
the amounts are not includible on set(s) under section 1286; amount in column (d) as noneffectively
of books reportable on Form 1120-F, 4. Amounts treated as OID under connected income. No amount is
Schedule L, but are reportable in Part I, the below-market interest rate rules reported in column (e). The full amount
line 11, for a foreign corporation other under section 7872; and of phantom income recognized in
than a bank, then report the entire 5. Amounts recognized as phantom column (c) is reportable on Form
difference as temporary in column (b). income with respect to a noneconomic 1120-F, Section I, line 10, as other
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fixed or determinable, annual or other tax year and utilized in the current tax line 22, columns (b) or (c), as
periodic income and subject to tax at year. See the instructions for Part II, applicable, and column (e).
30%. line 22, regarding the reporting

Line 23. Gross Effectivelyrequirements for capital loss carryoversExample 32. The facts are the
utilized in the current tax year. Connected Income of Foreignsame as in Example 30, except FC

Banks from Books That Do Notrecognizes $100 of residual excess Line 21d. Net Gain/Loss
inclusion income on its set(s) of books Give Rise to U.S. BookedReported on Form 4797, Lineand records reportable on Form Liabilities17, Excluding Amounts From1120-F, Schedule L, for cash received, Line 23 applies only to foreign banksPass-Through Entities,and an additional $1,000 of phantom (as described in Regulations sectionAbandonment Losses, andincome not recognized for financial 1.882-5T(c)(4)). Foreign banks report inaccounting purposes. FC treats $100 Worthless Stock Losses columns (d) and (e), the grossas effectively connected income. FC Report on line 21d the net gain or loss effectively connected income (otherreports on Part II, line 20, $100 in reported on line 17 of Form 4797, Sales than income from a global dealingcolumn (a), $1,000 in column (c), of Business Property, excluding operation) that is excluded from the($1,000) in column (d) and $100 in amounts from (a) pass-through entities set(s) of books reportable on Formcolumn (e). The $1,000 reversed in included on lines 9, 10, or 11, as 1120-F, Schedule L, and excluded fromcolumn (d) is reportable on Form applicable; (b) abandonment losses, the net income shown on Part I, line 11.1120-F, Section I, line 10, as in which must be reported on Part II, line Gross effectively connected income ofexample 31. 21e; and (c) worthless stock losses, this type is that which is ordinarily

which must be reported on Part II, line recorded on books of non-U.S.Line 21a. Income Statement
21f. branches or locations that do notGain/Loss on Sale, Exchange,

ordinarily engage in effectivelyAbandonment, Worthlessness, Line 21f. Worthless Stock connected income producing activities,or Other Disposition of Assets Losses such as income from securitiesOther Than Inventory and Report on line 21f any worthless stock recorded in a home office that are
Pass-Through Entities loss, regardless of whether the loss is attributable to a U.S. office under

characterized as an ordinary loss or aReport on line 21a, column (a), all Regulations section 1.864-4(c)(5)(iii).
capital loss. See Regulations sectiongains and losses on the disposition of Gross effectively connected income
1.864-4(c)(2)(iii)(a) for limitations onassets except for (a) gains and losses reportable on line 23 is also income of
effectively connected treatment underon the disposition of inventory, and (b) a type that is recognized under sections
the asset use test and Regulationsgains and losses allocated to the 864(c)(6) and 864(c)(7) with respect to
section 1.864-4(c)(5)(ii)(a) for limitedcorporation from pass-through entities property that ceases to be held in
effectively connected eligibility of stock(e.g., on Schedule K-1) that are connection with a trade or business
to foreign corporations engaged in aincluded on lines 9, 10, or 11. Reverse within the United States (e.g.,
banking, financing or similar business.the amount reported in column (a) in transferred securities of a non-banking,
Attach a schedule that separatelycolumn (b) or (c), as applicable. The financing or similar business or of a
states and adequately discloses eachcorresponding gains and losses for former banking, financing or similar
transaction that gives rise to aU.S. income tax purposes are reported business) or that is recognized under
worthless stock loss that is treated ason Part II, lines 21b through 21g, the Code at a time subsequent to
allocable to effectively connectedcolumns (b), (c) and (e), as applicable. cessation of the trade or business
income and the amount of each loss.Reverse any additional amounts within the United States. Amounts from
Do not include on the schedule anyrecognizable under U.S. tax principles a global dealing operation that are not
worthless stock loss that is whollythat are allocable to noneffectively reported in column (a), and that are
allocable to noneffectively connectedconnected income on Part II, lines 21b apportionable in whole or in part to
income. Do not include worthless stockthrough 21g, column (d). effectively connected income, are
losses that are incurred as part of a reported on line 16 and not on this lineLine 21b. Gross Capital Gains securities dealing or global securities 23.

