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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 at the end of the corporation’s tax year
Completion of ScheduleRevenue Code unless otherwise noted. that equal or exceed $10 million, must

complete and file Schedule M-3 in lieu M-3of Schedule M-1, Reconciliation ofGeneral Instructions A corporation required to file ScheduleIncome (Loss) per Books With Income
M-3 must complete Parts I, II and III ofper Return.
the schedule in its entirety and attachPurpose of Schedule
the schedule to Form 1120-F. At theSchedule M-3, Part I, determines the A foreign corporation filing Form
time the Schedule M-3 is filed, allnet income (loss) of the 1120-F that is not required to file
applicable questions must be answerednon-consolidated (see Schedule M-3 may voluntarily file
on Part I, all columns must beNon-consolidated financial statement Schedule M-3. A corporation filing
completed on Parts II and III, and allon page 3 for definition) foreign Schedule M-3 must not also file
numerical data required by Schedulecorporation filing Form 1120-F, U.S. Schedule M-1. For the first year that a
M-3 must be provided. All additionalIncome Tax Return of a Foreign corporation files Schedule M-3, it may
schedules specifically referenced inCorporation. Schedule M-3, Parts II and exclude reporting in columns (a) and (e)

III, reconcile this financial result with the these instructions must be completedof Parts II and III.
corporation’s taxable income before the and attached to the Schedule M-3
NOL deduction and special deductions when filed. Part III requires that resultsIn determining its reportable assetson Form 1120-F, Section II, line 29. from Schedule I (Form 1120-F), Interestfor purposes of Schedule M-3, the

Expense Allocation Under RegulationsFor purposes of this reconciliation, corporation must use an overall accrual
Section 1.882-5, and Schedule H (FormPart I, line 1, provides rules for method of accounting unless both of
1120-F), Deductions Allocated todetermining the financial statement(s) the following apply: (a) the tax return is
Effectively Connected Income Underthe taxpayer must use in reporting the prepared using an overall cash method
Regulations Section 1.861-8, also benet income (loss) to be reported on Part of accounting, and (b) the corporation
included. See instructions for Part III,I, line 4. Part I, lines 5 through 10 then does not prepare or is not included in

provide adjustments to include or lines 26b, 26c, and 31 on pages 23 andfinancial statements prepared on an
exclude financial results to reconcile the 24.accrual basis. For purposes of
financial statement results reportable measuring total assets at the end of the
on Part I, line 4, to the foreign year, assets may not be netted or offset
corporation’s adjusted financial net against liabilities. Other Issues Affectingincome (loss) reportable on Part I, line
11. Schedule M-3 Filing

For foreign corporations other than RequirementsWhen and Where To File
foreign banks (see definition in the

For tax years beginning after 2007, if aAttach Schedule M-3 (Form 1120-F) toinstructions for Part I, line 1 on page 4),
the foreign corporation’s Form 1120-F corporation was required to filePart I, line 11 includes the worldwide
income tax return. Be sure to check the Schedule M-3 for the preceding taxfinancial net income (loss) of the
box at the top of Form 1120-F, page 1, year but reports on Schedule L, line 17,non-consolidated foreign corporation,
indicating that Schedule M-3 is of Form 1120-F total assets at the endadjusted for the results of excludible
attached. of the current tax year of less than $10entities and includible disregarded

million, the corporation is not requiredentities. For foreign banks, Part I, line
to file Schedule M-3 for the current taxEffective date.  Schedule M-3 is11, is generally limited to the financial
year. The corporation may either (a) fileeffective for tax years ending on or afterincome (loss) derived from the same
Schedule M-3 voluntarily, or (b) fileset(s) of books that are reported on December 31, 2007. For purposes of
Schedule M-1, for the current tax year.Form 1120-F, Schedule L. Foreign determining whether a corporation with

banks are foreign corporations However, if the corporation chooses toa 52-53 week tax year must file
described in Temporary Regulations file Schedule M-1 for the current taxSchedule M-3, such corporation’s tax
section 1.882-5T(c)(4). year, and for a subsequent tax year theyear is deemed to end or close on the

corporation is required to file Schedulelast day of the calendar month nearest
Who Must File M-3, the corporation must completeto the last day of the 52-53 week tax

Schedule M-3 in its entirety (includingyear. For further guidance on 52-53Any foreign corporation required to file
week tax years, see Regulations all of Parts II and III) for thatForm 1120-F, that reports on Schedule
section 1.441-2(c)(1). subsequent tax year.L, line 17 of Form 1120-F, total assets
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be attributed to a U.S. office for  If the foreign corporation is not aOther Form 1120-F bank (and checked the “No” box oneffectively connected income reporting
Part I, line 1), the amount shown onpurposes even when transferred awaySchedules Affected by
Schedule M-2, line 2 (Net income (loss)from the U.S. permanent establishmentSchedule M-3 per books), will only equal the amountfor treaty reporting purposes (see, for
shown on Schedule M-3, Part I, line 11example, Regulations sectionRequirements if the corporation voluntarily chooses to1.864-4(c)(5)(iii)) if under the facts and
complete Form 1120-F, Schedule L oncircumstances, such assets alsoSchedule L the basis of the corporation’s worldwideconstitute a set of books that give rise

Generally, the assets and liabilities set(s) of books under Regulationsto U.S. booked liabilities under
required to be reported on Schedule L section 1.6012-2(g)(1)(iii), or, if theRegulations 1.882-5(d)(2). Under such
are the total assets and liabilities Schedule L books determined undercircumstances, the set of books would
reflected on the set(s) of books of the the facts and circumstances constituteremain reportable on Schedule L for
foreign corporation that include assets the same results as worldwide incomeCode-based reporting purposes, but for
that give rise to U.S. effectively reporting under Regulations sectiontreaty-based reporting purposes, such
connected income and U.S. booked 1.882-5(d)(2)(ii). However, thetransfer may effect attribution to
liabilities (as defined in Regulations Schedule M-3 (Form 1120-F) reportinganother part of the corporate enterprise
section 1.882-5(d)(2) and Temporary on Part I, line 11 must always reflectunder a functional and factual analysis
Regulations sections the worldwide profits and losses of theand no longer be reportable on
1.882-5T(d)(2)(ii)(A) and (iii)). The total foreign corporation filing the FormSchedule L as part of the U.S.
assets and liabilities include the 1120-F even if the Schedule L bookspermanent establishment after theinterbranch assets and liabilities and determined under Regulations sectiontransfer is made. Additionally, a set ofthe noneffectively connected assets 1.882-5(d)(2)(ii) gives rise to less thanbooks having no effectively connectedreflected on such books. Such books worldwide reporting under the facts andincome or U.S. booked liabilities underwill reflect the assets of the foreign circumstances.Regulations section 1.882-5(d)(2) mightcorporation located in the United States still constitute a set of books of the U.S.and all other of its assets used in its Entity Considerations forpermanent establishment because thetrade or business within the United Schedule M-3items recorded thereon are primarilyStates (other than its assets giving rise

For purposes of Schedule M-3,attributable to the U.S. permanentto effectively connected income under
references to the classification of anestablishment under the application bysections 864(c)(6) or (7)). A foreign
entity (for example, as a corporation, aanalogy of the OECD Transfer Pricingcorporation may instead elect to report
partnership, or a trust) are to theGuidelines as expressly authorized byits worldwide assets and liabilities on
classification of the entity for U.S.or pursuant to a U.S. tax treaty andSchedule L under Regulations section
federal income tax purposes.accompanying documents. (For treaties1.6012-2(g)(1)(iii). If a foreign

that expressly provide the right tocorporation (including a foreign bank) For a foreign corporation other thandetermine the attribution of profits to aelects worldwide reporting on Schedule a bank, an entity that generally is
U.S. permanent establishment byL, the same set(s) of books must be disregarded as separate from the
application of the OECD Transferused to report the adjusted worldwide foreign corporation filing Form 1120-F
Pricing Guidelines, see Articles 7 andnet income (loss) results in Part I, line for federal income tax purposes
the accompanying Exchange of Notes11. (“disregarded entity”) is reported on
to the 2001 United States-United Schedule M-3, Part I, line 4, if theIf the foreign corporation has more Kingdom and 2003 United foreign corporation’s applicable incomethan one set of books and records States-Japan Income Tax Treaties.) In statement includes the net income ofrelating to assets located in the United such cases, the set(s) of books that such disregarded entity. Otherwise, theStates or used in a trade or business must be reported on Form 1120-F, results of the disregarded entity areconducted in the United States, it must Schedule L are those of the U.S. separately reported on Part I, line 5. Onreport the combined amounts shown on permanent establishment as Parts II and III, any item of income,all such books and records on determined under OECD Transfer gain, loss or deduction of a disregardedSchedule L, as adjusted to eliminate Pricing Guidelines. entity must be reported as an item oftransactions recorded between the

the foreign corporation, and is notreportable books. However, amounts
reported on Part II, lines 9, 10, or 11, asSchedule M-2recorded between the set(s) of books
from a partnership or pass-throughand other divisions of the foreign If the foreign corporation is a bank (and
entity. The applicable financialcorporation or includible entities checked the “Yes” box on Part I, line 1
statement may include a disregardedreportable on Schedule M-3, Part I, line of Schedule M-3), the amount shown
entity only if it is owned directly or5, are not eliminated (except for certain on Schedule M-2, line 2 (Net income
indirectly by the foreign corporation. Antransactions with disregarded entities (loss) per books) must equal the
applicable financial statement may notthat are also reportable on Schedule L), amount shown on Schedule M-3, Part I,
include a disregarded entity that is theunless the taxpayer elects worldwide line 11. Both the foreign bank’s Form
direct or indirect owner of the foreignreporting under Regulations section 1120-F, Schedule L reporting and
corporation filing Form 1120-F.1.6012-2(g)(1)(iii). Schedule M-3 (Form 1120-F) reporting

are based on the same set(s) ofAdaptation of Form 1120- F,  Foreign bank disregarded entity
Schedule L books which are generallySchedule L for treaty-based books on line 5. For foreign banks,
determined on the basis of Temporaryreporting. The set(s) of books the net income (loss) of certain
Regulations section 1.882-5T(d)(2)(iii).reported on Form 1120-F, Schedule L disregarded entities are not combined
If, however, the foreign bank elects tofor treaty-based reporting purposes will with other U.S.-based sets of books
complete its Form 1120-F, Schedule Lgenerally be the same set(s) of books reported on line 4. The set(s) of books
on the basis of its worldwide books,reported on Schedule L as described with respect to disregarded entities are
then the bank will be required to reportabove. However, certain books that included on Part I, line 5, if the set(s) of
its net income (loss) on Schedule M-3give rise to effectively connected books of such disregarded entities give
(Form 1120-F) from the sameincome might not necessarily give rise rise to U.S. booked liabilities under
worldwide set(s) of books used forto treaty-based reporting. For example, Regulations section 1.882-5(d)(2)(iii).
Form 1120-F, Schedule L purposes.the assets on a set of books could still Transactions between the set(s) of
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books reported on line 4 and line 5 are instructions, thereafter within 30 days of Part I – Financialeliminated on line 8. However, a U.S. the date of any change in the interest it
LLC that is a disregarded entity whose owns or is deemed to own, directly or Information and Net
set(s) of books do not give rise to U.S. indirectly, under these instructions, in

Income (Loss)booked liabilities of the foreign bank the partnership: (1) its name, (2) its
under Regulations section mailing address, (3) its taxpayer Reconciliation1.882-5(d)(2)(iii), are not included in identification number (TIN or EIN), if
line 4 or line 5. Transactions between applicable, (4) its entity or organization When To Complete Part Isuch disregarded entities and set(s) of type, (5) the state or country in which it

Part I must be completed for any taxbooks reported on line 4 are not is organized, (6) the date on which it
year for which the foreign corporationeliminated. first became a reportable entity partner,
files Schedule M-3.(7) the date with respect to which it is

reporting a change in its ownershipReportable Entity Partner Question A. Treaty position taken on
interest in the partnership, if applicable,Reporting Responsibilities Form 1120-F, Section II, for taxable
(8) the interest in the partnership it income. If a foreign corporation isReportable entity partner. For owns or is deemed to own in the resident in a country having a treatypurposes of these instructions, a partnership, directly or indirectly (as with the United States that expresslyreportable entity partner with respect to defined under these instructions), as of permits determining the attribution ofa partnership filing Form 1065 is an the date with respect to which it is profits to a permanent establishmententity that (1) owns or is deemed to reporting, and (9) any change in that under OECD Transfer Pricingown, directly or indirectly, under these interest as of the date with respect to Guidelines principles (e.g., Unitedinstructions a 50% or greater interest in which it is reporting. States-United Kingdom or Unitedthe income, loss or capital of the

The reportable entity partner must States-Japan Income Tax Treaties),partnership on any day of the tax year
retain a copy of each required report it answer “Yes” if the corporation reportson or after June 30, 2006, and (2) was
makes to each partnership under these income under the treaty method in lieurequired to complete Schedule M-3 on
instructions. Each partnership must of the effectively connected incomeits most recently filed U.S. federal
retain copies of the required reports it rules under sections 864 and 882. Forincome tax return or return of income
receives under these instructions from reporting under this method in Parts IIfiled prior to that day. A corporation
reportable entity partners. and III, see Treatment of Items Underfiling a Form 1120-F income tax return

an Eligible Treaty-Based ReturnExample 1. A, an LLC filing a Formrequired to complete Schedule M-3 is
Position to Attribute Business Profits to1065 for 2008, is owned 50% by Z, asubject to the reportable entity partner
a U.S. Permanent Establishment onforeign corporation engaged in trade orreporting responsibilities with respect to
page 9.business within the United States. Apartnership interests it owns or is

owns 50% of each of B, C, D, and E,deemed to own, directly or indirectly, on Questions B through D. For
each of which is also an LLC filing aor after January 1, 2008. Schedule M-3, Part I, Questions B
Form 1065 for calendar year 2008. Z through D, use only the financialFor purposes of these instructions, was first required to complete Schedule statements of the foreign corporation(1) the owner of a disregarded entity is M-3 (Form 1120-F) for its corporate tax filing Form 1120-F. If the foreigndeemed to own all corporate and year ended December 31, 2007, and corporation prepares its own financialpartnership interests owned or deemed filed its Form 1120-F with Schedule M-3 statements but is controlled by anotherto be owned under these instructions for 2007 on September 15, 2008. As of corporation (U.S. or foreign) thatby the disregarded entity; (2) the owner September 16, 2008, Z was a prepares financial statements thatof 50% or more of a corporation by vote reportable entity partner with respect to include the foreign corporation, theon any day of the corporation’s tax year A and, through A, with respect to B, C, foreign corporation must use for itsis deemed to own all corporate and D, and E. On October 5, 2008, Z Schedule M-3, Part I, its own financialpartnership interests owned or deemed reports to A, B, C, D, and E, as it is statements and may not use theto be owned under these instructions required to do within 30 days of financial statements of the controllingby the corporation during the September 16, that Z is a reportable corporation. These financial statementscorporation’s tax year; (3) the owner of entity partner directly owning (with are used for completing line 4.50% or more of partnership income, respect to A) or deemed to own

loss, or capital on any day of the Non-consolidated financialindirectly (with respect to B, C, D, and
partnership tax year is deemed to own statement. A foreign corporation’sE) a 50% interest. Therefore, because
all corporate and partnership interests “non-consolidated” financial statementZ was a reportable entity partner for
owned or deemed to be owned under may include a financial statement which2008, each of A, B, C, D, and E is
these instructions by the partnership reports a consolidation of entities orrequired to complete Form 1065
during the partnership tax year; and (4) subsidiaries that the foreign corporationSchedule M-3 for 2008, regardless of
the beneficial owner of 50% or more of owns. In such a case, the net income orwhether they would otherwise be
the beneficial interest of a trust or (loss) of such entities or subsidiariesrequired to complete Schedule M-3 for
nominee arrangement on any day of would be included in the amountthat year. Z must retain a copy of each
the trust or nominee arrangement tax reported on line 4 and, except forof the required reports it makes to A, B,
year is deemed to own all corporate disregarded entities, would beC, D, and E under these instructions,
and partnership interests owned or eliminated by reporting these amountsincluding the reports it makes on
deemed to be owned under these on line 7 (see below). Any adjustmentsOctober 5, 2008.
instructions by the trust or nominee associated with removing such
arrangement. amounts would be reported on line 8.

Reporting requirements of Example 2. FC1 is a foreign
reportable entity partner. A corporation other than a bank, resident
reportable entity partner with respect to in Country X, and engaged in a trade or
a partnership (as defined above) must business in the United States. FC1 is
report the following to the partnership required to file Form 1120-F. FC1
within 30 days of first becoming a reports on Schedule L more than $10
reportable entity partner and, after first million in assets and therefore, is
reporting to the partnership under these required to file Schedule M-3. FC1 is

-3-



Page 4 of 25 Instructions for Schedule M-3 (Form 1120-F) 14:48 -  7-MAR-2008

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

owned 100% by FC, its non-banking which the balance sheet reported onLine 2. Questions Regarding
Form 1120-F, Schedule L is derived (asparent corporation also resident in Income Statement Period and
described in Question D), the netCountry X. FC1’s net income (loss) Restatements
income (loss) from such statements isresults are included in a certified Enter the beginning and ending dates used to complete line 4, except that anyaudited consolidated financial on line 2a for the corporation’s annual disregarded entities whose results arestatement of FC. FC1 also has an income statement period ending with or reportable on Schedule L are excludedunconsolidated financial statement that within the current tax year. from line 4 unless they are included inis not certified. In answering questions

Part I, lines 2b and 2c, regarding the corporation’s financial consolidationB through D, FC1 may not use FC’s restatements of income statements, of its Schedule L books in accordanceconsolidated financial statement. FC1’s refer to the income statement issued by with the bank’s ordinary and“non-consolidated financial statement” the corporation filing the U.S. income consistently applied internal accounting
is its own unconsolidated, worldwide tax return. Answer “Yes” on lines 2b practices. Disregarded entities
financial statement which is a statement and/or 2c if the corporation’s annual includible in Schedule L, that are not
described in Question C. If FC was also income statement has been restated for included in a non-tax financial
engaged in a trade or business within any reason. Attach a short explanation consolidation of the corporation’s
the United States with reportable assets of the reason for the restatement for Schedule L books in accordance with
over $10 million, then FC would be each applicable period, including the the bank’s ordinary and consistently
required to file its own Schedule M-3 original amount and restated amount of applied internal accounting practices,
and would be required to use its each annual statement period’s net are separately reported on Part I, line 5.

income.certified audited financial statement Ordinary and consistent internaldescribed in question B. In such accounting practices.  If the foreignLine 3. Publicly Traded Stockcircumstances, FC1 would continue to bank’s ordinary and consistentlyIf the foreign corporation’s stock isuse its own non-consolidated statement applied accounting practices includetraded on any exchange, domestic ordescribed in question C. the consolidation of more than one setforeign, please report the name of the
of books that is reportable on Scheduleexchange(s) on the line provided. IfExample 3. Same facts as L as determined under Temporaryadditional room is needed, attach aExample 2, except FC1 is a Regulations section 1.882-5T(d)(2)(iii),schedule.disregarded entity. Under U.S. tax the foreign bank may use such set(s) of

principles, FC is the taxpayer treated as For purposes of line 3, if the foreign books as a starting point for completing
corporation’s stock is not publiclydirectly engaged in trade or business Part I, line 4. If additional set(s) of
traded (as defined above) and its votingwithin the United States and is required books also constitute Schedule L books
stock is owned or controlled 50% orto file Form 1120-F and Schedule M-3. that are not included in the
more by another foreign corporationFC’s “non-consolidated” financial consolidation of other Schedule L
whose stock is publicly traded (asstatement is its consolidated certified books, then such other Schedule L
defined above), check the “Yes” boxaudited financial statement, described books must also be reported on line 4,
and report the name of the exchange(s)in Question B, because it is the or if such other books are set(s) of
on the line provided. The foreign books of disregarded entities, they mustfinancial statement of the company
corporation whose stock is publicly be reported on line 5. Interbranchengaged in a trade or business within
traded need not file Schedule M-3 transactions between the Schedule Lthe United States that is required to file (Form 1120-F) unless such corporation books must be eliminated and theForm 1120-F and Schedule M-3. FC’s is also engaged in a trade or business eliminating transactions reported, ifconsolidated entities (other than any within the United States and has necessary, on line 8.disregarded entities) are eliminated as reportable assets of $10 million or

“non-includible” entities on Part I, line 7. If the foreign bank does not have themore. If the foreign corporation whose
certified audited financial statementsstock is publicly traded is not engaged

Line 1. Foreign Banks described in Question D, the bankin a trade or business within the United
should use any other financialDescribed in Temporary States, its foreign subsidiary
statement derived from the set(s) ofcorporation that is engaged in a tradeRegulations Section
books from which the balance sheetor business with $10 million or more of1.882-5T(c)(4)
reported on Form 1120-F, Schedule Lreportable assets must still fileIf a foreign corporation is a foreign bank is derived. For this purpose, the termSchedule M-3 with its Form 1120-F.

described in Temporary Regulations “any other financial statement” includes
Line 4. Net Income (Loss) fromsection 1.882-5T(c)(4), answer “Yes” to unaudited financial statements

Part I, line 1. Special rules pertain to the Income Statement Identified prepared by the corporation under the
the corporation for Part I, lines 4 in Part I, Line 1 method of accounting generally used by
through 11. For Schedule M-3 the corporation’s U.S. operations. If noPart I, line 4, reports the net income
purposes, a foreign bank is defined such statements are available, trial(loss) from the applicable income
based on section 581 principles with balances prepared from generalstatement identified in Part I, line 1.
respect to the conduct of its banking ledgers or similar other records shouldForeign banks.  If the foreign bankactivities on a worldwide level, without be used.has the type of non-consolidated,regard to whether it conducts a banking worldwide financial statement described Foreign corporations other than
trade or business within the United in Question B or C, the foreign bank banks. If the foreign corporation is not
States. These requirements include should check the “Yes” box for the a bank, Part I, questions B, C, and D,
having a substantial part of its applicable question B or C. However, provide a hierarchy of applicable
worldwide business consist of receiving do not report these results on Part I, income statements for reporting on Part
deposits and making loans and line 4 unless the foreign bank also I, line 4. If the corporation has the
discounts, or of exercising fiduciary chooses worldwide reporting of the non-consolidated, worldwide, certified
powers similar to those permitted to set(s) of books on Form 1120-F, audited financial statement described in
national banks. In addition, the foreign Schedule L under Regulations section Question B, report the net income (loss)
corporation must be subject to bank 1.6012-2(g)(1)(iii). If the foreign bank from such statements on line 4. If the
regulatory supervision in its country of has certified audited financial corporation does not have a financial
incorporation. statements for the set(s) of books from statement of that type but does have

-4-



Page 5 of 25 Instructions for Schedule M-3 (Form 1120-F) 14:48 -  7-MAR-2008

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

the non-consolidated, worldwide transactions between set(s) of books corporation reports income (loss) from
unaudited financial statement described reported on line 4 and disregarded a financial statement identified in
in question C, report the net income entities reported on line 5. Question B or C, net income (loss) of a
(loss) from such statements on line 4. disregarded entity may or may not be

Line 5. Net Income (Loss) fromThese unaudited financial statements included on line 4, depending on the
Includible Disregarded Entitiesshould first include those prepared by foreign corporation’s accounting

the corporation under the method of principles. However, inclusion of(“Includible Entities”)
accounting generally used by the disregarded entities will be necessaryInclude the net income (loss) of any
corporation. If no such unaudited on line 5 when a taxpayer has reporteddisregarded entity that is not included in
statements are available, other financial on Part I, line 4, amounts from financialthe income reported on Part I, line 4,
statements may be used, including trial statements described in Question D orbut should be included in Part I, line 11.
balances prepared from the similar unaudited statements.The financial results of disregarded
corporation’s worldwide books and foreign entities are reported on lines 5a Adjustments for intercompanyrecords that are based on the method (income) and 5b (loss); disregarded transactions between the foreignof accounting generally used by the U.S. entities are reported on lines 5c corporation and includible disregardedcorporation. (income) and 5d (loss). The applicable entities may be required. See thefinancial statement of the disregardedIf the foreign corporation has none of instructions for Part I, line 8 below.entity to be used is determined firstthese financial statements, then the net

under Question B if available, then All foreign corporations. Attach aincome (loss) derived from the set(s) of
under Question C. However, a foreignbooks described in Question D is used supporting schedule that lists for each
bank should only use the set(s) ofto report net income (loss) on line 4, includible disregarded entity reported
books from the disregarded entity thatexcluding disregarded entities. All on lines 5a through 5d the name, EIN
give rise to U.S. booked liabilities underdisregarded entities are reported on (if applicable), and net income (loss)
Temporary Regulations sectionPart I, line 5. For corporation’s other per the financial statement of that
1.882-5T(d)(2)(iii) and are reportable onthan banks, the set(s) of books includible disregarded entity.
Schedule L.described in Question D are those that

Line 6. Net Income (Loss) Notgive rise to U.S. booked liabilities under Foreign banks. A foreign bank
Regulations section 1.882-5(d)(2) and Included on Lines 4 and 5 fromshould include on line 5 each
Temporary Regulations section Includible Foreign Locationsdisregarded entity that meets the
1.882-5T(d)(2)(ii), and not under following two conditions. Line 6 applies only to foreignTemporary Regulations section corporations other than banks whose1. The entity is either itself engaged1.882-5T(d)(2)(iii). books and records are not sufficient toin a trade or business within the United

All foreign corporations. The report worldwide income on lines 4 andStates and has generated income
amount on line 4 must equal the 5. Line 6 reporting will be necessaryeffectively connected with it or, it is not
financial statement net income (loss) for only when the corporation does notengaged itself in a trade or business
the income statement period ending have a worldwide trial balance to reportwithin the United States but has income
with or within the tax year as indicated its worldwide income as satisfaction ofeffectively connected with another trade
on line 2a. the requirements of Question C. Inor business within the United States of

such circumstances, the corporation willthe foreign bank; andIf the income statement period
have used Form 1120-F, Schedule L2. The net income (loss) of thediffers from the corporation’s tax year,
books determined under Regulationsentity would be includible on Part I, linethe income statement period indicated
section 1.882-5(d)(2)(ii) on lines 4 and4, if the assets and liabilities of suchon line 2a applies for purposes of Part
5 and will need to report the net incomeentity were held directly by the foreignI, lines 4 through 8.
(loss) from all non-Schedule L books onbank rather than by the disregardedReporting with Schedule L set(s) line 6. This is a “bottom up”entity. This determination is madeof books. Question D filers. All foreign reconciliation to worldwide income thatseparately for each disregarded entity.banks (and any other foreign the Schedule M-3 reporting

corporation that reports on Part I, line 4, requirements apply as a last resort.If the income of the includible entitythe financial results from the set(s) of Line 6 reporting does not apply tois effectively connected with a trade orbooks used in preparing Form 1120-F, foreign banks or to corporations otherbusiness within the United States butSchedule L, excluding disregarded than banks that are able to reportwould not have been includible on Partentities), must attach a schedule that worldwide net income (loss) on lines 4I, line 4, if it were held directly by theidentifies each book (e.g., New York and 5 from financial statementsforeign corporation rather than by theBranch, International Banking Facility, described in Questions B or C, or fromincludible entity, then any effectivelyCayman Branch) and its net income worldwide trial balances.connected income of the includible(loss) that is included on Part I, line 4. entity is reported on Part II, line 23, Attach a supporting schedule thatHowever, if a foreign bank in its columns (b) through (e), instead of Part provides by country, the name and netordinary business practice prepares a I, line 5. Income of this latter type will income (loss) per the financialconsolidation of one or more books be income that is treated as effectively statement on Part I, line 6, of all foreignrequired to be reported on Schedule L, connected income under section locations. Foreign corporations othersuch consolidated results may be 864(c)(6) or (7), or it will be individual than banks that have effectivelyreported on line 4 in lieu of reporting items of effectively connected income connected income with respect tothe separate results for each book in from the set(s) of books of a transactions entered into as a globalthe consolidation. If a consolidation of disregarded entity that does not give dealer in securities must reportreportable books does not exist, then rise to U.S. booked liabilities as defined separately in this supporting scheduletransactions recorded between these in Temporary Regulations section the net income (loss) for each set(s) ofbooks must be separately eliminated 1.882-5T(d)(2)(iii). books for which the effectivelyand shown in the aggregate as a
connected dealer income is recordedseparate reconciling elimination line Foreign corporations other than a
within each separate country. Allitem on this schedule. Do not include bank. If the foreign corporation is not
foreign corporations must report theireliminations for transactions with a bank, include on line 5, all
effectively connected global dealingdisregarded entities reported on line 5. disregarded entities not included on
income in Part II, line 16.Report on line 8, the eliminations for Part I, line 4. When a foreign
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is not reportable in Part I (e.g., because The attached supporting scheduleLine 7. Net Income (Loss) of
for Part I, line 8, must identify the typeit does not give rise to U.S. bookedNonincludible Entities
(e.g., minority interest, intercompanyliabilities under Temporary RegulationsThis line will generally not apply to dividends, etc.) and amount ofsection 1.882-5T(d)(2)(iii)), the dividendforeign banks (unless a nonincludible consolidation or elimination entriesreceived by the foreign bank is notentity is financially consolidated in the reported, as well as the names of theeliminated on Part I, line 8. Instead, theSchedule L set(s) of books), nor does it entities to which they pertain. It is notdividend is eliminated as an interbranchapply to foreign corporations other than necessary to report intercompanytransaction on Part II, line 3, columnbanks that report on Part I, lines 4 and eliminations that net to zero on Part I,(c).5, income (loss) from the financial line 8, such as intercompany intereststatements described in Question D. Foreign corporations other than a income and expense. For instance, ifFor any other corporations, remove the bank.  For foreign corporations other the foreign corporation reports interestnet income (in line 7a) or loss (in line than a bank, adjustments are income on Part I, line 4, from7b) of any other entity whose income necessary in order to ensure that the transactions with a disregarded entity(loss) is reported on Part I, line 4, but consolidation entries and intercompany included on Part I, line 5, it is notshould be excluded from Part I, line 11. elimination entries included in the necessary (but allowable) to report theExamples of such entities are the amount reported on Part I, line 11, are offsetting gross interest income andforeign corporation’s subsidiaries (other only those applicable to worldwide gross interest expense on Part I, line 8.than disregarded entities) and income of the non-consolidated foreign

Example 4. F is a foreignpartnerships that were combined with corporation. Adjustments on line 8 may
corporation other than a bank and hasthe corporation in the type of be with respect to transactions between
a fiscal financial and tax year end. Fconsolidated financial statement the foreign corporation and either a
files Form 1120-F because it engageddescribed in Questions B or C. Do not disregarded entity reported on Part I,
in a trade or business within the Unitedremove in Part I the financial statement line 5, or a nonincludible entity reported
States and is required to file Schedulenet income (loss) of any nonincludible on Part I, line 7. Adjustments for
M-3. F owns two U.S. subsidiaries, S1entity accounted for in the financial transactions with nonincludible entities and S2, and has made a check the boxstatements on the equity method. are required only when the foreign election for S1 to be treated as aAdjustments are made for these entities corporation reports worldwide income disregarded entity. Both S1 and S2on Part II, lines 8 through 11. on Part I, line 4, from a financial have the same fiscal year end as F. InIn addition, on Part I, line 8, statement described in Part I, addition, F’s home country accountingadjustments for intercompany Questions B through C. For example, rules require the inclusion of S2’stransactions between the foreign adjustments must be reported on line 8 income and expenses in F’scorporation and nonincludible entities to remove minority interests and to non-consolidated, worldwide, certifiedmay be required. See instructions for reverse the elimination of intercompany audited financial statements. However,line 8. dividends included on Part I, line 4, that S1’s income and expenses are notrelate to the net income of entitiesAttach a supporting schedule that included in F’s non-consolidated,removed on Part I, line 7, because theprovides the name, EIN (if applicable), worldwide, certified audited financial

income to which the consolidation orand net income (loss) per the financial statements.
elimination entries relate has beenstatement or books and records

On Schedule M-3, F must checkremoved. In addition, consolidation orincluded on line 4 that is removed on
“Yes” to Question B. F must report itselimination entries must be reported onthis line 7 for each separate
net income (loss) from itsline 8 to eliminate any intercompanynonincludible entity.
non-consolidated, worldwide, certifieddividends received by the foreign
audited financial statements on Part I,Line 8. Adjustments to corporation from any disregarded entity
line 4. On Part I, line 5, F must includewhose results are included on Part I,Intercompany Transactions
the net income (line 5c) or loss (line 5d)line 5.Include on Part I, line 8: (i) adjustments
generated by S1, the disregarded U.S.to consolidation entries and elimination Special treatment of equity entity. Because S2 is included in theentries that are contained in the amount method inclusions for a foreign non-consolidated, worldwide, certifiedreported on Part I, line 4, required as a corporation other than a bank. If a audited financial statements it is notresult of adding amounts on Part I, lines foreign corporation other than a bank reported on Part I, line 5, since it is5 and 6; and (ii) amounts of any reports worldwide income on Part I, line already included on Part I, line 4.additional consolidation entries and 4, and is an owner of an interest in

elimination entries that are required as Any adjustments necessary toanother entity that (1) is accounted for
a result of removing amounts on Part I, remove intercompany transactionsin the foreign corporation’s separate
line 7. between F and S1 must be reported ongeneral ledger on the equity method,

Part I, line 8.and (2) is fully consolidated in theForeign banks. For foreign banks,
foreign corporation’s worldwideadjustments are necessary to ensure Line 9. Adjustment to Reconcile
financial statements thus eliminatingconsistency with the financial results of Income Statement Period to Taxthe equity inclusion, and if that entity isthe set(s) of books reported on Form Yearalso reported on Part I, line 7, as a1120-F, Schedule L. Adjustments on