from Schedule D, Excluding dealing operation. Report these
Example 33. FC, a foreign bank,securities losses as mark-to-marketAmounts from Pass-Through

negotiates and solicits a portfolio ofloss on line 14a, 14c or 16c.Entities
loans and municipal bonds that are

Report on line 21b, gross capital gains Line 21g. Other Gain/Loss on attributable to its U.S. office under
reported on Schedule D, excluding Regulations section 1.864-4(c)(5)(iii).Disposition of Assets Othercapital gains from pass-through entities FC also enters into a number of forwardThan Inventorythat are included on lines 9, 10, or 11, contracts for customers through its U.S.Report on line 21g any gains or lossesas applicable. trade or business. These contracts arefrom the sale or exchange of property not entered into in connection with aLine 21c. Gross Capital Losses other than inventory and that are not global securities dealing operation. Thefrom Schedule D, Excluding reported on lines 21b through 21f. transactions are initially recorded onAmounts from Pass-Through FC’s set(s) of books that are reportedLine 22. Capital Loss LimitationEntities, and Worthless Stock on Form 1120-F, Schedule L. After aand Carryforward UsedLosses period of time, FC transfers several ofReport as a positive amount on line 22, the loans, the forward contracts and theReport on line 21c, gross capital losses columns (b) or (c), as applicable, and municipal bonds to its home office inreported on Schedule D, excluding (e) the excess of the net capital losses Country X to be held other than incapital losses from (a) pass-through over the net capital gains reported on connection with a global securitiesentities that are included on lines 9, 10 Schedule D, Capital Gains and Losses, dealing operation. These assets areor 11, as applicable; (b) abandonment by the corporation. recorded in FC’s home office on set(s)losses, which must be reported on Part

of books that do not give rise to U.S.II, line 21e; and (c) worthless stock If the corporation utilizes a capital
booked liabilities under Regulationslosses, which must be reported on Part loss carryforward on Schedule D in the
section 1.882-5(d)(2)(iii). As a result,II, line 21f. Do not report on line 21c current tax year, report the carryforward
the transferred assets are no longercapital losses carried over from a prior utilized as a negative amount on Part II,
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reportable on Form 1120-F, Schedule income tax expense as current incomeLine 27. Other Items with No
L. tax expense using lines 1 and 3, asDifferences

applicable. U.S. taxes and non-U.S.If there is no difference between theReport on Part II, line 23, column (c), deferred income taxes are notfinancial accounting amount and theas a negative number, the amount of deductible and column (e) istaxable amount of an entire item ofthe effectively connected municipal inapplicable for lines 1, 2, and 4.income, gain, loss, expense, orbond interest. The municipal bond Column (e) of line 3 is used to reportdeduction and the item is not describedinterest is a permanent difference that only foreign income tax the corporationor included in Part II, lines 1 throughmust be reversed in column (d) since it is deducting, other than the withholding24, or Part III, lines 1 through 32, reportis no longer taken into account in taxes reported in line 5 below. If thethe entire amount of the item incolumn (a) on FC’s set(s) of books corporation is crediting foreign incomecolumns (a) and (e) of line 27. If areportable on Schedule L. tax against the U.S. income tax liability,portion of an item of income, loss,
no amount is reported on line 3, columnReport on Part II, line 23, column (d), expense, or deduction has a difference
(e).the gross income, gains and (losses) and a portion of the item does not have

from the transferred loans and a difference, do not report any portion Line 5. Non-U.S. Withholdingmunicipal bond securities and forward of the item on line 27. Instead, report
Taxescontracts that is effectively connected the entire amount of the item (i.e., both
Report on line 5, column (a), thewith the foreign bank’s trade or the portion with a difference and the
amount of non-U.S. (foreign)business within the United States. portion without a difference) on the

applicable line of Part II, lines 1 through withholding taxes included inReport the income and gains as
24, or Part III, lines 1 through 32. See determining adjusted financial netpositive numbers and losses as
Example 12. income on Part I, line 11. If thenegative amounts.