Include on line 9 any adjustmentsnonincludible entity, then an adjustmentline 8 are necessary to account for
necessary to reconcile differenceson Part I, line 8, must be made. Theelimination of certain transactions
between the income statement periodforeign corporation must restore onrecorded between the Schedule L
reported on line 2a and theSchedule M-3, Part I, line 8, the equitybooks reported on line 4 and for
corporation’s tax year. Attach aincome inclusion from that entity. If thetransactions between the foreign bank
supporting schedule identifying the typeforeign corporation does not account forand each disregarded entity reported
of transaction and amount of eachthe entity on the equity method on itson Part I, line 5. For example,
adjustment.own general ledger, it will not haveadjustments must be reported on line 8

eliminated the equity income forto eliminate any intercompany Line 10. Other Adjustments tonon-consolidated, worldwide financialdividends received by the foreign
Reconcile to Amount on Line 11statement purposes, and therefore willcorporation from any disregarded entity

have no elimination of equity income towhose results are included on Part I, Include on line 10 any other
reverse.line 5. However, if a disregarded entity adjustments, not reportable on lines 5
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through 9, to reconcile net income FC must answer “No” to Questions B from the unaudited income statements
through D in Part I. FC must report on for the set(s) of books it reports on(loss) on Part I, line 4, with net income
Part I, line 4, $35,000 (total income Schedule L of $40,000 (total income(loss) on Part I, line 11.
reported of $50,000, excluding the reported of $50,000, excluding the

For any adjustments reported on results of FDE1 and FDE2). On Part I, results of USDE1 and USDE2 which
Part I, line 10, attach a supporting line 5a, FC will include the $20,000 of also give rise to effectively connected
schedule that provides, for each entity net income of FDE1 and will include on income and are set(s) of books
to which an adjustment relates: the Part I, line 5b, the ($5,000) net loss of included in Form 1120-F, Schedule L).
name and EIN (if applicable) of the FDE2. The net income of $25,000 from On Part I, line 5c, FC will include the
entity, the nature of the adjustment, the foreign locations must be included on $15,000 of net income of USDE1 and
amount of net income (loss) included in Part I, line 6. will include on Part I, line 5d, the
Part I before any adjustments on line ($5,000) net loss of USDE2. AssumingExample 6. Foreign corporations10, and the amount of net income (loss) no other adjustments are required onother than a bank. FC is a foreignincluded on Part I, line 11. Part I, lines 8 through 10, the netcorporation other than a bank engaged

income reported on Part I, line 4, isin trade or business within the UnitedLine 11. Adjusted Financial Net $40,000, and the net income reportedStates and is required to file FormIncome (Loss) of the on line 11 is $50,000.1120-F and Schedule M-3. FC owns NI,Non-Consolidated Foreign a C corporation for federal income taxCorporation How to Complete Columns inpurposes. FC has certified audited
The sum of lines 4 through 10 Parts II and IIIincome statements that report its
constitutes the adjusted worldwide income and that of NI. FC Columns (a) and (e). For each line
non-consolidated financial net income reports net income on these statements item in Parts II and III, report in column
(loss) of the foreign corporation that is of $120,000. Included in these results (a) the amount of the item included in
to be reconciled in Parts II and III with are foreign disregarded entity FDE1 the net income (loss) reported on Part I,
the foreign corporation’s taxable with net income of $30,000, foreign line 11. For each line item, report in
income reported on Form 1120-F, disregarded entity FDE2 with net loss of column (e) the amount included in
Section II, line 29. ($5,000), and NI’s net income of determining taxable income (loss) on

$40,000. FDE1 and FDE2 both have Form 1120-F, Section II, line 29.In all cases, Part I, line 11, includes effectively connected income that give
the net income of only those entities A foreign corporation is not requiredrise to U.S. booked liabilities. Interest
whose income is eligible to be included to complete columns (a) and (e) for theincome of $5,000 received by FC from
under U.S. tax principles, in whole or first tax year the foreign corporation isNI is eliminated in the preparation of
part, on the U.S. income tax return for required to file Schedule M-3. Thethese statements.
the tax year. It is not permissible to corporation must complete columns (a)

FC must answer “Yes” to Questionremove the net income of and (e) for all tax years it is required to
B. FC must report on Part I, line 4,non-includible entities reportable on line file Schedule M-3 that are subsequent
$120,000. The results of FDE1 and7 above and then add back such to the first tax year the corporation is
FDE2 are not reported on Part I, line 5,income on lines 8 through 10, such that required to file Schedule M-3.
since their results are already includedthe amount reported on line 11 includes

If, for any tax year (or tax years)on Part I, line 4. NI’s income of $40,000the net income of entities not eligible to
prior to the first tax year a foreignis reported on Part I, line 7, because NIbe includible in the U.S. income tax
corporation is required to file Scheduleis a nonincludible entity. The $5,000 ofreturn.
M-3, a foreign corporation voluntarilyinterest income is reported on Part I,

Example 5. Foreign corporations files Schedule M-3 in lieu of Scheduleline 8. Assuming no other adjustments
other than a bank. FC is a foreign M-1, then in those voluntary filing yearsare required on Part I, lines 9 and 10,
corporation other than a bank engaged the corporation is not required tothe total income reported on Part I, line
in trade or business within the United complete columns (a) and (e). In11 is $85,000 ($120,000 – $40,000 +
States and required to file Form 1120-F addition, in the first tax year the foreign$5,000).
and Schedule M-3. FC does not have corporation subsequently is required toExample 7. Foreign bank. FC is aincome statements that report its file Schedule M-3, the corporation is notforeign corporation that is a banknon-consolidated, worldwide income, required to complete columns (a) andengaged in trade or business within thebut FC does have unaudited income (e) of Parts II and III.United States and required to file Formstatements for the set(s) of books it

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

are not included in such income Although FC must answer “Yes” to 4. Report on Part II, line 28,
statements. These locations do not Question B, FC must not report on Part columns (b) through (d), the total of
have effectively connected income on I, line 4, the results of these Part II, lines 1 through 27, columns (b)
set(s) of books that give rise to U.S. non-consolidated, worldwide, certified through (d) respectively, and
booked liabilities. The financial net audited income statements. FC must 5. Report on Part II, line 28, column
income of such foreign locations is also answer “No” to Question D. FC (e), the sum of Part II, line 28, columns
$25,000. must report on Part I, line 4, the amount (a), (b), (c) and (d).
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Note. Part II, line 28, column (e), must (and therefore included in column (a)) dealing income in Part II, line 16 and
equal the amount on Form 1120-F, that are disregarded under U.S. tax other income from non-Schedule L
Section II, line 29. principles are permanent differences books reportable in Part II, line 23.

reportable as negative amounts in Such income is apportioned to ECI andExample 8. For the 2007, 2008,
column (c). reported in column (d) as a positiveand 2009 tax years, foreign corporation

number. For amounts reportable in Part If interbranch amounts recorded onA has total assets on the last day of the
II, if the apportioned amount is a loss,Schedule L books are treated astax year as reported on Schedule L,
report such loss as a negative numberthird-party amounts under Proposedline 17, column (d), of $8 million, $11
in column (d). In column (e), combineRegulations section 1.863-3(h) of themillion, and $12 million, respectively. A
the amounts in columns (a), (b), (c) andglobal dealing rules, or recognitionis required to file Schedule M-3 for its
(d), to determine the amount of eachtreatment is otherwise provided under2008 and 2009 tax years.
line item apportioned to ECI. Seean Advance Pricing Agreement orFor its 2007 tax year, A voluntarily special reporting instructions forMutual Agreement Procedure, thenfiles Schedule M-3 in lieu of Schedule reporting amounts in column (d) forsuch interbranch amounts are treatedM-1 and does not complete columns (a) substitute dividend and substituteas amounts subject to apportionmentand (e) of Parts II and III. interest income in Part II, lines 3c andbetween non-ECI and ECI in columns
4b and for the allocation andFor A’s 2008 tax year, the first tax (d) and (e) and not as permanent
apportionment of interest expense inyear that A is required to file Schedule differences in column (c).
Part III, line 26. Expenses allocableM-3, A is only required to complete Part Amounts that are apportionable to from Schedule H, line 21 are reportableI and columns (b), (c) and (d) of Parts II non-ECI are generally reportable only in in Part III, line 31 in columns (d) and (e)and III. column (d). However, some amounts as a positive number.For A’s 2009 tax year, A is required may be both permanent differences

Columns (d) and (e). Foreignto complete Schedule M-3 in its under U.S. tax principles and also be
corporations other than banks.entirety. apportioned to non-ECI under section
Foreign corporations other than banks864(c).In addition, for A’s 2008 tax year, A use column (d) to report

may voluntarily complete Schedule M-3  A permanent difference may not be apportionments only to non-ECI. In Part
in its entirety. double-counted by including it a second II, column (d) report apportionments of

time in column (d). In such income as a negative amount andColumns (b), (c), and (d) circumstances, where an amount report losses as a positive number.The temporary and permanent includible in column (a) is both a Combine columns (a), (b), (c) and (d) todifferences reportable in columns (b) permanent difference and reconcile the amount apportioned toand (c) are those book tax differences apportionable to non-ECI, the amount is ECI in column (e). For Part III, exceptdetermined through a comparison of reported in column (c) and not in for lines 26 and 31, report expensesthe financial statement and tax column (d). Accordingly, non-ECI that are apportioned to non-ECI as aamounts, under the Code or an tax-exempt interest is reported in negative number in column (d). Seeapplicable treaty, for each of the line column (c) as a permanent difference special instructions for the reporting ofitems included in Part I, line 11 and under U.S. tax principles. No additional interest expense on line 26.shown on Parts II and III. apportionment is necessary in column Corporations other than banks do not
(d) for such amounts.Column (b). Temporary book tax report the allocation of expenses under

differences. In column (b), report the Special treatment may apply for Regulations section 1.861-8 from
book tax difference for each item column (c) reporting on Part III, lines Schedule H (Form 1120-F), line 21, on
expected to reverse in a future year or 26d (U.S. source substitute interest Schedule M-3, Part III, line 31.
which reverses a prior year difference payments), 26e (interest equivalents), Part III, lines 26d, 26e and 27. In
(whether or not so reported on a prior and 27 (U.S. source substitute dividend Part III, line 26d (substitute interest
year’s Schedule M-3). Temporary payments). See instructions for those payments), line 26e (interest
differences that increase the amount lines below. equivalents) and line 27 (substitute
shown in column (a) are reported as a Apportionments between dividend payments), amounts in these
positive number. effectively and non-effectively categories paid by the foreign

Column (c). Permanent book tax connected income (ECI and corporation that are not included in
differences. In column (c) report any non-ECI).  The combination of column (a) are reported in column (c)
book tax difference not expected to columns (a), (b) and (c) results in the as a positive number. Amounts
reverse in a future year, and that also gross taxable income or deduction described in lines 26d, 26e and 27 are
does not constitute a reversal of a prior amount under U.S. tax principles for reported in column (c) whether or not
year difference. The determination each line item in Parts II and III that is any of the amount is apportionable in
whether a difference is temporary or eligible for allocation and apportionment whole or in part to ECI in column (e).
permanent should be based on the between ECI and non-ECI. Column (d) is used for these line items
facts available at the time the foreign only to apportion amounts to non-ECI.Columns (d) and (e). Foreign
corporation files its U.S. tax return. If bank. Column (d) is used to report the Example 9. FC is a foreign bank
the foreign corporation is unable to combined amount of columns (a), (b), that is required to file Form 1120-F and
determine whether a difference and (c) that is allocated and Schedule M-3. FC included on Part I,
between column (a) and column (e) for apportioned to non-ECI. If an amount line 11, $100 of interest income, of
an item will reverse in a future tax year apportioned to non-ECI is included in which $60 is effectively connected
or reverses a prior year book tax column (a), then report such amount as tax-exempt interest income and $40 is
difference, report the difference for that a negative number in column (d). If the noneffectively connected tax-exempt
item in column (c). apportioned amount included in column interest income. In addition, FC

Amounts that are permanent (a) is a loss, then include the included on Part I, line 11, $300 of fee
differences that reduce the income or apportioned loss as a positive number and commission income that was
expense amount shown in column (a) in column (d). Certain income may be recognized for U.S. tax purposes in a
are recorded as negative numbers. For apportioned to ECI that is not reported prior year. FC also included $400 of
example, interbranch income and on the Schedule L books and is not meals and entertainment expenses of
expense amounts recorded on a foreign reportable in column (a). These which $200 is deductible under section
bank’s books reportable on Schedule L amounts include allocable global 274. FC determines that 60% of its
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deductions under U.S. tax principles permissible method other than the rules Interbranch income should have been
are allocable to noneffectively of section 864(c) and 882 to determine eliminated in arriving at the adjusted
connected income. its profits attributable to a U.S. non-consolidated income reportable on

permanent establishment, check the Part I, line 11. To the extent suchFCs reports on Part II, line 4a,
“Yes” box for Question A on Part I of interbranch amounts are attributable tocolumn (a), the $100 of tax-exempt
Schedule M-3. If an eligible treaty is a U.S. permanent establishment underinterest income. FC reports ($100) of
elected, the foreign corporation must Article 7 of an applicable income taxpermanent book tax difference on line
report on Form 1120-F, Section II, its treaty, the amounts are also includible4a, column (c) to eliminate the
business profits attributable to its U.S. as a book tax difference if they aretax-exempt interest income. No amount
permanent establishment under such reported in business profits under anis reportable on line 4a, column (d)
income tax treaty that applies the eligible treaty-based tax return position.since all of the income is a permanent
OECD Transfer Pricing Guidelines in Such amounts are reported asdifference under U.S. tax principles
lieu of the effectively connected income permanent differences in column (c)without regard to its allocation between
rules of sections 864 and 882. When and included in column (e). Third-partyeffectively and noneffectively connected
business profits are reported on Form amounts included in worldwide incomeincome. FC also includes on Part II, line
1120-F, Section II under an eligible that are not attributable to the U.S.7, column (a), the $300 of fee and
treaty in lieu of the effectively permanent establishment should becommission income. Since this amount
connected income rules of the Code, reported in the following manner:was already recognized in a prior year
the treatment of items in columns (c)for U.S. tax purposes, FC reports on Columns (b) and (c). Temporary
and (d) must be adapted to apply theline 7, column (b), a temporary and permanent differences are
concepts of the applicable treaty.difference of ($300). On Part III, line 10, determined in accordance with the

column (a), FC includes the $400 of Foreign bank treaty-based reporting. above instructions for these columns,
meals and entertainment expenses. FC If the foreign corporation is a foreign except that each line in column (e) is as
first computes its limitation under bank, interbranch income and expense determined below.
section 274 before determining the and noneffectively connected income Column (d). Differences for
amount allocable to noneffectively are not treated as permanent amounts not attributable to a U.S.
connected income for purposes of differences to the extent such items are permanent establishment are reported
column (d). Therefore, FC reports in on attributable to the U.S. permanent as a negative number in column (d).
Part III, line 10, column (c), a establishment and are also included in Differences for losses not attributable to
permanent difference of ($200). FC the net income (loss) reported on Part I, a U.S. permanent establishment are
then determines the 60% of remaining line 11. For any item reported on Part I, reported as a positive number in Part II.
meals and entertainment expense that line 11 that is attributable to the foreign

Column (e).  Combine columns (a),is allocable to noneffectively connected corporation’s U.S. permanent
(b), (c) and (d) and report the income orincome and reports this $120 on Part establishment, such amounts may have
deduction for each line item that isIII, line 10, column (d) as a negative temporary differences under U.S. tax
includible in business profits attributableamount. FC combines columns (a), (b), principles (e.g., depreciation deductions
to the U.S. permanent establishment in(c) and (d) and reports the $80 includible in column (a) may have
column (e).deductible amount in line 10, column temporary book tax differences

(e). Example 11. Treaty-basedreportable in column (b)). For amounts
reporting of business profits. FC isreported in Part II, column (a), do notExample 10. The facts are the
a foreign bank that has three sets ofreport as permanent differences,same as in Example 9, except the $100
books that give rise to U.S. bookinterbranch interest or other interbranchof tax-exempt interest is not included
liabilities under Regulations sectionincome in column (c) or noneffectivelyon Part I, line 11, and is therefore
1.882-5(d)(2)(iii) and that are reportableconnected income including foreignexcluded from Part II, line 4, column
on Form 1120-F, Schedule L. Two ofrelated party interest, dividends or(a). Because the $100 of tax-exempt
the books are maintained in the Unitedroyalties that are not effectivelyinterest income is allocable to both ECI
States by its U.S. branch. The thirdconnected income under sectionand non-ECI, it has significance in
book is a portfolio of effectively864(c)(4)(D) in column (d) to the extentdetermining the allocation of expenses
connected loans that are recorded,such amounts are attributable to theunder indirect methods under
managed and funded in FC’s homeU.S. permanent establishment underRegulations section 1.861-8, and is
office in Country X. The three booksthe OECD Transfer Pricing Guidelines,therefore required to be reported on
are consolidated for Form 1120-F,applied by analogy. For foreign banks,Part II, line 23 as income not included
Schedule L reporting purposes. FC filesif any amounts are not reported in Partin the Schedule L books that is
its Form 1120-F and Schedule M-3II, column (a), as part of the set(s) ofallocable and apportionable to ECI.
under an eligible treaty to report itsbooks that constitute the books of theBecause no amount is includible in
business profits attributable to its U.S.U.S. permanent establishment, but arecolumn (a), the full $100 of tax-exempt
permanent establishment in lieu ofattributable to the U.S. permanentinterest is reported in column (d) as a
reporting its net effectively connectedestablishment under application of thepositive number and in column (c) as a
income under sections 864 and 882.OECD Transfer Pricing Guidelines,negative number . As a result, there is
The two books maintained in the Unitedsuch amounts are included asno amount reportable in column (e).
States are primarily attributable to FC’spermanent differences in columns (c)

Treatment of Items Under an U.S. permanent establishment. Theand (d). Report in column (e) all
third set of books that constitutes a setamounts that are attributable to theEligible Treaty-Based Return
of books for Regulations sectionpermanent establishment.Position 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.
establishment in the year FC files itsPermanent Establishment Foreign 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
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income: $500 of interbranch interest U.S. permanent establishment in whether the fines or penalties are civil
income, $200 of noneffectively column (d). No additional expenses are or criminal, regardless of the
connected interest income, and $1,200 attributable to the U.S. permanent classification, nomenclature, or
of effectively connected income under establishment from the home office, terminology attached to the fines or
Code-based principles. FC has $1,000 which would have been reportable in penalties by the imposing authority in
of third party interest expense and $400 column (d). its actions or documents.
of interbranch interest expense on the Assume that a foreign corporationSchedule M-3 Reportingbooks of its U.S. permanent would be required to report in column
establishment that is priced at arm’s Requirements for (a) of Parts II and III the amount of an
length with its home office. Each type of item specifically listed on Schedule M-3Regulations Sectioninterest expense is also attributable to in accordance with the preceding1.6011-4(b) Reportableits U.S. permanent establishment. On paragraphs, except for the fact that the
the two sets of books maintained in the Transactions corporation has capitalized the item of
United States, FC has other third party If an amount is attributable to a income or expense and reports the
expenses of $325 attributable to the reportable transaction described in amount in its income statement balance
permanent establishment.) FC also has Regulations section 1.6011-4(b), the sheet or in asset and liability accounts
$100 of income attributable to its U.S. amount must be reported in columns maintained in the corporation’s books
permanent establishment that is (a), (b), (c), (d) and (e), as applicable, and records instead of in its income
recorded in its home office on set(s) of of Part II, line 12 (items relating to statement. In that case, the foreign
books that are predominantly not reportable transactions), regardless of corporation must report the proper tax
attributable to FC’s U.S. permanent whether the amount would otherwise be treatment of the item in columns (b),
establishment. FC determines that $75 reported on Part II or Part III of (c), (d), and (e), as applicable.
of its book interest expense must be Schedule M-3. Thus, if a taxpayer files Furthermore, in applying thedisallowed after equity capital is Form 8886, Reportable Transaction preceding paragraphs, a foreignallocated to the U.S. permanent Disclosure Statement, the amounts corporation is required to report inestablishment under the OECD attributable to that reportable column (a) of Parts II and III the amountTransfer Pricing Guideline principles transaction must be reported on Part II, of any item specifically listed onapplicable to Article 7 of the treaty. line 12. Schedule M-3 that is included on Part I,

FC reports $350 of treaty-based A corporation is required to report in line 11, regardless of the nomenclature
profits attributable to its U.S. permanent column (a) of Parts II and III the amount associated with that item in the income
establishment as follows: of every item specifically listed on statements or books and records.

Schedule M-3 that is in any mannerOn Part II, line 4a, column (a), Accurate completion of Schedule M-3
included in the foreign corporation’s$1,900 of interest income is reported requires reporting amounts according to
current year income statement netfor the total interest income of the set(s) the substantive nature of the specific
income (loss) or in an income orof books attributable to the U.S. line items included in Schedule M-3 and
expense account maintained in thepermanent establishment. In column consistent reporting of all transactions
corporation’s books and records, even(c), $100 is reported as a permanent of like substantive nature that occurred
if there is no difference between thatdifference for the income not included during the tax year.
amount and the amount included inon the set(s) of books reported on Form For example, all expense amountstaxable income. However, this reporting1120-F, Schedule L. In column (e), the that are included in the incomeis not required in cases where (a) thesetotal interest of $2,000 is reported as statements or exist in the books andinstructions provide otherwise, or (b)income attributable to the U.S. records that represent some form ofthe amount is attributable to apermanent establishment. “Bad debt expense” must be reportedreportable transaction described inOn Part III, line 26a, the U.S. on Part III, line 24, column (a),Regulations section 1.6011-4(b) and ispermanent establishment’s book regardless of whether the amounts aretherefore reported on Part II, line 12.interest expense of $1,400 is reported recorded or stated under different

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

On Part III, the $325 of book Similarly, all fines and penalties includes lines for specific items of
expenses 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 of
respective categories. No adjustments penalties are assessed, must be the item on the applicable line,
are made in this example in column (b) included on Part III, line 11, column (a), regardless of whether or not there is
for temporary differences or to business regardless of the authority that imposed any difference for the item. If there is a
profits that are not attributable to the the fines or penalties, regardless of difference for the income item, or only a
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portion of the income item has a amount attributable to that item) must attributable to the allowance for
difference and a portion of the item be separately stated and adequately uncollectible accounts receivable on
does not have a difference, and the disclosed on the applicable line of Part III, line 24, Bad debt expense, and
item is not described in Part II, lines 1 Schedule M-3, or any schedule must separately state and adequately
through 23, report and describe the required to be attached, even if the disclose the amounts attributable to the
entire amount of the item on Part II, line amounts are below a certain dollar other reserve, for warranty costs, on a
24. amount. required attached schedule that

supports the amounts on Part III, lineWith limited exceptions, Part III Example 12. Temporary 32.includes lines for specific items of differences. Foreign corporation FCexpense, allocation, or deduction Example 14. Non-ECI and ECIhas been filing a Form 1120-F from its(“expense items”). If an expense item is apportionment of temporary2000 tax year through the present. Thedescribed on Part III, lines 1 through
differences. Corporation E wasincome statement year is identical to31, report the amount of the item on the
required to file Schedule M-3 for itsthe tax year. FC placed in service tenapplicable line, regardless of whether or
2007 tax year and is required to filedepreciable, fixed, U.S. assets duringnot there is a difference for the item. If
Schedule M-3 for its 2008 tax year. Theits 2000 tax year. FC was required tothere is a difference for the expense
income statement year is identical tofile Schedule M-3 for its 2007 tax yearitem, or only a portion of the expense
the tax year. At the beginning of theand is required to file Schedule M-3 foritem has a difference and a portion of
2008 tax year, E establishes anits 2008 tax year. FC’s totalthe item does not have a difference and
allowance for uncollectible accountsthe item is not described in Part III, depreciation expense for its 2008 tax

lines 1 through 31, report and describe receivable (bad debt reserve) ofyear for five of the assets is $50,000 for
the entire amount of the item on Part III, $100,000, all of which is related toincome statement purposes and
line 32. assets that give rise to effectively$70,000 for U.S. income tax purposes.

connected income. During 2008, EFC’s total annual depreciation expense
If there is no difference between the increased the reserve by $250,000 forfor its 2008 tax year for the other fivefinancial accounting amount and the additional accounts receivable that mayassets is $40,000 for income statementtaxable amount of an entire item of become uncollectible, of whichpurposes and $30,000 for U.S. incomeincome, loss, expense, or deduction $150,000 is related to assets that givetax purposes. In its income statements,and the item is not described or

rise to effectively connected income.FC treats the differences betweenincluded in Part II, lines 1 through 24,
Additionally, during 2008, E decreasesincome statement and U.S. income taxor Part III, lines 1 through 32, report the
the reserve by $75,000 for accountsdepreciation expense as giving rise toentire amount of the item in columns (a)
receivable that were discharged intemporary differences that will reverseand (e) of Part II, line 27.
bankruptcy during 2008, of whichin future years. FC must combine all of

Separately stated and adequately $50,000 is related to assets that giveits depreciation adjustments.
disclosed. Each difference reported in rise to effectively connected income.Accordingly, for its 2008 tax year, FC
Parts II and III must be separately The balance in the reserve account onmust report on Part III, line 23
stated and adequately disclosed. In the last day of the 2008 tax year, isdepreciation expense as shown on its
general, a difference is adequately $275,000, of which $200,000 relates toincome statement of $90,000 in column
disclosed if the difference is labeled in assets that give rise to effectively(a), a temporary difference of $10,000
a manner that clearly identifies the item connected income. The $100,000in column (b), and U.S. income tax
or transaction from which the difference amount to establish the reservedepreciation expense of $100,000arises. For further guidance about account and the $250,000 to increaseapportionable between non-ECI andadequate disclosure, see Regulations the reserve account are expenses onECI in column (d) and column (e).section 1.6662-4(f), Rev. Proc. E’s 2008 income statements, but are2004-45, 2004-31 I.R.B. 140, and Rev. Example 13. Bad debt and not deductible for U.S. income taxProc. 2005-75, 2005-50 I.R.B. 1137. If warranty reserves. Foreign purposes in 2008. However, of thea specific item of income, gain, loss, Corporation D was required to file $75,000 decrease to the reserve, onlyexpense, allocation or deduction is Schedule M-3 for its 2007 tax year and $50,000, which is attributable to assetsdescribed on Part II, lines 1 through 24, is required to file Schedule M-3 for its that give rise to effectively connectedor Part III, lines 1 through 32, and the 2008 tax year. The income statement income, is deductible for U.S. incomeline does not indicate to “attach

year is identical to the tax year. On the tax purposes in 2008.schedule” or “attach details,” and the
last day of its 2008 tax year, Dspecific instructions for the line do not
establishes two reserve accounts in the In its income statements, E treatscall for an attachment of a schedule or
amount of $100,000 for each account. the reserve account as giving rise to astatement, then the item is considered
One reserve account is an allowance temporary difference that will reverse inseparately stated and adequately
for accounts receivable that are future tax years. E must report on Partdisclosed if the item is reported on the
estimated to be uncollectible. The III, line 24, Bad debt expense, for itsapplicable line and the amount(s) of the
second reserve is an estimate of future 2008 tax year income statement baditem(s) are reported in the applicable
warranty expenses. Both reserves are debt expense of $350,000 in columncolumns of the applicable line.
only for assets that give rise to (a). The temporary difference of

Note. A schedule or explanation may effectively connected income. In its ($275,000) is determined under U.S.
be attached to any line even if none is income statements, D treats the two tax principles and reported in column
required. reserve accounts as giving rise to (b) without regard to its effectively or

temporary differences that will reverse noneffectively connected character.Except as otherwise provided,
in future years. The two reserves are The amounts allocable to noneffectivelydifferences for the same item must be
expenses for D’s 2008 income connected income are then determinedcombined or netted together and
statements but are not deductions for and reported in column (d). FC mustreported as one amount on the
U.S. income tax purposes in 2008. D report the $(25,000) allocable toapplicable line of Schedule M-3.
must not combine the Schedule M-3 noneffectively connected income inHowever, differences for separate items
differences for the two reserve column (d) and U.S. income tax badmust not be combined or netted
accounts. D must report the amounts debt expense of $50,000 in column (e).together. Each item (and corresponding
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• Original issue discount, imputed substitute dividend payments receivedPart II. Reconciliation of interest, and phantom income in custody for another owner of the
reportable on Part II, line 20; substitute payment.Net Income (Loss) per • Fines and penalties reportable on Note. U.S. source substitute dividend
Part III, line 11;Income Statement of payments are characterized as• Judgments, damages, awards and dividends only to the extent they areNon-Consolidated similar costs, reportable on Part III, line not effectively connected with the
12;Foreign Corporations foreign corporation’s trade or business• Amounts reported on Part II, line 17, within the United States. U.S. sourcewith Taxable Income per Sales versus lease; and effectively connected substitute• Amounts reported on Part III, line 25, dividends are characterized as “otherReturn Purchase versus lease. income.” See Rev. Rul. 60-177, 1960-1Note. Foreign corporations report, on

CB 9. U.S. source substitute dividendslines 1 through 25 and 27 in column (a), Lines 3a through 3b. Dividends received by the foreign corporation maythe gross income amounts included in Report on the lines 3a through 3b, also be reportable on Form 1120-F,the financial net income (loss) reported column (a), the amount of dividends Section I.on Part I, line 11. See the instructions included in Part I, line 11 from foreignfor Part I, line 11 for reporting Example 15. FC, a foreign bankand U.S. entities. Report on lines 3adifferences between foreign banks and resident in Country X, is engaged in athrough 3b, column (e), the amount offoreign corporations other than a bank. banking trade or business within theany dividends included in taxable
United States through a U.S.income on Form 1120-F, Section II, line
permanent establishment. FC has an4. Do not include on lines 3a throughLine 1. Gross Receipts or Sales
income tax treaty with the United States3b dividends from global securitiesEnter total gross receipts or sales net of that imposes a 15% tax on grossdealing which are reportable on Part II,returns and allowances. In column (e), portfolio dividends received by theline 16c, or dividends reportedenter the amount from Form 1120-F, corporation that are not attributable to aelsewhere (e.g., line 12 for reportableSection II, line 1c. Do not report gross U.S. permanent establishment. FCtransactions). Any effectively connectedreceipts resulting from reportable records securities lending transactionsdividends from corporations reported bytransactions (line 12), sale of securities with respect to U.S. and foreign stocksthe foreign corporation under the equitythat are marked to market (line 14), on its home office set(s) of books.method are reported in columns (c) andcurrency gains and losses from other These set(s) of books do not give rise(e) of this line, as described in thesection 988 transactions (line 15), or to U.S. booked liabilities underinstructions for Part II, line 8.receipts or sales of securities from Regulations section 1.882-5(d)(2)(iii)

global securities dealings (line 16). and are not reportable on Form 1120-F,Line 3c. Substitute Dividend
Schedule L. FC receives $200 ofPayments ReceivedLine 2. Cost of Goods Sold substitute dividends from transactions

Report on line 3c, the gross substitute described in section 1058, all of whichReport on line 2 any amounts deducted
dividend payments received with are not effectively connected with FC’sas part of cost of goods sold during the
respect to securities loans under trade or business within the Unitedtax year, regardless of whether the
section 1058 or substantially similar States and are not attributable to FC’samounts would otherwise be reported
transactions, or from sale repurchase U.S. permanent establishment. Underelsewhere in Part II or Part III.
transactions, as described in Regulations sections 1.861-3(a)(6) andHowever, do not report the items
Regulations sections 1.861-3(a)(6), 1.881-2(b)(2), the substitute dividendsmentioned in the next paragraph on this
1.864-5(b)(2)(ii), and 1.881-2(b)(2). Do are sourced and characterized as U.S.line 2. Examples of amounts that must
not net substitute dividend payments source dividends. Under FC’s treatybe included on line 2 are amounts
received against any substitute with the United States, the dividendsattributable to inventory valuation, such
dividend payments made by the foreign are subject to a 15% gross basis tax.as amounts attributable to cost-flow
corporation to another securities lender.assumptions, additional costs required The substitute payments are notForeign banks must also report into be capitalized (including reportable on Part I, line 11, or Part II,column (c) all U.S. source substitutedepreciation) such as section 263A line 3c, column (a). FC must reportdividend payments received ascosts, inventory shrinkage accruals, $200 of dividends on line 3c, column (c)beneficial owner to the extent they areinventory obsolescence reserves, and as a positive number. On line 3d,not already included in Part I, line 11.lower of cost or market (LCM) column (d), the $200 is reported as aThe U.S. source substitute paymentswrite-downs. Attach a schedule negative number. FC enters zero inare reportable on line 3c whether or notseparately stating each item included column (e). On Form 1120-F, Section I,such payments received are effectivelyon this line and the amount for each FC must report the substitute dividendsconnected income. For example,column. received that are not reported by thesubstitute dividends received by a

withholding agent on Form 1042-S.foreign bank that are all recorded onDo not report the following on this
set(s) of books that are not reported online 2: Line 4a. Interest IncomeForm 1120-F, Schedule L, must report• Amounts reportable on Part II, line Excluding Interest Equivalentsthese U.S. source payments received12;
as a positive number in column (c) and Report on Part II, line 4a, column (a),• Any gain or loss from inventory reverse the non-ECI portion of the total the total amount of interest income

hedging transactions reportable on Part in column (c) as a negative number in included in Part I, line 11, and report on
II, line 13; column (d). Reporting in column (c) and Part II, line 4a, column (e), the total• Mark-to-market income or (loss) (d) for substitute dividends is required amount of interest income included on
under section 475 reportable on Part II, even if no amount would be reported in Form 1120-F, Section II, line 5, that is
line 14; columns (a) and (e). Any U.S. source not required to be reported elsewhere
• Global dealing income reportable on substitute dividends that are effectively in Part II. In columns (b) or (c), as
Part II, line 16; connected with the foreign corporation’s applicable, adjust for amounts treated
• Section 481(a) adjustments related to trade or business within the United for U.S. income tax purposes as
cost of goods sold or inventory States are reportable in column (e), interest income that are treated as
valuation reportable on Part II, line 18; however. Do not report on any line some other character of income in the
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income statements, or vice versa. All is recorded on set(s) of books that are report periodic income with respect to
interbranch interest income included on not reported on Form 1120-F, Schedule notional principal contracts on Part II,
Part I, line 11, that is excluded from L, are reportable in column (c) and the line 4c. Such amounts are generally
taxable income is reported as a non-ECI portion is reversed as a reportable on other lines, such as that
permanent difference in column (c). For negative amount in column (d). Both for hedging transactions (line 13),
foreign corporations other than banks, U.S. and foreign source substitute global dealing (line 16c) or if the
see the instructions for Part I, line 8, interest that is effectively connected corporation is a mere investor in
regarding eliminations of interbranch with the foreign corporation’s trade or notional principal contracts, on line 24
transactions. business within the United States is (other income (loss) items with

reportable in line 4b, column (e). differences).Do not report on this line 4a, in any
Do not report on line 4b substitutecolumn, amounts reported in Do not report on this line 4c,

interest payments received in custodyaccordance with instructions for Part II, amounts reported in accordance with
for another owner of the substitutelines 4b, 4c, 9, 10, 11, 12, 13, 16a, 20 instructions for Part II, lines 4a, 4b, 9,
payment.and 23. 10, 11, 12, 13, 16a, 20 and 23.