corporation is deducting any foreignLine 28. Reconciliation TotalsReport on Part II, line 23, column (e), withholding tax, use column (b), (c) or
the combined column (b), (c) and (d) If a corporation chooses not to (d), as applicable, to report any
amounts to determine the aggregate complete columns (a) and (e) of Parts II difference between foreign withholding
amount of effectively connected gross and III in the first tax year the tax included in financial accounting net
income, gains (losses) from the corporation is required to file Schedule income and the amount of any foreign
transferred loan securities and forward M-3 (or for any year in which the withholding tax deduction reported in
contracts. The tax-exempt municipal corporation voluntarily files Schedule column (e). If the corporation is
bond interest is netted to zero in M-3), Part II, line 28, is reconciled by crediting foreign withholding taxes

the corporation in the following manner:column (e). against its U.S. income tax liability, no
1. Report the amount from Part I, amount is reported in column (e).Line 24. Other Income (Loss) line 11, on Part II, line 28, column (a);

Items with Differences 2. Leave blank Part II, lines 1 Line 6. Corporate Officer’s
through 27, columns (a) and (e);Report on Part II, line 24, all items of Compensation with Section

3. Leave blank Part III, columns (a)income (loss) with differences that are 162(m) Limitation
and (e);not otherwise listed on Part II, lines 1 Report on line 6, column (a), the total4. Report on Part II, line 28,through 23. Attach a schedule that amount of non-performance-basedcolumns (b) through (d), the total ofitemizes the type of income (loss) and current compensation expensePart II, lines 1 through 27, columns (b)the amount of each item. For example, (“applicable employee remuneration”)through (d) respectively, andincome (loss) with differences from for corporate officers that are “covered5. Report on Part II, line 28, columnlong-term contracts are reportable on employees” under section 162(m)(3).(e), the sum of Part II, line 28, columnsline 24. Report the nondeductible amount of(a), (b), (c) and (d). Note. Part II, line

current compensation in excess of $1 If any “comprehensive income” as 28, column (e), must equal the amount
million in column (c), the noneffectivelydefined by Statement of Financial on Form 1120-F, Section II, line 29.
connected portion of the deductibleAccounting Standards (SFAS) No. 130
compensation in column (d), and theis reported on this line, describe the Part III. Reconciliation of deductible portion of the compensationitem(s) in detail. Foreign corporations
allocable to effectively connectedmay report on line 24 net income (loss) Net Income (Loss) per income in column (e). Do not report thefrom their distributive share of foreign
“applicable employee remuneration” forpartnership interests that do not have Income Statement of
“covered employees” defined underany U.S. source or effectively Non-Consolidated section 162(m) on lines 8, 9 or 15.connected income, that the foreign

corporation does not report on line 10. Foreign Corporations Line 7. Salaries and Other BaseThe aggregate income from such
Compensationpartnerships should be reported on line with Taxable Income per

25, column (d), as a negative number. Report salary and bonus compensationReturn — Expense/ of the type reported on Form 1120-F,
Line 26. Total Expense/ Section II, line 13, other than stockDeduction Items
Deduction Items option expense and other equity-basedFor column (a), report the expenses

compensation reported on lines 8 andReport on Part II, line 26, columns (a) included on the applicable income
9.through (e), as applicable, the inverse statement as adjusted and reported in

of the amounts reported on Part III, line Part I, line 11. Line 8. Stock Options Expense33, columns (a) through (e). For
example, if Part III, line 33, column (a), Report on line 8, column (a), amountsLines 1 Through 4. Income Taxreflects an amount of $1 million, then expensed on Part I, line 11, net income

Expensereport on Part II, line 26, column (a), per the income statement, that are
($1 million). Similarly, if Part III, line 33, attributable to all stock options. ReportIf the corporation does not distinguish
column (b), reflects an amount of on line 9, column (e), deductionbetween current and deferred income
($50,000), then report on Part II, line amounts attributable to all stocktax expense in its applicable financial
26, column (b), $50,000. options.statement described in Part I, report
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in effectively connected taxable income,Line 9. Other Equity-Based Line 15. Deferred
regardless of the financial accountingCompensation Compensation
period in which such amounts were orReport on line 9 any amounts for Report on line 15, column (a), anyare included in financial accounting netequity-based compensation or compensation expense included in theincome. Complete columns (b), (c), andconsideration that are reflected as net income (loss) amount reported in(d), as appropriate.expense in the financial statements Part I, line 11, that is not deductible for