Report all substitute interestExample 16. FC is a foreign bank Line 5. Gross Rental Incomepayments received on line 4b whetherthat is required to file Form 1120-F and
Report on line 5, gross rental incomeor not such amounts are characterizedSchedule M-3. FC included on Part I,
that is treated as rental income for bothas interest or other income under theline 11, the following interest income
the taxpayer’s financial reportingCode.items totaling $2,000: $600 of
purposes and for U.S. income taxinterbranch interest income; $100 of Note. U.S. source substitute interest
purposes. Gross rents that aretax-exempt interest, $60 of which is payments received are characterized
recorded as a sale for financialeffectively connected; $300 of interest as “other income” to the extent such
purposes and as rental income forincome with respect to securities amounts are effectively connected with
federal tax purposes or vice-versa, aredescribed in Regulations section the foreign corporation’s trade or
reportable on Part II, line 17, instead of1.864-4(c)(5)(ii)(b)(3) (“10% rule business within the United States. See
line 5.securities”), $150 of which is allocable Rev. Rul. 80-135, 1980-12 C.B. 18.

to noneffectively connected income U.S. source substitute interest received Line 7. Fee and Commissionunder the rule of that paragraph; and by the foreign corporation may also be Income$1,000 of other effectively connected reportable on Form 1120-F, Section I.
Report on line 7, column (a), anyinterest income. Example 17. FC, a foreign bank, amounts included on Part I, line 11, asFC reports on Part II, line 4a, column receives $1,000 of gross U.S. source gross fee and commission income.(a) all $2,000 of this interest income. substitute interest payments with Such income generally includes incomeFC reports ($700) as a permanent respect to sale repurchase agreements. with respect to services performeddifference on line 4a, column (c), to FC also has $200 of gross U.S. source (e.g., fees for brokerage serviceeliminate all $100 of the tax-exempt substitute interest with respect to transactions and negotiation letters ofinterest income (including the securities loans of municipal bonds in credit). Do not include amountsnoneffectively connected portion) and transactions described in section 1058. reportable on Part II, line 4c.all $600 of the interbranch interest All of the substitute interest received

income. FC must also report ($150) of was included on FC’s set(s) of books Line 8. Income (Loss) From
noneffectively connected interest reported on Form 1120-F, Schedule L Equity Method Corporations
income from its “10% rule securities” in and is reportable on Part I, line 11.

Report on line 8, column (a), thecolumn (d) as a negative amount. FC FC must report all $1,200 of the income statement income (loss)combines columns (a), (b), (c) and (d) substitute interest in column (e) as included in Part I, line 11, for anyand reports $1,150 of effectively effectively connected income. The $200 corporation accounted for on the equityconnected interest income in column of U.S. source ECI substitute interest method. Remove such amount in(e). received from the municipal bond column (b) or (c), as applicable. Include
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 in

sale repurchase transactions, or similar Regulations section 1.881-2(a)(2). Lines 9 and 10. Income (Loss)
transactions, as described in Accordingly, no amount of the payment from PartnershipsRegulations sections 1.861-2(a)(7), is reportable in column (c) as a Note. The income (loss) reported in1.864-5(b)(2)(ii) and 1.881-2(a)(2). Do permanent difference. column (e) must reconcile with thenot net substitute interest payments

effectively connected taxable incomeLine 4c. Interest Equivalentsreceived against substitute interest
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, Report on line 4c, interest income 1120-F).including payments made with respect equivalents other than substitute

to “matched book” transactions, or any Except as provided below for certaininterest reportable on line 4b or other
similar transaction. foreign partnership interests ofinterest 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

or not such payments are included in respect to certain financial transactions 1. Report in column (a), the sum of
Part I, line 11, and whether or not such that do not give rise to interest under the corporation’s distributive shares of
payments are effectively connected section 163 (e.g., financial guarantee all items of income, gain, deduction and
income. All U.S. sourced substitute fees, and acceptance confirmation and loss from a U.S. or foreign partnership
interest received by a foreign bank that standby letter of credit fees). Do not that are included in Part I, line 11;
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2. Report in column (b) or (c), as the partnership interest. It would Line 11. Income (Loss) from
applicable, except for amounts instead report the income and other Other Pass-Through Entities
described for column (e) below, the items from the partnership interest for For any interest in a pass-through entitysum of all differences, if any, column (e) purposes based on the (other than an interest in a partnershipattributable to the corporation’s reporting for each line included in the reportable on Part II, line 9 or 10, asdistributive share of income or loss from income statement. However, if a foreign applicable) owned by the corporation,a U.S. or foreign partnership. In column corporation allocates interest expense report the following on line 11:(c), the corporation’s distributive share under the separate currency pools 1. Report in column (a), the sum ofof interest expense from all of its method in Regulations section the corporation’s distributive share ofpartnership interests reported in column 1.882-5(e) or allocates excess interest income or loss from the pass-through(a) must be reversed as a permanent expense under Regulations section entity that is included in Part I, line 11;difference. Enter the amount of all such 1.882-5(d)(5), and interest expense 2. Report in column (b) or (c), asinterest expense as a negative number included in the foreign corporation’s applicable, the sum of all differences, ifin column (c). The amount of distributive share of a foreign any, attributable to the pass-throughpartnership interest expense allowed as partnership is included in such entity. In column (c), the corporation’sa deduction against effectively allocation, see the instructions for Part distributive share of interest expenseconnected income is reported in Part III, line 26a, for the required reporting. from all of its partnership interestsIII, lines 26b and 26c from Schedule I

reported in column (a), must be(Form 1120-F), lines 23 and 24. Note: Example 18. FC is a calendar year reversed as a permanent difference.The amount of partnership interest taxpayer that was required to file Enter the amount of all such interestexpense reported as a permanent Schedule M-3 for its 2007 tax year and expense as a negative number indifference in column (c) on lines 8 and is required to file Schedule M-3 for its column (c). The amount of partnership9 may not be the same amount of total 2008 tax year. FC, which is not a interest expense allowed as ainterest expense reported on Schedule foreign bank, is a partner in foreign deduction against effectively connectedP, line 14a (total column) if the M-3 partnership FP. FC prepares income income is reported on Part III, lines 26bfiling corporation reports its worldwide statements in accordance with home and 26c, from Schedule I (Formnon-consolidated financial statement country GAAP. In its income 1120-F), lines 23 and 24. Note: Theincome in Part I, line 11, and for each
statements, FC treats the difference amount of partnership interest expenseline item in Parts II and III;
between income statement net income reported as a permanent difference in3. Report in column (d), the total
and taxable income from its investment column (c) on lines 8 and 9 may not beamount of non-effectively connected
in FP as a permanent difference. For its the same amount of total interestincome that relates to the distributive
2008 tax year, FC’s income statement expense reported on Schedule P, lineshare of income or loss from a U.S. or
includes $10,000 of income attributable 14a (total column) if the M-3 filingforeign partnership;

corporation reports its worldwideto its share of FP’s net income. FC’s4. Report in column (e), except for
non-consolidated financial statementSchedule K-1 from FP reports $5,000amounts described below, the sum of
income in Part I, line 11, and for eachof ordinary income, $7,000 of long-termall amounts attributable to the
line item in Parts II and III;capital gains, $4,000 of charitablecorporation’s distributive shares of

3. Report in column (d), the totalcontributions, and $200 of section 179income or loss from a U.S. or foreign
amount of noneffectively connectedexpense. It has been determined thatpartnership (i.e., the sum of all amounts
income related to the distributive shareall of these amounts are effectivelyreportable on the corporation’s
of income or loss from the pass-throughconnected to FC’s trade or businessSchedule(s) K-1 received from the
entity;partnership (if applicable)) that is within the United States. Consequently,

4. Report in column (e), the sum ofincluded in taxable income. FC must enter the following amounts on
all taxable amounts of income, gain,Part II, line 9: $10,000 in column (a), a
loss, or deduction reportable on the($200) temporary difference in columnDo not report on Part II, line 9 or 10,
corporation’s Schedules K-1 receivedas applicable, any portion of a (b) for the section 179 deduction that is
from the pass-through entity (ifcorporation’s deduction under section effectively connected with FC’s trade or
applicable).199 (income attributable to domestic business, a permanent difference of

production activities) attributable to a ($2,000) in column (c), and $7,800 in
Do not report on Part II, line 11, anypartnership interest of the corporation. column (e). The ($2,000) permanent

portion of a corporation’s deductionA corporation must report this difference reported in column (c) is
under section 199 (income attributablededuction only on Part III, line 17. determined as the aggregate difference
to domestic production activities) evenbetween column (a) and column (e)Exclusion of certain foreign if some or all of the corporation’safter temporary differences in columnpartnership interests from line 10. deduction under section 199 is(b).Foreign corporations other than banks attributable to an interest in a

that have foreign partnership interests pass-through entity held by theExample 19. Same facts aswith no effectively connected income corporation. A corporation must reportExample 18 except that FC’s charitablefor the year need not separately report its deduction under section 199 only oncontribution deduction is whollythose interests on this line. If, however, Part III, line 19.attributable to its partnership interest inthe foreign corporation reports a
FP and is limited to $90 pursuant topartnership interest on the equity Foreign corporations other than
section 170(b)(2) due to othermethod in the income statement used banks that have interests in foreign
investment losses incurred by FC. In itsfor Part I, line 4, it may report such pass-through entities with no effectively
income statements, FC treated thisamounts in column (a) of this line. The connected income for the year need not
limitation as a temporary difference. FCcorporation should report effectively separately report those interests on this
must not report the charitableconnected amounts in column (e) line. If, however, the foreign corporation
contribution limitation of $3,910 ($4,000consistent with the reporting equity reports a pass-through interest on the
-$90) on Part II, line 9. FC must reportmethod amounts in column (a). For equity method in the income statement
the limitation on Part III, line 16, andexample, if the foreign corporation does used for Part I, line 4, it may report
report the disallowed charitablenot report the partnership interest on such amounts in column (a) of this line.
contributions of ($3,910) in columns (b)Part II, line 10, column (a), it should not The corporation should report
and (e).report any amounts in column (e) for effectively connected amounts in
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column (e) consistent with the reporting In lieu of the requirements of the loss, and reports the appropriate
preceding paragraph, a corporation will amounts required for Part II, line 12,equity method amounts in column (a).
be considered to have separately columns (a) through (e). J must reportFor example, if the foreign corporation
stated and adequately disclosed a the losses attributable to the other fivedoes not report the pass-through
reportable transaction if the corporation abandonment losses on Part II, lineinterest on Part II, line 1a, column (a), it
attaches a supporting schedule that 21e, regardless of whether a differenceshould not report any amounts in
provides the following for each exists for any or all of thosecolumn (e) for the pass-through
reportable transaction: abandonment losses.interest. It would instead report the

income and other items from the 1. A description of the reportable  Example 21. Corporation K is a
pass-through interest for column (e) transaction disclosed on Form 8886 for calendar year taxpayer that was
purposes based on the reporting for which amounts are reported on Part II, required to file Schedule M-3 for its
each line included in the income line 12; 2007 tax year and is required to file
statement. However, if a foreign 2. The name and tax shelter Schedule M-3 for its 2008 tax year. K
corporation allocates interest expense registration number, if applicable, as enters into a transaction with
under the separate currency pools reported on lines 1a and 1b, contractual protection that is a
method in Regulations section respectively, of Form 8886; and reportable transaction described in
1.882-5(e) or allocates excess interest 3. The type of reportable transaction Regulations section 1.6011-4(b)(4).
expense under Regulations section (i.e., listed transaction, confidential This reportable transaction is the only
1.882-5(d)(5), and interest expense transaction, transaction with contractual reportable transaction for K’s 2008 tax
included in the foreign corporation’s protection, etc.) as reported on line 2 of year and results in a $7 million capital
pass-through amount is included in Form 8886. loss for both financial statement
such allocation, see the instructions for purposes and U.S. income tax

If a transaction is a listed transactionPart III, line 26a, for the required purposes. It was determined that the
described in Regulations sectionreporting. entire amount is attributable to
1.6011-4(b)(2), the supporting schedule effectively connected income. Although

For each pass-through entity also must include the information the transaction does not result in a
reported on line 11, attach a supporting requested on line 3 of Form 8886. In difference, K is required to report on
schedule that provides that entity’s addition, if the reportable transaction Part II, line 12, the following amounts:
name, EIN (if applicable), the involves an investment in the ($7 million) in column (a), zero in
corporation’s end of year profit-sharing transaction through another entity such columns (b) and (c), and ($7 million) in
percentage (if applicable), the as a partnership, the supporting column (e). The transaction will be
corporation’s end of year loss-sharing schedule must include the name and adequately disclosed if K attaches a
percentage (if applicable), and the EIN (if applicable) of that entity as supporting schedule for line 12 that (a)
amounts reported by the corporation in reported on line 5 of Form 8886. sequentially numbers the Form 8886
column (a), (b), (c), (d), or (e) of line 11, and refers to the sequentially-numberedExample 20. Corporation J is a
as applicable. Form 8886-X1 and (b) reports thecalendar year taxpayer that was

applicable amounts required for line 12,required to file Schedule M-3 for its
Line 12. Items Relating to columns (a) through (e). Alternatively,2007 tax year and is required to file
Reportable Transactions the transaction will be adequatelySchedule M-3 for its 2008 tax year. J

disclosed if the supporting statement forincurred seven different abandonmentAny amounts attributable to any
line 12 includes a description of thelosses during its 2008 tax year. Onereportable transactions (as described in
transaction, the name and tax shelterloss of $12 million results from aRegulations section 1.6011-4) must be
registration number, if any, and the typereportable transaction described inincluded on Part II, line 12, regardless
of reportable transaction disclosed onRegulations section 1.6011-4(b)(5),of whether the difference, or
Form 8886.another loss of $5 million results from adifferences, would otherwise be

reportable transaction described inreported elsewhere in Part II or Part III. Line 13. Hedging TransactionsRegulations section 1.6011-4(b)(4), andThus, if a taxpayer files Form 8886 for
the remaining five abandonment losses Report on line 13, column (a), the netany reportable transaction described in
are not reportable transactions. J gain or loss from hedging transactionsRegulations section 1.6011-4, the
discloses the reportable transactions included in net income per the incomeamounts attributable to that reportable
giving rise to the $12 million and $5 statement other than:transaction must be reported on Part II,
million losses on separate Forms 8886 • Hedging transactions entered into byline 12. In addition, all income and
and sequentially numbers them X1 and a global dealing operation (see line 16expense amounts attributable to a
X2, respectively. J must separately instructions);reportable transaction must be reported
state and adequately disclose the $12 • Qualified integrated foreign currencyon Part II, line 12, columns (a) and (e)
million and $5 million losses on Part II, hedging transactions under Regulationseven if there is no difference between
line 12. The $12 million loss and the $5 section 1.988-5 (report thesethe financial amounts and the taxable
million loss will be adequately disclosed transactions on either Part II, line 4, oramounts.
if J attaches a supporting schedule for in Part III, line 26(a), column (a) as

Each difference attributable to a line 12 that lists each of the applicable);
reportable transaction must be sequentially numbered forms, Form • Hedging transactions of securities
separately stated and adequately 8886-X1 and Form 8886-X2, and with dealer property (other than a global
disclosed. A corporation will be respect to each reportable transaction dealing operation) that is
considered 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 by
sequentially numbers each Form 8886 disclosures will be adequate if the a commodities dealer that makes a
and lists by identifying number on the description provided for each loss on mark-to-market election under section
supporting 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 and
transaction and the amounts required numbers, if any, disclosed on the • Hedging transactions entered into by
for 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
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section 475(f) (see instructions for line notional principal contract is treated as engaged in a global securities dealing
14c). a hedging transaction. For U.S. tax operation, however, the income

purposes, the two securities that give generated from that activity would beDo not report the income from the
rise to noneffectively connected income reportable on line 16, columns (d) andhedged item(s) on line 13. For hedging
are capital assets that are not eligible (e) as sourced and allocated undertransactions reportable on line 13,
for ordinary treatment on disposition Proposed Regulations sectionreport in column (e) the amount of
under section 582(c). Consequently the 1.863-3(h) between non-ECI and ECI. Iftaxable income from hedging
notional principal contract does not the global dealing operation is of atransactions as defined in section
constitute a hedging transaction under foreign bank and is not includible in1221(b)(2). Use columns (b) and (c) to
section 1221(b). Regardless, the column (a), the apportionment of thereport all differences caused by treating
income gain or loss with respect to the global dealing operation’s results wouldhedging transactions differently for
notional principal contract (including be reportable in column (d) for thefinancial accounting purposes and for
any mark-to-market income from the amount of income or loss that isU.S. income tax purposes. For
hedge) is reportable as a hedging allocable to ECI. Income would beexample, if a portion of a hedge is
transaction on line 13 and is not reportable as a positive number andconsidered ineffective under GAAP but
reported on line 4b or 14b. losses would be reportable as astill is a valid hedge under section

negative number. If the global dealing1221(b)(2), the difference must be Lines 14a through 14c. set(s) of books are reportable in columnreported on line 13. The hedge of a Mark-to-Market Income (Loss) (a), either because like FC it is a brokercapital asset, which is not a valid hedge
Except as provided for global dealing dealer and not a foreign bank, or it is afor U.S. income tax purposes, must
operations reportable on line 16 and for foreign bank whose global dealingalso be reported here if it is considered
certain hedging transactions reported operation is reportable on Form 1120-F,a hedge under the corporation’s
on line 13, report on lines 14a through Schedule L, the appportionment of themethod of accounting. For instance,
14d, column (a) any amount that is global dealing operation’s results wouldtransactions that would constitute a
subject to mark-to-market treatment be reportable in column (d) for thevalid hedge for U.S. income tax
under section 475. Report on line 14a, portion that needs to be allocated topurposes but constitute hedges of
income or (loss) for securities held by a noneffectively connected income. Incapital assets solely because the asset
dealer in securities, in its capacity as a such instance, the amount of incomegives rise to noneffectively connected
dealer under section 475(a). On line allocable to non-ECI would beincome and is not eligible for ordinary
14b, report the mark-to-market reportable as a negative amount andtreatment under section 582(c), are
treatment of securities held by a dealer the amount of loss would be reportablealso reported on line 13.
other than in its capacity as a dealer as a positive number in column (d). For

Report on Part II, line 16c, hedging that is subject to the characterization all filers, columns (a), (b), (c) and (d)
transactions entered into by a global provisions of section 475(d)(3)(B). are combined to determine the ECI
dealing operation including those that Report on line 14c, the mark-to-market amount reportable in column (e).
are “risk transfer agreements” defined income of a dealer in commodities
in Proposed Regulations section Line 15. Gains (Losses) fromhaving made a valid election under
1.475(g)-2. However, income with Certain Section 988section 475(e), and on line 14d, report
respect to a risk transfer agreement Transactionsthe mark-to-market income of a trader
that is held by the foreign corporation’s in securities or commodities having Report on line 15 gains or (losses) fromnon-global dealing operations is made a valid election under section certain section 988 transactions. Thesereported on this line 13 unless the 475(f). “Securities” for these purposes are only those section 988 transactionsforeign corporation is a foreign bank are securities described in section that are not reportable with respect toand its non-global dealing operations is 475(c)(2) and section 475(e)(2). hedging transactions, mark-to-marketnot reported on Part I, line 11. If a “Securities” do not include any items gains (losses) or global securitiesforeign bank does not report a specifically excluded from sections dealing operations on Part II, lines 13,risk-transfer agreement held by a 475(c)(2) and 475(e)(2), such as certain 14 and 16. Section 988 gains (losses)non-global dealing operation on line 13, contracts to which section 1256(a) reportable on line 15 will generally becolumn (a), any ECI treatment of such applies. those recognized with respect to foreignrisk-transfer agreement must be currency denominated instruments thatReport hedging gains and lossesreported on line 23, column (d). are acquired and normally held forfrom transactions held in investment

Report on this line 13, hedging gains investment or otherwise not held by acapacity or trader capacity not subject
and losses with respect to non-dealer global securities dealer. Foreignto a securities or commodities trading
transactions that are determined under currency transactions entered into by aelection, but which is determined under
the mark-to-market method of global securities dealing operation arethe mark-to-market method of
accounting on the income statement reportable exclusively on line 16c. Doaccounting, on Part II, line 13 (hedging
(other than those that are subject to not report on line 15 qualified integratedtransactions), and not on line 14.
mark-to-market treatment under a valid foreign currency transactions as Example 23. Foreign corporationelection 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

Example 22. FC is a foreign bank United States. All of the income is acquires foreign interest bearing bonds
that enters into a U.S. dollar interest recorded on set(s) of books reported on issued by a corporation resident in
rate notional principal contract to hedge Form 1120-F, Schedule L; is effectively Country X. The bonds are denominated
a portfolio of securities held for connected with FC’s trade or business in a functional currency other than FC’s
investment on its U.S. set(s) of books within the United States; and currency and other than the U.S. dollar.
that are reportable on Form 1120-F, constitutes income of a securities FC holds the bonds in connection with
Schedule L. The hedged portfolio dealer as defined in section its trade or business within the United
consists of four securities of equal 1.864-2(c)(2)(iv) only, and not of a States and the bonds give rise to
amounts, only two of which give rise to global dealing operation. The income of effectively connected income, gain or
effectively connected income. For this securities dealing operation is (loss). FC accrues interest income on
financial statement purposes, the reportable on Part II, line 14. If FC its set(s) of books in U.S. dollars and
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accounts for currency gains (losses) If the income or losses from global not reported on Part I, line 11, or Part II,
with respect to each accrual period. dealing operations of foreign banks line 14a. If the notional principal
When FC receives coupon interest reportable on any of lines 16a through contract book was not reportable on a
payments, it records section 988 16c are allocable in whole or in part to set of books reportable in column (a),
transaction foreign currency gains effectively connected income but not such operation would not be included
(losses). These gains (losses) are reportable in column (a), apportion the on line 16, column (a). As a result, the
reportable on line 15. ECI amounts of the global dealing amount allocable to effectively

operation to ECI in columns (d) and (e). connected income from this operation isIf FC is a foreign bank and subject to
If the foreign bank does include a reported in column (d) and in columnsection 475, generally, these gains
global dealing operation in column (a), (e). If the set of books reported on(losses) are still reportable on line 15
then report the apportionment of such Form 1120-F, Schedule L had includedand not on line 14 if the bank acquires
operation to non-ECI in column (d) and the notional principal contractand properly identifies the securities as
the resulting ECI amount in column (e). operation, FC would have reportedheld for investment or if the securities
Attach a schedule providing a brief such amount in column (a), and theare held for proprietary trading that is
description of each global dealing apportionment in column (d) wouldnot subject to a section 475 trader
operation (e.g., interest rate notional have included a negative number forelection under section 475(f).
principal contracts, equity notional the amount of income and gains

Lines 16a and 16b. Interest principal contracts, foreign currency allocable to noneffectively connected
Income and Dividends from options (list each foreign currency income. Losses allocable to non-ECI

separately for each foreign currency would be reported as a positiveGlobal Securities Dealing
that constitutes a separate global number. In column (e), FC combinesReport on lines 16a and 16b, interest
dealing operation)). columns (a), (b), (c) and (d) to reportand dividends (including substitute

the amount allocable to effectivelyinterest defined in Regulations section Do not report on this line 16c, connected income.1.861-2(a)(7) and substitute dividends amounts reportable on lines 13, 14, 15,
defined in Regulations section Line 17. Sale Versus Lease (for16a, and 16b.
1.861-3(a)(6)) earned with respect to Sellers and/or Lessors)Example 25. FC, a securitiestransactions entered into in a global

(Also see the instructions for Part III,broker-dealer, is engaged in trade orsecurities dealing operation as defined
line 25, for purchasers and/or lessees.)business within the United States. FC isin Proposed Regulations section

engaged in a global securities dealing Asset transfer transactions with1.482-8.
operation in notional principal contracts periodic payments characterized forLine 16c. Gains (Losses) and that allocates a portion of the income, financial accounting purposes as either

Other Fixed and Determinable, gains and (losses) to effectively a sale or a lease may, under some
Annual or Other Periodic connected income. FC is also engaged circumstances, be characterized as the

in a securities dealing operation that is opposite for tax purposes. If theIncome from Global Securities
not a global dealing operation with transaction is treated as a lease, theDealing
respect to currency option contracts in seller/lessor reports the periodicReport on line 16c gains and losses foreign currency X, that is recorded on payments as gross rental income andand other fixed and determinable, set(s) of books in FC’s home office. also reports depreciation expense orannual or other periodic income or The foreign currency X dealing deduction. If the transaction is treatedexpense (FDAP) with respect to operation is entirely allocable to as a sale, the seller/lessor reports grossnotional principal contracts from global noneffectively connected income and is profit (sale price less cost of goodssecurities dealing operations (as not reportable on Form 1120-F, sold) from the sale of assets anddefined in Proposed Regulations Schedule L. Because FC is not a reports the periodic payments assection 1.482-8) that are subject to foreign bank described in Temporary payments of principal and interestsource and allocation under Proposed Regulations section 1.882-5T(c)(4), income.Regulations section 1.863-3(h). Foreign FC’s income, gains and (losses) with On Part II, line 17, column (a), reportcurrency gains and losses with respect respect to its securities dealing in the gross profit or gross rental incometo securities transactions entered into foreign currency X is reportable on Part for financial statement purposes for allby a global dealing operation are also I, line 11. The income, gains and sale or lease transactions that must beincluded in global dealing gains and (losses) with respect to FC’s notional given the opposite characterization for(losses) on line 16c. The foreign principal contracts that allocate in part tax purposes. On Part II, line 17,corporation may be a global securities to effectively connected income are column (e), report the gross profit ordealer with respect to some but not all reportable on line 16c. The periodic gross rental income for federal incomeof its securities dealing activities. Gains income with respect to the notional tax purposes. Interest income amountsand losses from securities dealing principal contracts is also reportable on for such transactions must be reportedactivities that are not subject to source line 16c. The foreign currency option on Part II, line 4a (interest incomeand allocation under Proposed contracts in foreign currency X are excluding interest equivalents), inRegulations section 1.863-3(h) are reportable on line 14a, column (a), as column (a) or (e), as applicable.reportable as mark-to-market income mark-to-market gains (losses) of a Depreciation expense for suchon line 14, and the interest, dividend securities dealer and not on line 16. transactions must be reported on Partand other FDAP income earned in such The amount reported on line 14a, III, line 23 (depreciation), in column (a)non-global dealer activities is reportable column (a), is reversed on line 14a, or (e), as applicable. Use columns (b),on Part II, lines 3 and 4. Reporting on column (d) as an apportionment (c), and (d) of Part II, lines 4a and 17,line 16 is determined by whether the allocable to noneffectively connected and Part III, line 23, as applicable toincome, gains and losses are subject to income. report the differences between columnallocation under Proposed Regulations

(a) and (e).section 1.863-3(h) and not by whether 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 sells
ECI. If income of a global dealing is a foreign bank. Because the and leases property to customers. M is
operation is entirely allocable to ECI or securities options denominated in a calendar year taxpayer that was
non-ECI under Proposed Regulations foreign currency X is not included in a required to file Schedule M-3 for its
section 1.863-3(h), the amount is set(s) of books reported on Form 2007 tax year and is required to file
reportable on line 16 and not on line 14. 1120-F, Schedule L, the amounts are Schedule M-3 for its 2008 tax year. For
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financial accounting purposes, M income. In its income statements, N 19, column (a). In column (b), FC
accounts for each transaction as a sale. treats the section 481(a) adjustment as reports $750 as a temporary book tax
For U.S. income tax purposes, each of a temporary difference. N must report difference to adjust to the amount
M’s transactions must be treated as a on Part II, line 18, $25,000 in columns recognized by the foreign corporation in
lease. In its income statements, M (b) and (e) for its 2008 tax year and 2008 under U.S. tax principles. In
treats the difference in the financial each of the subsequent three tax years column (d), FC reverses $400 as
accounting and the U.S. income tax (unless N is otherwise required to income allocable to noneffectively
treatment of these transactions as recognize the remainder of the section connected income. Finally, in column
temporary. During 2008, M reports on 481(a) adjustment earlier). N must not (e), FC reports $600, the amount
its income statements $1,000 of sales report the section 481(a) adjustment on includible on FC’s Form 1120-F as
and $700 of cost of goods sold with Part III, line 23. effectively connected income in 2008.
respect to 2008 lease transactions. M If the section 481(a) adjustment was In 2009, assuming no other
receives periodic payments of $500 in not effectively connected to N’s trade or commission income is earned or
2008 with respect to these 2008 business within the United States, the accrued for either financial or U.S. tax
transactions and similar transactions amount would be reportable for each purposes, FC would include $750 on
from prior years and treats $400 as year in column (b) as a temporary Part II, line 20, column (a), the amount
principal and $100 as interest income. difference (for U.S. tax principles) and recognized currently for financial
For financial income purposes, M then reversed as an apportionment to purposes. FC would then reverse the
reports gross profit of $300 ($1,000 - non-ECI in column (d). If, in addition, N $750 in column (b) as a temporary
$700) and interest income of $100 from was a foreign bank, the amount would difference since this amount was
these transactions. For U.S. income tax only be reportable in this manner if the previously recognized for U.S. tax
purposes, M reports $500 of gross section 481(a) adjustment was with purposes.
rental income (the periodic payments) respect to transactions recorded on Line 20. Original Issueand (based on other facts) $200 of set(s) of books reportable on Form

Discount, Imputed Interest, anddepreciation deduction on the property. 1120-F, Schedule L.
It was determined that the entire Phantom IncomeLine 19. Unearned/Deferredamount of these items is effectively Report on line 20 any amounts ofRevenueconnected income/expense. On its original issue discount (OID), other
2008 Schedule M-3, M must report on Report on line 19, column (a), amounts imputed interest, and phantom income.
Part II, line 4a (interest income), $100 of revenues included in Part I, line 11, The term “original issue discount and
in column (a), ($100) in column (b), and which were deferred from a prior other imputed interest” includes, but is
zero in column (e). In addition, M must financial accounting year. Report on not limited to:
report on Part II, line 17, $300 of gross line 19, column (e), revenues 1. The difference between the issueprofit in column (a), $200 in column (b), recognizable for federal income tax price and the stated redemption price atand $500 of gross rental income in purposes that are recognized for maturity of a debt instrument, whichcolumn (e). Lastly, M must enter $200 financial accounting purposes in a may be wholly or partially realized onin each of columns (b) and (e) on Part different year. Also, report on line 19, the disposition of a debt instrumentIII, line 23. column (e), any amount of revenues under section 1273;reported on line 19, column (a), that are 2. Amounts that are imputedLine 18. Section 481(a) recognizable for U.S. income tax interest on a deferred sales contractAdjustments purposes in the current tax year. Use under section 483;With the exception of a section 481(a) columns (b), (c), and (d) of line 19, as 3. Amounts treated as interest oradjustment that is required to be applicable, to report the differences OID under the stripped bond rulesreported on Part II, line 12, for between column (a) and column (e). If under section 1286;reportable transactions, any difference the amounts are not includible on set(s) 4. Amounts treated as OID underbetween an income or expense item of books reportable on Form 1120-F, the below-market interest rate rulesattributable to an authorized (or Schedule L, but are reportable in Part I, under section 7872; andunauthorized) change in method of line 11, for a foreign corporation other 5. Amounts recognized as phantomaccounting made for U.S. income tax than a bank, then report the entire income with respect to a noneconomicpurposes that results in a section difference as temporary in column (b). residual interest in a REMIC, including481(a) adjustment must be reported on Any amount allocable to noneffectively inducement fees recognized withPart II, line 18, regardless of whether a connected income should, to that respect to such interests.separate line for that income or extent, be included in column (d) to
expense item exists in Part II or Part III. reverse some or all of the amount  Note. Phantom income is a term used

included in column (b). to describe taxable income that may beExample 28. Corporation N is a
derived from the holding of ownershipLine 19 must not be used to reportcalendar year taxpayer that was
interests in an asset securitizationincome recognized from long-termrequired to file Schedule M-3 for its
vehicle. The income is ‘‘phantom’’contracts. Instead, use line 24 (other2007 tax year and is required to file
because it is not economic income (i.e.,income (loss) items with differences).Schedule M-3 for its 2008 tax year. N
there is no cash or other propertywas depreciating certain fixed assets Example 29. FC, a foreign
actually received or available forover an erroneous recovery period and, corporation other than a bank, has
distribution to the equity holder).effective for its 2008 tax year, N prepaid commission income of $1,000
Income with respect to a residualreceives IRS consent to change its recognizable for U.S. income tax
interest in REMICs is referred to asmethod of accounting for the purposes in the current tax year that is
excess inclusion income and is subjectdepreciable fixed assets and begins recognized for financial accounting
to special rules in the Code andusing the proper recovery period. The purposes in a different year. FC treats
regulations. In a non-REMIC vehicle, itchange in method of accounting results this difference as a temporary
may take the form of OID derived fromin a positive section 481(a) adjustment difference on its income statements. Of
deep-discount debt held as collateral inof $100,000 that is required to be this amount, $600 is allocable to
the asset securitization entity.spread over four tax years, beginning effectively connected income. The

with the 2008 tax year. It has been amount recognized for income Foreign corporations that accrue
determined that the entire amount is statement purposes in 2008 is $250. phantom income with respect to
attributable to effectively connected FC reports this amount on Part II, line residual interests in REMICs that are
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not recognized under the foreign or Other Disposition of Assets Line 21f. Worthless Stock
corporation’s accounting regime must LossesOther Than Inventory and
show all book-to-tax gross phantom Pass-Through Entities Report on line 21f any worthless stockincome differences as permanent loss, regardless of whether the loss isReport on line 21a, column (a), alldifferences in column (c), whether or characterized as an ordinary loss or agains and losses on the disposition ofnot it is effectively connected with a capital loss. See Regulations sectionassets except for (a) gains and lossestrade or business and whether or not 1.864-4(c)(2)(iii)(a) for limitations onon the disposition of inventory, and (b)the REMIC interests are recorded on effectively connected treatment undergains and losses allocated to theset(s) of books that are reportable on the asset use test and Regulationscorporation from pass-through entitiesForm 1120-F, Schedule L. Amounts section 1.864-4(c)(5)(ii)(a) for limited(e.g., on Schedule K-1) that arethat are not effectively connected with effectively connected eligibility of stockincluded on lines 9, 10, or 11. Reversethe foreign corporation’s trade or to foreign corporations engaged in athe amount reported in column (a) inbusiness must be reversed and shown banking, financing or similar business.column (b) or (c), as applicable. Theas a negative number in column (d). Attach a schedule that separatelycorresponding gains and losses for