(column (a)) or deducted in the U.S. U.S. income tax purposes in the currentDo not report on this line 11,
income tax return (column (e)) other tax year and that was not reportedamounts required to be reported in
than amounts reportable elsewhere on elsewhere on Schedule M-3, columnaccordance with instructions for Part III,
Schedule M-3, Parts II and III (e.g., on (a). Report on line 15, columns (d) andline 12.
Part III, line 8, for stock options (e), the noneffectively connected and
expense). Examples of amounts effectively connected portions of anyDo not report on this line 11,
reportable on line 9 include payments compensation deductible in the currentamounts recovered from insurers or
attributable to employee stock purchase tax year that was not included in the netany other indemnitors for any fines and
plans (ESPPs), phantom stock options, income (loss) amount reported in Part I,penalties described above.
phantom stock units, stock warrants, line 11, for the current tax year and that
stock appreciation rights, and restricted is not reportable elsewhere onLine 12. Judgments, Damages,
stock, regardless of whether such Schedule M-3. For example, reportAwards, and Similar Costs
payments are made to employees or originations and reversals of deferred

Report on line 12, column (a), thenon-employees, or as payment for compensation subject to section 409A
amount of any estimated or actualproperty or compensation for services. on line 15.
judgments, damages, awards,

Line 16. Charitable Line 10. Meals and settlements, and similar costs, however
named or classified, included in ContributionsEntertainment
financial accounting income, regardless Report on line 16 any charitableReport on line 10, column (a), any
of whether the amount deducted was contribution of tangible or intangibleamounts paid or accrued by the
attributable to an estimate of future property to a U.S. or foreign charity. Forcorporation during the tax year for
anticipated payments or actual example, include contributions of:meals, beverages, and entertainment
payments. Also report on line 12, • Cash;that are accounted for in financial
column (a) the reversal of any • Buildings;accounting income, regardless of the
overaccrual of any amount described in • Intellectual property, patentsclassification, nomenclature, or
this paragraph. (including any amounts of additionalterminology used for such amounts,

contributions allowable by virtue ofand regardless of how or where such Report on line 12, column (e), any income earned by donees subsequentamounts are classified in the such amounts as are described in the to the year of donation), copyrights,corporation’s financial income preceding paragraph that are includible trademarks;statement or the income and expense in taxable income, regardless of the • Securities (including stocks and theiraccounts maintained in the financial accounting period in which derivatives, stock options, and bonds);corporation’s books and records. such amounts were or are included in • Conservation easements (includingReport only amounts not otherwise financial accounting net income. scenic easements or air rights);reportable elsewhere on Schedule M-3, Complete columns (b), (c), and (d), as • Railroad rights of way;Parts II and III (e.g., Part II, line 2). appropriate. • Mineral rights; andLine 11. Fines and Penalties • Other tangible or intangible property.Do not report on this line 12,Report on line 11 any fines or similar Include any temporary differencesamounts required to be reported inpenalties paid to a government or other for the charitable contributionaccordance with instructions for Part III,authority for the violation of any law for carryforward limitation in column (b).line 11.which fines or penalties are assessed. Report any net limitation carryforward
All fines and penalties expensed in Do not report on this line 12, for the current year as a net negative
financial accounting income (paid or amounts recovered from insurers or number. Report any utilization of a prior
accrued) must be included on this line any other indemnitors for any year limitation carryforward net of the
11, column (a), regardless of the judgments, damages, awards, or similar current year limitation as a positive
government or other authority that costs described above. number in column (b). Report any
imposed the fines or penalties, amounts from column (b) that are
regardless of whether the fines and allocable to noneffectively connectedLine 13. Pension andpenalties are civil or criminal, income in column (d) and the effectivelyProfit-Sharingregardless of the classification, connected portion of the utilization ofReport on line 13 the expenses andnomenclature, or terminology used for charitable contribution carryforward indeductions attributable to thethe fines or penalties by the imposing column (e).corporation’s pension plans,authority in its actions or documents,

profit-sharing plans, and any other Line 17. Domestic Productionand regardless of how or where the
retirement plans. Complete columnsfines or penalties are classified in the Activities Deduction
(b), (c), and (d), as applicable.corporation’s financial income Report on line 17, column (e), the

statement or the income and expense corporation’s effectively connectedLine 14. Other Post-Retirementaccounts maintained in the portion of its domestic production
corporation’s books and records. In Benefits activities deduction under section 199
addition, report on line 11, column (a) Report on line 14 the expenses and that is reported on Form 1120-F,
the reversal of any overaccrual of any deductions attributable to other Section II, line 25. Complete columns
amount described in this paragraph. post-retirement benefits not otherwise (b) and (c), as appropriate. Report in
See section 162(f) for additional includible on Part III, line 13 (for column (d), the portion of the deduction
guidance. example, retiree health and life permitted under section 199 that is

Report on line 11, column (e), any insurance coverage, dental coverage, allocated and apportioned as a
such amounts as are described in the etc.). Complete columns (b), (c), and permanent difference to noneffectively
preceding paragraph that are includible (d), as appropriate. connected income. Do not report any
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portion of the corporation’s domestic Line 23. Depreciation Line 25. Purchase versus Lease
production activities deduction on any (for Purchasers and/orReport on line 23 any depreciation
other line of Schedule M-3. expense that is not required to be Lessees)

reported elsewhere on Schedule M-3 Note. Also, see the instructions forLine 18. Current Year (e.g., on Part II, lines 2, 9, 10, or 11). Part II, line 17, on page 14 for sellersAcquisition or Reorganization
and/or lessors.Line 24. Bad Debt ExpenseInvestment Banking Fees, Legal

and Accounting Fees Report on line 24, column (a), any Asset transfer transactions with
amounts attributable to an allowance periodic payments characterized forReport on line 18 any investment
for uncollectible accounts receivable or financial accounting purposes as eitherbanking fees, and any legal and
actual write-offs of accounts receivable a purchase or a lease may, under someaccounting fees paid or incurred in
included in determining net income per circumstances, be characterized as theconnection with a taxable or tax-free
the income statement. Report in opposite for tax purposes.acquisition of property (e.g., stock or
columns (d) and (e) the respectiveassets) or a tax-free reorganization. If a transaction is treated as a lease,noneffectively connected and theReport on this line any investment the purchaser/lessee reports theeffectively connected portions of thebanking fees incurred at any stage of periodic payments as gross rentaldeductible amount of bad debt expensethe acquisition or reorganization expense. If the transaction is treated asdetermined under section 166 forprocess including, for example, fees a purchase, the purchaser/lesseefederal income tax purposes that is alsopaid or incurred to evaluate whether to reports the periodic payments asincluded in column (a). If a foreign bankinvestigate an acquisition, fees to payments of principal and interest andhas an effectively connected bad debtconduct an actual investigation, and also reports depreciation expense orexpense that is not reportable infees to consummate the acquisition. deduction with respect to the purchasedcolumn (a), the ECI amount is includedAlso, include on line 18, investment asset.in column (b) if it is a temporarybanking fees incurred in connection
difference and in column (e) to reportwith the liquidation of a subsidiary, a Report on line 25, column (a), gross
the ECI treatment. If there is nospin-off of a subsidiary, or an initial rent expense for a transaction treated
temporary difference between thepublic stock offering. as a lease for income statement
foreign bank’s books and tax treatment, purposes but as a sale for U.S. income
then such ECI amount that is not Line 19. Current Year tax purposes. Report on line 25,
included in column (a) is apportioned inAcquisition/Reorganization column (e), gross rental deductions for
column (d), and its total is reflected inOther Costs a transaction treated as a lease for U.S.
column (e). income tax purposes but as a purchaseReport on line 19 any other fees paid or

for income statement purposes. Report Foreign corporations, includingincurred in connection with a taxable or
interest expense for such transactionsforeign banks, must treat their sectiontax-free acquisition of property (e.g.,
on Part III, line 26a (interest expense),166 deductions consistently in thestock or assets) or a tax-free
in columns (a) and (e), as applicable.same tax year whether or not suchreorganization not otherwise reportable
Report depreciation expense oramounts are allocable to effectively oron Schedule M-3 (e.g., Part III, line 18).
deductions for such transactions onnoneffectively connected income. AReport on this line any fees paid or
Part III, line 23 (depreciation), inforeign bank may not claim a bad debtincurred at any stage of the acquisition
columns (a) and (e), as applicable. Useexpense for Regulations sectionsor reorganization process including, for
columns (b), (c), and (d) of Part III, lines1.882-5(c)(2) and (c)(3) purposes andexample, fees paid or incurred to
23, 25, and 26a, as applicable, to reporttreat such expense as an involuntaryevaluate whether to investigate an
the differences between column (a) andcharge-off under Regulations sectionacquisition, fees to conduct an actual
(e) for such recharacterized1.166-2(d)(2) for purposes of itsinvestigation, and fees to consummate
transactions.allocation and apportionment tothe acquisition. Also, include on line 19

effectively connected income. Forother acquisition/reorganization costs Line 26a. Interest expenseexample, if a foreign corporation treatsincurred in connection with the
a noneffectively connected loan The detail for the foreign corporation’sliquidation of a subsidiary, a spin-off of
security for purposes of determining the interest expense is reported ona subsidiary, or an initial public stock
value of its worldwide assets in step 2 Schedule I (Form 1120-F). The scopeoffering.
of its Regulations section 1.882-5 of the interest expense lines on Part III,
interest expense allocation, as having aLine 20. Amortization/ line 26, is limited to a summarization of
reduced basis in the current year to the results from Schedule I thatImpairment of Goodwill
take account of partial worthlessness reconcile the foreign corporation’s bookReport on line 20 amortization of under section 166, if such amount is interest expense to effectivelygoodwill or amounts attributable to the includible in column (a), then such connected taxable income.impairment of goodwill. current year adjustment to basis is also