Example 30. FC is a foreign bank states and adequately discloses eachU.S. income tax purposes are reported
that acquires and holds noneconomic transaction that gives rise to aon Part II, lines 21b through 21g,
residual interests in a REMIC on set(s) worthless stock loss that is treated ascolumns (b), (c) and (e), as applicable.
of books that are reportable on Form allocable to effectively connectedReverse any additional amounts
1120-F, Schedule L. Under the foreign income and the amount of each loss.recognizable under U.S. tax principles
corporation’s accounting system, the Do not include on the schedule anythat are allocable to noneffectivelyamounts are not recognized for worthless stock loss that is whollyconnected income on Part II, lines 21bfinancial income reporting purposes allocable to noneffectively connectedthrough 21g, column (d).and are treated as permanent income. Do not include worthless stock
differences. FC reports no amounts on losses that are incurred as part of aLine 21b. Gross Capital GainsPart II, line 20, column (a), for each securities dealing or global securitiesfrom Schedule D, Excludingyear that phantom income/deduction is dealing operation. Report these

Amounts from Pass-Throughrecorded under U.S. tax principles. In securities losses as mark-to-market
column (c), FC records phantom Entities loss on line 14a, 14c or 16c.
income as a permanent difference Report on line 21b, gross capital gains Line 21g. Other Gain/Loss onbecause such amounts are not reported on Schedule D, excluding

Disposition of Assets Otherrecognizable under the foreign capital gains from pass-through entities
corporation’s accounting regime. The Than Inventorythat are included on lines 9, 10, or 11,
amounts are effectively connected with as applicable. Report on line 21g any gains or losses
FC’s trade or business and therefore, from the sale or exchange of property
are also reported in column (e). other than inventory and that are notLine 21c. Gross Capital Losses

Example 31. The facts are the reported on lines 21b through 21f.from Schedule D, Excluding
same as in Example 30, except that the Amounts from Pass-Through Line 22. Capital Loss Limitationphantom income is treated as Entities, and Worthless Stock and Carryforward Usednoneffectively connected income by FC

Lossesand subject to tax under section 881(a). Report as a positive amount on line 22,
Report on line 21c, gross capital lossesFC must report the phantom income as columns (b) or (c), as applicable, and
reported on Schedule D, excludinga permanent difference on Part II, line (e) the excess of the net capital losses
capital losses from (a) pass-through20, column (c) and then reverse the over the net capital gains reported on
entities that are included on lines 9, 10amount in column (d) as noneffectively Schedule D, Capital Gains and Losses,
or 11, as applicable; (b) abandonmentconnected income. No amount is by the corporation.
losses, which must be reported on Partreported in column (e). The full amount

If the corporation utilizes a capitalII, line 21e; and (c) worthless stockof phantom income recognized in
loss carryforward on Schedule D in thelosses, which must be reported on Partcolumn (c) is reportable on Form
current tax year, report the carryforwardII, line 21f. Do not report on line 21c1120-F, Section I, line 10, as other
utilized as a negative amount on Part II,capital losses carried over from a priorfixed or determinable, annual or other
line 22, columns (b) or (c), astax year and utilized in the current taxperiodic income and subject to tax at
applicable, and column (e).year. See the instructions for Part II,30%.

line 22, regarding the reportingExample 32. The facts are the Line 23. Gross Effectively
requirements for capital loss carryoverssame as in Example 30, except FC Connected Income of Foreign
utilized in the current tax year.recognizes $100 of residual excess Banks from Books That Do Not

inclusion income on its set(s) of books Give Rise to U.S. BookedLine 21d. Net Gain/Lossand records reportable on Form LiabilitiesReported on Form 4797, Line1120-F, Schedule L, for cash received,
Line 23 applies only to foreign banksand an additional $1,000 of phantom 17, Excluding Amounts From
(as described in Regulations sectionincome not recognized for financial Pass-Through Entities, 1.882-5T(c)(4)). Foreign banks report inaccounting purposes. FC treats $100 Abandonment Losses, and columns (d) and (e), the grossas effectively connected income. FC Worthless Stock Losses effectively connected income (otherreports on Part II, line 20, $100 in

Report on line 21d the net gain or loss than income from a global dealingcolumn (a), $1,000 in column (c),
reported on line 17 of Form 4797, Sales operation) that is excluded from the($1,000) in column (d) and $100 in
of Business Property, excluding set(s) of books reportable on Formcolumn (e). The $1,000 reversed in
amounts from (a) pass-through entities 1120-F, Schedule L, and excluded fromcolumn (d) is reportable on Form
included on lines 9, 10, or 11, as the net income shown on Part I, line 11.1120-F, Section I, line 10, as in
applicable; (b) abandonment losses, Gross effectively connected income ofexample 31.
which must be reported on Part II, line this type is that which is ordinarily

Line 21a. Income Statement 21e; and (c) worthless stock losses, recorded on books of non-U.S.
Gain/Loss on Sale, Exchange, which must be reported on Part II, line branches or locations that do not

21f.Abandonment, Worthlessness, ordinarily engage in effectively
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connected income producing activities, amounts to determine the aggregate Line 28. Reconciliation Totals
such as income from securities amount of effectively connected gross If a corporation chooses not to
recorded in a home office that are income, gains (losses) from the complete columns (a) and (e) of Parts II
attributable to a U.S. office under transferred loan securities and forward and III in the first tax year the
Regulations section 1.864-4(c)(5)(iii). contracts. The tax-exempt municipal corporation is required to file Schedule
Gross effectively connected income bond interest is netted to zero in M-3 (or for any year in which the
reportable on line 23 is also income of column (e). corporation voluntarily files Schedule
a type that is recognized under sections M-3), Part II, line 28, is reconciled by
864(c)(6) and 864(c)(7) with respect to Line 24. Other Income (Loss) the corporation in the following manner:
property that ceases to be held in Items with Differences 1. Report the amount from Part I,connection with a trade or business

line 11, on Part II, line 28, column (a);Report on Part II, line 24, all items ofwithin the United States (e.g.,
2. Leave blank Part II, lines 1income (loss) with differences that aretransferred securities of a non-banking,

through 27, columns (a) and (e);not otherwise listed on Part II, lines 1financing or similar business or of a
3. Leave blank Part III, columns (a)through 23. Attach a schedule thatformer banking, financing or similar

and (e);itemizes the type of income (loss) andbusiness) or that is recognized under
4. Report on Part II, line 28,the amount of each item. For example,the Code at a time subsequent to

columns (b) through (d), the total ofincome (loss) with differences fromcessation of the trade or business
Part II, lines 1 through 27, columns (b)long-term contracts are reportable onwithin the United States. Amounts from
through (d) respectively; andline 24.a global dealing operation that are not

5. Report on Part II, line 28, columnreported in column (a), and that are
(e), the sum of Part II, line 28, columns If any “comprehensive income” asapportionable in whole or in part to
(a), (b), (c) and (d). Note. Part II, linedefined by Statement of Financialeffectively connected income, are
28, column (e), must equal the amountAccounting Standards (SFAS) No. 130reported on line 16 and not on this line
on Form 1120-F, Section II, line 29.is reported on this line, describe the23.

item(s) in detail. Foreign corporations
Example 33. FC, a foreign bank, may report on line 24 net income (loss) Part III. Reconciliation ofnegotiates and solicits a portfolio of from their distributive share of foreignloans and municipal bonds that are Net Income (Loss) perpartnership interests that do not haveattributable to its U.S. office under any U.S. source or effectivelyRegulations section 1.864-4(c)(5)(iii). Income Statement ofconnected income, that the foreignFC also enters into a number of forward corporation does not report on line 10. Non-Consolidatedcontracts for customers through its U.S. The aggregate income from suchtrade or business. These contracts are Foreign Corporationspartnerships should be reported on linenot entered into in connection with a

25, column (d), as a negative number.global securities dealing operation. The with Taxable Income per
transactions are initially recorded on Return — Expense/Line 26. Total Expense/FC’s set(s) of books that are reported

Deduction Itemson Form 1120-F, Schedule L. After a Deduction Items
period of time, FC transfers several of Report on Part II, line 26, columns (a) For column (a), report the expensesthe loans, the forward contracts and the through (e), as applicable, the inverse included on the applicable incomemunicipal bonds to its home office in of the amounts reported on Part III, line statement as adjusted and reported inCountry X to be held other than in 33, columns (a) through (e). For Part I, line 11.connection with a global securities example, if Part III, line 33, column (a),
dealing operation. These assets are reflects an amount of $1 million, then

Lines 1 Through 4. Income Taxrecorded in FC’s home office on set(s) report on Part II, line 26, column (a),
of books that do not give rise to U.S. Expense($1 million). Similarly, if Part III, line 33,
booked liabilities under Regulations column (b), reflects an amount of If the corporation does not distinguish
section 1.882-5(d)(2)(iii). As a result, ($50,000), then report on Part II, line between current and deferred income
the transferred assets are no longer 26, column (b), $50,000. tax expense in its applicable financial
reportable on Form 1120-F, Schedule statement described in Part I, report
L. income tax expense as current incomeLine 27. Other Items with No

tax expense using lines 1 and 3, asReport on Part II, line 23, column (c), Differences
applicable. U.S. taxes and non-U.S.as a negative number, the amount of If there is no difference between the deferred income taxes are notthe effectively connected municipal financial accounting amount and the deductible and column (e) isbond interest. The municipal bond taxable amount of an entire item of inapplicable for lines 1, 2, and 4.interest is a permanent difference that income, gain, loss, expense, or Column (e) of line 3 is used to reportmust be reversed in column (d) since it deduction and the item is not described only foreign income tax the corporationis no longer taken into account in or included in Part II, lines 1 through is deducting, other than the withholdingcolumn (a) on FC’s set(s) of books

24, or Part III, lines 1 through 32, report taxes reported in line 5 below. If thereportable on Schedule L.
the entire amount of the item in corporation is crediting foreign incomeReport on Part II, line 23, column (d), columns (a) and (e) of line 27. If a tax against the U.S. income tax liability,the gross income, gains and (losses) portion of an item of income, loss, no amount is reported on line 3, columnfrom the transferred loans and expense, or deduction has a difference (e).municipal bond securities and forward and a portion of the item does not have

contracts that is effectively connected Line 5. Non-U.S. Withholdinga difference, do not report any portion
with the foreign bank’s trade or Taxesof the item on line 27. Instead, report
business within the United States. the entire amount of the item (i.e., both Report on line 5, column (a), the
Report the income and gains as the portion with a difference and the amount of non-U.S. (foreign)
positive numbers and losses as portion without a difference) on the withholding taxes included in
negative amounts. applicable line of Part II, lines 1 through determining adjusted financial net

24, or Part III, lines 1 through 32. SeeReport on Part II, line 23, column (e), income on Part I, line 11. If the
Example 12.the combined column (b), (c) and (d) corporation is deducting any foreign
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withholding tax, use column (b), (c) or named or classified, included inLine 10. Meals and
(d), as applicable, to report any financial accounting income, regardlessEntertainment
difference between foreign withholding of whether the amount deducted wasReport on line 10, column (a), anytax included in financial accounting net attributable to an estimate of futureamounts paid or accrued by the
income and the amount of any foreign anticipated payments or actualcorporation during the tax year for
withholding tax deduction reported in payments. Also report on line 12,meals, beverages, and entertainment
column (e). If the corporation is column (a) the reversal of anythat are accounted for in financial
crediting foreign withholding taxes overaccrual of any amount described inaccounting income, regardless of the
against its U.S. income tax liability, no this paragraph.classification, nomenclature, or
amount is reported in column (e). terminology used for such amounts, Report on line 12, column (e), anyand regardless of how or where such such amounts as are described in theLine 6. Corporate Officer’s amounts are classified in the preceding paragraph that are includibleCompensation with Section corporation’s financial income in taxable income, regardless of thestatement or the income and expense162(m) Limitation financial accounting period in whichaccounts maintained in theReport on line 6, column (a), the total such amounts were or are included incorporation’s books and records.amount of non-performance-based financial accounting net income.Report only amounts not otherwisecurrent compensation expense Complete columns (b), (c), and (d), asreportable elsewhere on Schedule M-3,(“applicable employee remuneration”) appropriate.Parts II and III (e.g., Part II, line 2).for corporate officers that are “covered
employees” under section 162(m)(3). Do not report on this line 12,Line 11. Fines and Penalties
Report the nondeductible amount of amounts required to be reported inReport on line 11 any fines or similarcurrent compensation in excess of $1 accordance with instructions for Part III,penalties paid to a government or othermillion in column (c), the noneffectively line 11.authority for the violation of any law forconnected portion of the deductible which fines or penalties are assessed. Do not report on this line 12,compensation in column (d), and the All fines and penalties expensed in amounts recovered from insurers ordeductible portion of the compensation financial accounting income (paid or any other indemnitors for anyallocable to effectively connected accrued) must be included on this line judgments, damages, awards, or similarincome in column (e). Do not report the 11, column (a), regardless of the costs described above.“applicable employee remuneration” for government or other authority that“covered employees” defined under imposed the fines or penalties,section 162(m) on lines 8, 9 or 15. Line 13. Pension andregardless of whether the fines and

Profit-Sharingpenalties are civil or criminal,Line 7. Salaries and Other Base Report on line 13 the expenses andregardless of the classification,
Compensation deductions attributable to thenomenclature, or terminology used for

corporation’s pension plans,the fines or penalties by the imposingReport salary and bonus compensation
authority in its actions or documents, profit-sharing plans, and any otherof the type reported on Form 1120-F,
and regardless of how or where the retirement plans. Complete columnsSection II, line 13, other than stock
fines or penalties are classified in the (b), (c), and (d), as applicable.option expense and other equity-based
corporation’s financial incomecompensation reported on lines 8 and
statement or the income and expense9. Line 14. Other Post-Retirement
accounts maintained in the Benefits
corporation’s books and records. InLine 8. Stock Options Expense Report on line 14 the expenses andaddition, report on line 11, column (a)Report on line 8, column (a), amounts deductions attributable to otherthe reversal of any overaccrual of anyexpensed on Part I, line 11, net income post-retirement benefits not otherwiseamount described in this paragraph.per the income statement, that are includible on Part III, line 13 (forSee section 162(f) for additionalattributable to all stock options. Report example, retiree health and lifeguidance.on line 9, column (e), deduction insurance coverage, dental coverage,

Report on line 11, column (e), anyamounts attributable to all stock etc.). Complete columns (b), (c), and
such amounts as are described in theoptions. (d), as appropriate.
preceding paragraph that are includible
in effectively connected taxable income,Line 9. Other Equity-Based Line 15. Deferred
regardless of the financial accountingCompensation Compensationperiod in which such amounts were or

Report on line 9 any amounts for Report on line 15, column (a), anyare included in financial accounting net
equity-based compensation or compensation expense included in theincome. Complete columns (b), (c), and
consideration 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

Do not report on this line 11,(column (a)) or deducted in the U.S. U.S. income tax purposes in the current
amounts required to be reported inincome tax return (column (e)) other tax year and that was not reported
accordance with instructions for Part III,than amounts reportable elsewhere on elsewhere on Schedule M-3, column
line 12.Schedule M-3, Parts II and III (e.g., on (a). Report on line 15, columns (d) and

(e), the noneffectively connected andPart III, line 8, for stock options Do not report on this line 11,
effectively connected portions of anyexpense). Examples of amounts amounts recovered from insurers or
compensation deductible in the currentreportable on line 9 include payments any other indemnitors for any fines and
tax year that was not included in the netattributable to employee stock purchase penalties described above.
income (loss) amount reported in Part I,plans (ESPPs), phantom stock options, Line 12. Judgments, Damages, line 11, for the current tax year and thatphantom stock units, stock warrants,