On line 26a, no amount is allocatedreportable in column (d) to apportionLine 21. Amortization of and apportioned to effectively orthe section 166 deduction to non-ECI.Acquisition, Reorganization, noneffectively connected income.If, however, a current year section 166and Start-Up Costs Report in line 26a, column (a) interestreduction in basis is claimed for
expense included in Part I, line 11.Report on line 21 amortization of Regulations section 1.882-5(c)(2)
Report amounts in columns (b) or (c),acquisition, reorganization, and start-up purposes with respect to a security that
as applicable. The correspondingcosts. For purposes of columns (b), (c), is effectively connected, but is not
interest expense for U.S. income tax(d), and (e), include amounts included on the Form 1120-F, Schedule
purposes is reported on Part III, linesamortizable under section 167, 195, or L books, such effectively connected
26b through 26e, column (e). Do not248. amount must be reported in column (d)
report on this line 26a, column (a),and column (e). If an effectivelyLine 22. Other Amortization or amounts reportable on:connected bad expense is includible in

Impairment Write-Offs column (a) that is also currently 1. Part II, lines 9, 10, and 11
Report on line 22 any amortization or deductible for tax purposes, no book (income (loss) from U.S. partnerships,
impairment write-offs not otherwise tax difference is reported in column (b), foreign partnerships, and other
includible on Schedule M-3. (c) or (d). pass-through entities);
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Note. Interest expense from (a) that are also apportioned to 60% to noneffectively connected
partnerships and pass-through entities non-ECI, are also reported in column income in column (d) and 40% to
is adjusted as a permanent difference (d) as a negative number. The effectively connected income in column
in column (c) of lines 9, 10 and 11. The combined amounts of columns (a), (b), (e).
deductible portion of such interest (c) and (d) are apportioned to

Line 27. Substitute Dividendexpense reported on lines 9, 10 and 11 effectively connected income in column
Paymentsis included in the interest expense (e) as the case may be.

allocation under Regulations section All foreign corporations report on lineNote. Line 26d reporting requirements
1.882-5 as reported on Schedule I and 27 the amount of U.S. source substituteare an exception to the general
in this Part III, lines 26b and 26c. dividend payments with respect toreporting instructions for Schedule M-3

securities lending transactions2. Part II, line 12 (items relating to in that column (d) is also used by
described in Regulations sectionsreportable transactions); and foreign banks to apportion amounts to
1.861-3(a)(6) and 1.881-2(b)(2).3. Part III, lines 26b through 26e. ECI that are not included in column (a).
Foreign banks that record substitute
dividend payments on set(s) of booksLine 26e. Interest EquivalentsLine 26b. Interest Expense
that are not reported on Form 1120-F,(Guarantee Fees)Allocable under Regulation
Schedule L, also report foreign sourceSection 1.882-5 All foreign corporations, report on line substitute dividend payments whether

26e the foreign corporation’s amountsThe interest expense deduction under or not they are allocable in whole or in
with respect to deductions that are notRegulations section 1.882-5 is based part to ECI. Foreign banks report in
interest payments but are sourced inon a three-step formula required to be column (c), such U.S. source and
the manner of interest (“interestreported on Schedule I (Form 1120-F). allocable foreign source substitute
equivalents”). These amounts includeReport the allocable amount of interest dividends not already reflected in
fees expensed for financial guaranteeexpense from Schedule I (Form column (a). The amounts reported in
and confirmation, acceptance and1120-F), line 23, in column (d) and in column (c) are apportioned to
standby letter of credit transactions.column (e). noneffectively connected income of the
Foreign banks that record U.S. source foreign corporation in column (d) andLine 26c. Regulations Section guarantee fees on set(s) of books not reported as a negative number.1.882-5 Allocation Amount reported on Form 1120-F, Schedule L, Amounts included in column (a) that are
and not reported in column (a), mustSubject to Deferral or also apportioned to non-ECI, are also
report the U.S. source fees as aDisallowance reported in column (d) as a negative
permanent difference on line 26e, number. The combined amounts ofEnter in column (e) the amount column (c), and allocate and apportion columns (a), (b), (c) and (d) arereported on Schedule I (Form 1120-F), the relevant amounts to noneffectively apportioned to effectively connectedline 24d. This amount is generally connected income in column (d) even if income in column (e) as the case mayentered in column (e) as a negative there is no amount to allocate to be.number. However, if the deferred effectively connected amounts ininterest expense reportable on Note.  Line 27 reporting requirementscolumn (e). Foreign corporations otherSchedule I, line 24b, from prior years is are an exception to the generalthan banks must record all interestdeductible in the current year in greater reporting instructions for Schedule M-3equivalent payments in column (a). Doamount than other current year in that column (d) is also used bynot include on line 26e, substitutedisallowances reportable on Schedule I, foreign banks to apportion amounts topayments reportable on line 26d.lines 24a and 24c, enter the net amount ECI that are not included in column (a).
Note. Line 26e reporting requirementsin column (e) as a positive number.
are an exception to the general Line 28. Fee and CommissionEnter in column (b) the amount from reporting instructions for Schedule M-3 ExpenseSchedule I, line 24b, as a positive or in that column (d) is generally also usednegative number as the case may be Enter on Part III, line 28, column (a),by foreign banks to apportion amountsfor the current year. In column (c), enter the amounts of fees and commissionsto ECI that are not included in columnthe combined amounts from Schedule I, included on Part I, line 11. Fee and(a).lines 24a and 24c. commission expense generally includes