Awards, and Similar Costs is not reportable elsewhere onstock appreciation rights, and restricted
Schedule M-3. For example, reportstock, regardless of whether such Report on line 12, column (a), the
originations and reversals of deferredpayments are made to employees or amount of any estimated or actual
compensation subject to section 409Anon-employees, or as payment for judgments, damages, awards,
on line 15.property or compensation for services. settlements, and similar costs, however
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fees to consummate the acquisition. column (a), the ECI amount is includedLine 16. Charitable
Also, include on line 18, investment in column (b) if it is a temporaryContributions
banking fees incurred in connection difference and in column (e) to reportReport on line 16 any charitable with the liquidation of a subsidiary, a the ECI treatment. If there is nocontribution of tangible or intangible spin-off of a subsidiary, or an initial temporary difference between theproperty to a U.S. or foreign charity. For public stock offering. foreign bank’s books and tax treatment,example, include contributions of: then such ECI amount that is not• Cash; Line 19. Current Year included in column (a) is apportioned in• Buildings; Acquisition/Reorganization column (d), and its total is reflected in• Intellectual property, patents Other Costs column (e).(including any amounts of additional
Report on line 19 any other fees paid or  Foreign corporations, includingcontributions allowable by virtue of
incurred in connection with a taxable or foreign banks, must treat their sectionincome earned by donees subsequent
tax-free acquisition of property (e.g., 166 deductions consistently in theto the year of donation), copyrights,
stock or assets) or a tax-free same tax year whether or not suchtrademarks;
reorganization not otherwise reportable amounts are allocable to effectively or• Securities (including stocks and their
on Schedule M-3 (e.g., Part III, line 18). noneffectively connected income. Aderivatives, stock options, and bonds);
Report on this line any fees paid or foreign bank may not claim a bad debt• Conservation easements (including
incurred at any stage of the acquisition expense for Regulations sectionsscenic easements or air rights);
or reorganization process including, for 1.882-5(c)(2) and (c)(3) purposes and• Railroad rights of way;
example, fees paid or incurred to treat such expense as an involuntary• Mineral rights; and
evaluate whether to investigate an charge-off under Regulations section• Other tangible or intangible property.
acquisition, fees to conduct an actual 1.166-2(d)(2) for purposes of itsInclude any temporary differences investigation, and fees to consummate allocation and apportionment tofor the charitable contribution the acquisition. Also, include on line 19 effectively connected income. Forcarryforward limitation in column (b). other acquisition/reorganization costs example, if a foreign corporation treatsReport any net limitation carryforward incurred in connection with the a noneffectively connected loanfor the current year as a net negative liquidation of a subsidiary, a spin-off of security for purposes of determining thenumber. Report any utilization of a prior a subsidiary, or an initial public stock value of its worldwide assets in step 2year limitation carryforward net of the offering. of its Regulations section 1.882-5current year limitation as a positive interest expense allocation, as having aLine 20. Amortization/number in column (b). Report any reduced basis in the current year toImpairment of Goodwillamounts from column (b) that are take account of partial worthlessnessallocable to noneffectively connected Report on line 20 amortization of under section 166, if such amount isincome in column (d) and the effectively goodwill or amounts attributable to the includible in column (a), then suchconnected portion of the utilization of impairment of goodwill. current year adjustment to basis is alsocharitable contribution carryforward in reportable in column (d) to apportionLine 21. Amortization ofcolumn (e). the section 166 deduction to non-ECI.Acquisition, Reorganization,

If, however, a current year section 166Line 17. Domestic Production and Start-Up Costs
reduction in basis is claimed forActivities Deduction Report on line 21 amortization of Regulations section 1.882-5(c)(2)

acquisition, reorganization, and start-upReport on line 17, column (e), the purposes with respect to a security that
costs. For purposes of columns (b), (c),corporation’s effectively connected is effectively connected, but is not
(d), and (e), include amountsportion of its domestic production included on the Form 1120-F, Schedule
amortizable under section 167, 195, oractivities deduction under section 199 L books, such effectively connected
248.that is reported on Form 1120-F, amount must be reported in column (d)

Section II, line 25. Complete columns and column (e). If an effectivelyLine 22. Other Amortization or(b) and (c), as appropriate. Report in connected bad expense is includible inImpairment Write-Offscolumn (d), the portion of the deduction column (a) that is also currently
Report on line 22 any amortization orpermitted under section 199 that is deductible for tax purposes, no book
impairment write-offs not otherwiseallocated and apportioned as a tax difference is reported in column (b),
includible on Schedule M-3.permanent difference to noneffectively (c) or (d).

connected income. Do not report any Line 23. Depreciation Line 25. Purchase versus Leaseportion of the corporation’s domestic
Report on line 23 any depreciationproduction activities deduction on any (for Purchasers and/orexpense that is not required to beother line of Schedule M-3. Lessees)reported elsewhere on Schedule M-3

Note. Also, see the instructions for(e.g., on Part II, lines 2, 9, 10, or 11).Line 18. Current Year
Part II, line 17, on page 14 for sellersAcquisition or Reorganization Line 24. Bad Debt Expense and/or lessors.Investment Banking Fees, Legal Report on line 24, column (a), any

Asset transfer transactions withand Accounting Fees 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 respective

assets) or a tax-free reorganization. noneffectively connected and the If a transaction is treated as a lease,
Report on this line any investment effectively connected portions of the the purchaser/lessee reports the
banking fees incurred at any stage of deductible amount of bad debt expense periodic payments as gross rental
the acquisition or reorganization determined under section 166 for expense. If the transaction is treated as
process including, for example, fees federal income tax purposes that is also a purchase, the purchaser/lessee
paid or incurred to evaluate whether to included in column (a). If a foreign bank reports the periodic payments as
investigate an acquisition, fees to has an effectively connected bad debt payments of principal and interest and
conduct an actual investigation, and expense that is not reportable in also reports depreciation expense or
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deduction with respect to the purchased expense from Schedule I (Form and confirmation, acceptance and
asset. 1120-F), line 23, in column (d) and in standby letter of credit transactions.

column (e). Foreign banks that record U.S. sourceReport on line 25, column (a), gross
guarantee fees on set(s) of books notrent expense for a transaction treated Line 26c. Regulations Section reported on Form 1120-F, Schedule L,as a lease for income statement 1.882-5 Allocation Amount and not reported in column (a), mustpurposes but as a sale for U.S. income Subject to Deferral or report the U.S. source fees as atax purposes. Report on line 25, Disallowance permanent difference on line 26e,column (e), gross rental deductions for
column (c), and allocate and apportionEnter in column (e) the amounta transaction treated as a lease for U.S.
the relevant amounts to noneffectivelyreported on Schedule I (Form 1120-F),income tax purposes but as a purchase
connected income in column (d) even ifline 24d. This amount is generallyfor income statement purposes. Report
there is no amount to allocate toentered in column (e) as a negativeinterest expense for such transactions
effectively connected amounts innumber. However, if the deferredon Part III, line 26a (interest expense),
column (e). Foreign corporations otherinterest expense reportable onin columns (a) and (e), as applicable.
than banks must record all interestSchedule I, line 24b, from prior years isReport depreciation expense or
equivalent payments in column (a). Dodeductible in the current year in greaterdeductions for such transactions on
not include on line 26e, substituteamount than other current yearPart III, line 23 (depreciation), in
payments reportable on line 26d.disallowances reportable on Schedule I,columns (a) and (e), as applicable. Use

lines 24a and 24c, enter the net amount Note. Line 26e reporting requirementscolumns (b), (c), and (d) of Part III, lines
in column (e) as a positive number. are an exception to the general23, 25, and 26a, as applicable, to report

reporting instructions for Schedule M-3the differences between column (a) and Enter in column (b) the amount from
in that column (d) is generally also used(e) for such recharacterized Schedule I, line 24b, as a positive or
by foreign banks to apportion amountstransactions. negative number as the case may be
to ECI that are not included in columnfor the current year. In column (c), enterLine 26a. Interest expense (a).the combined amounts from Schedule I,

The detail for the foreign corporation’s lines 24a and 24c. Example 34. FC is a foreign bank,interest expense is reported on resident in Country X, that files FormLine 26d. Substitute InterestSchedule I (Form 1120-F). The scope 1120-F and Schedule M-3. FC entersof the interest expense lines on Part III, Payments into a guarantee arrangement with FC2,line 26, is limited to a summarization of All foreign corporations, report on line a wholly owned subsidiary, resident inthe results from Schedule I that 26d, all U.S. source substitute interest Country Y, that guarantees thereconcile the foreign corporation’s book payments with respect to securities transactions in FC’s global dealinginterest expense to effectively lending transactions described in operation. The set(s) of books in FC’sconnected taxable income. Regulations sections 1.861-2(a)(7) and global dealing operation are booked in
1.881-2(b)(2). Foreign banks thatOn line 26a, no amount is allocated FC’s home office and are not reportable
record substitute interest payments onand apportioned to effectively or on Form 1120-F, Schedule L. FC
set(s) of books that are not reported onnoneffectively connected income. allocates and apportions 40% of the
Form 1120-F, Schedule L, also reportReport in line 26a, column (a) interest income and applicable expenses from
foreign source substitute interestexpense included in Part I, line 11. its global dealing operation to
payments whether or not they areReport amounts in columns (b) or (c), effectively connected taxable income.
allocable in whole or in part to ECI.as applicable. The corresponding FC’s guarantee fee expense paid to its
Foreign banks report in column (c), allinterest expense for U.S. income tax foreign-related party is allocated directly
U.S. source and allocable foreignpurposes is reported on Part III, lines to the income of the global dealing
source substitute interest payments not26b through 26e, column (e). Do not operation and apportioned 40% to FC’s
already reflected in column (a). Thereport on this line 26a, column (a), effectively connected income from such
amounts reported in column (c) areamounts reportable on: operation. FC must report the
apportioned to noneffectively connected guarantee fee expense paid to FC2 in1. Part II, lines 9, 10, and 11
income of the foreign corporation in column (c). The amount of expense(income (loss) from U.S. partnerships,
column (d) and reported as a negative reported in column (c) is apportionedforeign partnerships, and other
number. Amounts included in column 60% to noneffectively connectedpass-through entities);
(a) that are also apportioned to income in column (d) and 40% toNote. Interest expense from non-ECI, are also reported in column effectively connected income in columnpartnerships and pass-through entities (d) as a negative number. The (e).is adjusted as a permanent difference combined amounts of columns (a), (b),in column (c) of lines 9, 10 and 11. The Line 27. Substitute Dividend(c) and (d) are apportioned todeductible portion of such interest Paymentseffectively connected income in columnexpense reported on lines 9, 10 and 11 (e) as the case may be. All foreign corporations report on lineis included in the interest expense
Note. Line 26d reporting requirements 27 the amount of U.S. source substituteallocation under Regulations section
are an exception to the general dividend payments with respect to1.882-5 as reported on Schedule I and
reporting instructions for Schedule M-3 securities lending transactionsin this Part III, lines 26b and 26c.
in that column (d) is also used by described in Regulations sections2. Part II, line 12 (items relating to foreign banks to apportion amounts to 1.861-3(a)(6) and 1.881-2(b)(2).reportable transactions); and ECI that are not included in column (a). Foreign banks that record substitute3. Part III, lines 26b through 26e.

dividend payments on set(s) of booksLine 26e. Interest Equivalents that are not reported on Form 1120-F,Line 26b. Interest Expense (Guarantee Fees) Schedule L, also report foreign sourceAllocable under Regulation All foreign corporations, report on line substitute dividend payments whether
Section 1.882-5 26e the foreign corporation’s amounts or not they are allocable in whole or in
The interest expense deduction under with respect to deductions that are not part to ECI. Foreign banks report in
Regulations section 1.882-5 is based interest payments but are sourced in column (c), such U.S. source and
on a three-step formula required to be the manner of interest (“interest allocable foreign source substitute
reported on Schedule I (Form 1120-F). equivalents”). These amounts include dividends not already reflected in
Report the allocable amount of interest fees expensed for financial guarantee column (a). The amounts reported in
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column (c) are apportioned to income tax return. The amounts from dispositions. Only report on line 32
noneffectively connected income of the Schedule H, line 21 are not reportable items that are not required to be
foreign corporation in column (d) and by a foreign corporation other than a reported elsewhere on Schedule M-3,
reported as a negative number. bank on Schedule M-3 because Parts II and III. For example, the
Amounts included in column (a) that are worldwide expenses are already expense for a reserve for inventory
also apportioned to non-ECI, are also includible in Part I, line 11, and in each obsolescence must be reported on Part
reported in column (d) as a negative expense line item in Part III. Such II, line 2.
number. The combined amounts of amounts are subject to individual The schedule which is required to becolumns (a), (b), (c) and (d) are line-item apportionment to non-ECI in attached to this Schedule M-3 for lineapportioned to effectively connected column (d). 32 must separately state andincome in column (e) as the case may adequately disclose the nature andLine 32. Other Expense/be. amount of the expense related to eachDeduction Items withNote.  Line 27 reporting requirements reserve and/or contingent liability. TheDifferences and Reconciliationare an exception to the general appropriate level of disclosure dependsto Eliminate Duplicate Amountsreporting instructions for Schedule M-3 upon each taxpayer’s operational

on Line 31in that column (d) is also used by activity and the nature of its accounting
foreign banks to apportion amounts to Report on line 32, all items of expense/ records. For example, if a corporation’s
ECI that are not included in column (a). deduction that are not otherwise listed net income amount reported in the

on Part III, lines 1 through 31. Amounts income statement includes anticipatedLine 28. Fee and Commission included on line 31, column (e) from expenses for a discontinued operationExpense Schedule H (Form 1120-F), line 21, that as a single amount, and its general
Enter on Part III, line 28, column (a), are also included in this Form M-3, Part ledger or other books, records, and
the amounts of fees and commissions III, lines 3, 5 through 23, 25, 26d, 26e workpapers provide details for the
included on Part I, line 11. Fee and and 27 need to be reversed to avoid anticipated expenses under more
commission expense generally includes duplicate allocation. The combined explanatory and defined categories
amounts paid or accrued for services amounts for these lines reported in (such as employee termination costs,
rendered to the foreign corporation column (e) that is duplicative of any lease cancellation costs, loss on sale of
including expenses paid for brokerage amount included in line 31, column (e) equipment, etc.), a supporting schedule
commissions. Fees and commissions is reported and reversed on line 32. that lists those categories of expenses
reportable on line 28 do not include Report such duplicative amount as a and their details will satisfy the
amounts that are interest equivalents negative amount includible in line 32, requirement to separately state and
reportable on line 26e. column (c) and column (e). Such adequately disclose. In order to

negative amount will need to be separately state and adequatelyLine 29. Rental Expense combined with other expense/deduction disclose the employee termination
Report on line 29, column (a), the items that have differences. Attach a costs, it is not required that an
amount of rental expense included on schedule to show the duplicative items anticipated termination cost amount be
Part I, line 11. Rental expense is the that are being reversed. listed for each employee, or that each
amount classifiable as rent under U.S. asset (or category of asset) be listedComprehensive income.  If any
tax principles. along with the anticipated loss on“comprehensive income” as defined by

disposition.SFAS No. 130 is reported on this line,Line 30. Royalty Expense
describe the item(s) in detail. Amounts incurred as fixed orReport on line 30, column (a), the
Reserves and contingent liabilities. determinable or other periodic interestamount of royalty expense included on
Report on line 32 amounts related to rate or equity notional principal contractPart I, line 11. Include in columns (b)
the change in each reserve or expense that is not incurred in athrough (e) amounts that are allocable
contingent liability that is not required to hedging transaction, securities dealingas imputed royalties under U.S. tax
be reported elsewhere on Schedule or global securities dealing operation,principles that are not included in
M-3. For example: (1) amounts relating each of which is reportable on Part II,financial income reported on Part I, line
to changes in reserves for litigation are reportable on Part III, line 32.11.
must be reported on Part III, line 12

Example 35. Corporation Q is aLine 31. Expenses Allocable (judgments, damages, awards, and
calendar year taxpayer that wasUnder Regulations Section similar costs); and (2) amounts relating
required to file Schedule M-3 for itsto changes in reserves for uncollectible1.861-8 2007 tax year and is required to fileaccounts receivable must be reportedLine 31 applies only to foreign banks. Schedule M-3 for its 2008 tax year. Onon Part III, line 24 (bad debt expense).For purposes of Schedule M-3, all of July 1 of each year, Q has a fixed

the home office and other allocations to Report on line 32, the amortization of liability for its annual insurance
U.S. effectively connected income that various items of prepaid expense, such premiums that provides a 12-month
are reportable on Schedule H (Form as prepaid subscriptions and license coverage period beginning July 1
1120-F) under Regulations section fees, prepaid insurance, etc. through June 30. In addition, Q
1.861-8 (including amounts that are Report on line 32, column (a), historically prepays 12 months of
subject to timing differences under U.S. expenses included in net income advertising expense on July 1. On July
tax principles, such as home office reported on Part I, line 11, that are 1, 2008, Q prepays its insurance
depreciation) are reportable as related to reserves and contingent premium of $500,000 and advertising
apportionments to ECI in column (d). liabilities. Report on line 32, column (e), expenses of $800,000. For financial
Report in columns (d) and (e) the amounts related to liabilities for statement purposes, Q capitalizes and
amount from Schedule H (Form reserves and contingent liabilities that amortizes the prepaid insurance and
1120-F), line 21. are deductible in the current tax year advertising over 12 months. For U.S.
Note. Foreign corporations other than for U.S. income tax purposes. income tax purposes, Q deducts the
banks that are required to file Form Examples of items that must be insurance premium when paid and
1120-F to report effectively connected reported on line 32 include warranty amortizes the advertising over the
income in Section II of that form, are reserves, restructuring reserves, 12-month period. In its financial
still required to complete and attach reserves for discontinued operations, statements, Q treats the differences
Schedule H (Form 1120-F) to their U.S. and reserves for acquisitions and attributable to the financial statement
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treatment and U.S. income tax adequately disclose its prepaid 33, column (a) through (e), as
treatment of the prepaid insurance and advertising on Part II, line 24, and applicable. For example, if Part III, line
advertising as temporary differences. Q report $400,000 in each of columns (a) 33, column (a), reflects an amount of
must separately state and adequately and (e). $1 million, then report on Part II, line
disclose its prepaid insurance premium 26, column (a), ($1 million). Similarly, ifLine 33. Total Expense/on Part III, line 32. It must report Part III, line 33, column (b), reflects anDeduction Items$250,000 in column (a) ($500,000/12 amount of ($50,000), then report on

Report on Part II, line 26, columns (a)months X 6 months), $250,000 in Part II, line 26, column (b), $50,000.
through (e), as applicable, the inversecolumn (b), and $500,000 in column
of the amounts reported on Part III, line(e). Q must also separately state and
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