Example 34. FC is a foreign bank, amounts paid or accrued for servicesLine 26d. Substitute Interest resident in Country X, that files Form rendered to the foreign corporationPayments 1120-F and Schedule M-3. FC enters including expenses paid for brokerage
All foreign corporations, report on line into a guarantee arrangement with FC2, commissions. Fees and commissions
26d, all U.S. source substitute interest a wholly owned subsidiary, resident in reportable on line 28 do not include
payments with respect to securities Country Y, that guarantees the amounts that are interest equivalents
lending transactions described in transactions in FC’s global dealing reportable on line 26e.
Regulations sections 1.861-2(a)(7) and operation. The set(s) of books in FC’s

Line 29. Rental Expense1.881-2(b)(2). Foreign banks that global dealing operation are booked in
record substitute interest payments on FC’s home office and are not reportable Report on line 29, column (a), the
set(s) of books that are not reported on on Form 1120-F, Schedule L. FC amount of rental expense included on
Form 1120-F, Schedule L, also report allocates and apportions 40% of the Part I, line 11. Rental expense is the
foreign source substitute interest income and applicable expenses from amount classifiable as rent under U.S.
payments whether or not they are its global dealing operation to tax principles.
allocable in whole or in part to ECI. effectively connected taxable income.

Line 30. Royalty ExpenseForeign banks report in column (c), all FC’s guarantee fee expense paid to its
U.S. source and allocable foreign foreign-related party is allocated directly Report on line 30, column (a), the
source substitute interest payments not to the income of the global dealing amount of royalty expense included on
already reflected in column (a). The operation and apportioned 40% to FC’s Part I, line 11. Include in columns (b)
amounts reported in column (c) are effectively connected income from such through (e) amounts that are allocable
apportioned to noneffectively connected operation. FC must report the as imputed royalties under U.S. tax
income of the foreign corporation in guarantee fee expense paid to FC2 in principles that are not included in
column (d) and reported as a negative column (c). The amount of expense financial income reported on Part I, line
number. Amounts included in column reported in column (c) is apportioned 11.
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the change in each reserve or listed for each employee, or that eachLine 31. Expenses Allocable
contingent liability that is not required to asset (or category of asset) be listedUnder Regulations Section
be reported elsewhere on Schedule along with the anticipated loss on1.861-8
M-3. For example: (1) amounts relating disposition.

Line 31 applies only to foreign banks. to changes in reserves for litigation Amounts incurred as fixed orFor purposes of Schedule M-3, all of must be reported on Part III, line 12 determinable or other periodic interestthe home office and other allocations to (judgments, damages, awards, and rate or equity notional principal contractU.S. effectively connected income that similar costs); and (2) amounts relating expense that is not incurred in aare reportable on Schedule H (Form to changes in reserves for uncollectible hedging transaction, securities dealing1120-F) under Regulations section accounts receivable must be reported or global securities dealing operation,1.861-8 (including amounts that are on Part III, line 24 (bad debt expense). each of which is reportable on Part II,subject to timing differences under U.S.
Report on line 32, the amortization of are reportable on Part III, line 32.tax principles, such as home office

various items of prepaid expense, such Example 35. Corporation Q is adepreciation) are reportable as
as prepaid subscriptions and license calendar year taxpayer that wasapportionments to ECI in column (d).
fees, prepaid insurance, etc. required to file Schedule M-3 for itsReport in columns (d) and (e) the

2007 tax year and is required to fileReport on line 32, column (a),amount from Schedule H (Form
Schedule M-3 for its 2008 tax year. Onexpenses included in net income1120-F), line 21.
July 1 of each year, Q has a fixedreported on Part I, line 11, that areNote. Foreign corporations other than
liability for its annual insurancerelated to reserves and contingentbanks that are required to file Form
premiums that provides a 12-monthliabilities. Report on line 32, column (e),1120-F to report effectively connected
coverage period beginning July 1amounts related to liabilities forincome in Section II of that form, are
through June 30. In addition, Qreserves and contingent liabilities thatstill required to complete and attach
historically prepays 12 months ofare deductible in the current tax yearSchedule H (Form 1120-F) to their U.S.
advertising expense on July 1. On Julyfor U.S. income tax purposes.income tax return. The amounts from
1, 2008, Q prepays its insuranceExamples of items that must beSchedule H, line 21 are not reportable
premium of $500,000 and advertisingreported on line 32 include warrantyby a foreign corporation other than a
expenses of $800,000. For financialreserves, restructuring reserves,bank on Schedule M-3 because
statement purposes, Q capitalizes andreserves for discontinued operations,worldwide expenses are already
amortizes the prepaid insurance andand reserves for acquisitions andincludible in Part I, line 11, and in each
advertising over 12 months. For U.S.dispositions. Only report on line 32expense line item in Part III. Such
income tax purposes, Q deducts theitems that are not required to beamounts are subject to individual
insurance premium when paid andreported elsewhere on Schedule M-3,line-item apportionment to non-ECI in
amortizes the advertising over theParts II and III. For example, thecolumn (d).
12-month period. In its financialexpense for a reserve for inventory

Line 32. Other Expense/ statements, Q treats the differencesobsolescence must be reported on Part
attributable to the financial statementII, line 2.Deduction Items with
treatment and U.S. income taxDifferences and Reconciliation The schedule which is required to be
treatment of the prepaid insurance andattached to this Schedule M-3 for lineto Eliminate Duplicate Amounts
advertising as temporary differences. Q32 must separately state andon Line 31 must separately state and adequatelyadequately disclose the nature andReport on line 32, all items of expense/ disclose its prepaid insurance premiumamount of the expense related to eachdeduction that are not otherwise listed on Part III, line 32. It must reportreserve and/or contingent liability. Theon Part III, lines 1 through 31. Amounts $250,000 in column (a) ($500,000/12appropriate level of disclosure dependsincluded on line 31, column (e) from months X 6 months), $250,000 inupon each taxpayer’s operationalSchedule H (Form 1120-F), line 21, that column (b), and $500,000 in columnactivity and the nature of its accountingare also included in this Form M-3, Part (e). Q must also separately state andrecords. For example, if a corporation’sIII, lines 3, 5 through 23, 25, 26d, 26e adequately disclose its prepaidnet income amount reported in theand 27 need to be reversed to avoid advertising on Part II, line 24, andincome statement includes anticipatedduplicate allocation. The combined report $400,000 in each of columns (a)expenses for a discontinued operationamounts for these lines reported in and (e).as a single amount, and its generalcolumn (e) that is duplicative of any ledger or other books, records, and Line 33. Total Expense/amount included in line 31, column (e) workpapers provide details for the Deduction Itemsis reported and reversed on line 32. anticipated expenses under moreReport such duplicative amount as a Report on Part II, line 26, columns (a)explanatory and defined categoriesnegative amount includible in line 32, through (e), as applicable, the inverse(such as employee termination costs,column (c) and column (e). Such of the amounts reported on Part III, linelease cancellation costs, loss on sale ofnegative amount will need to be 33, column (a) through (e), asequipment, etc.), a supporting schedulecombined with other expense/deduction applicable. For example, if Part III, linethat lists those categories of expensesitems that have differences. Attach a 33, column (a), reflects an amount ofand their details will satisfy theschedule to show the duplicative items $1 million, then report on Part II, linerequirement to separately state andthat are being reversed. 26, column (a), ($1 million). Similarly, ifadequately disclose. In order to
Part III, line 33, column (b), reflects anComprehensive income.  If any separately state and adequately
amount of ($50,000), then report on“comprehensive income” as defined by disclose the employee termination
Part II, line 26, column (b), $50,000.SFAS No. 130 is reported on this line, costs, it is not required that an

describe the item(s) in detail. anticipated termination cost amount be
Reserves and contingent liabilities.
Report on line 32 amounts related to
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