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Department of the Treasury
Internal Revenue Service2009

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 non-consolidated foreign corporation, on Part I, all columns must be
Revenue Code unless otherwise noted. adjusted for the results of excludible completed on Parts II and III, and all

entities and includible disregarded numerical data required by Schedule
entities. For foreign banks, Part I, line M-3 must be provided. All additional
11, is generally limited to the financial schedules specifically referenced inWhat’s New
income (loss) derived from the same these instructions must be completed

These instructions now require certain set(s) of books that are reported on and attached to the Schedule M-3
footnote disclosures with respect to Form 1120-F, Schedule L. Foreign when filed. Part III requires that results
Part II and Part III of Schedule M-3 in banks are foreign corporations from Schedule I (Form 1120-F), Interest
cases in which the foreign corporation described in Regulations section Expense Allocation Under Regulations
elects to report the income attributable 1.882-5(c)(4). Section 1.882-5, and Schedule H (Form
to its U.S. business in accordance with 1120-F), Deductions Allocated To
the provisions of an applicable income Effectively Connected Income UnderWho Must File
tax treaty (i.e., business profits of a Regulations Section 1.861-8, also beAny foreign corporation required to fileU.S. permanent establishment). See included. See instructions for Part III,Form 1120-F, that reports on Schedulereferences to these disclosures on lines 26b, 26c, and 31, on page 23.L, line 17 of Form 1120-F, total assetspages 9 and 20, and in Example 11 of at the end of the corporation’s tax yearthese instructions. that equal or exceed $10 million, must Other Issues Affecting

complete and file Schedule M-3 in lieu Schedule M-3 Filingof Schedule M-1, Reconciliation ofGeneral Instructions Income (Loss) per Books With Income Requirementsper Return.
If a corporation was required to filePurpose of Schedule A foreign corporation filing Form Schedule M-3 for the preceding tax

1120-F that is not required to fileSchedule M-3, Part I, determines the year but reports on Schedule L, line 17,
Schedule M-3 may voluntarily filenet income (loss) of the of Form 1120-F total assets at the end
Schedule M-3. If the schedule is filednon-consolidated (see of the current tax year of less than $10
voluntarily, see How to CompleteNon-consolidated financial statement million, the corporation is not required
Columns in Parts II and III on page 7on page 3 for definition) foreign to file Schedule M-3 for the current tax
for additional information.corporation filing Form 1120-F, U.S. year. The corporation may either (a) file

Income Tax Return of a Foreign Schedule M-3 voluntarily, or (b) fileNote. A corporation filing Schedule
Corporation. Schedule M-3, Parts II and Schedule M-1, for the current tax year.M-3 must not also file Schedule M-1. A
III, reconcile this financial result with the However, if the corporation chooses toforeign corporation that is required to
corporation’s taxable income before the file Schedule M-1 for the current taxcomplete (or voluntarily completes)
NOL deduction and special deductions year, and for a subsequent tax year theSchedule M-3 is still required to
on Form 1120-F, Section II, line 29. corporation is required to file Schedulecomplete Schedule M-2.

M-3, the corporation must completeFor purposes of this reconciliation,
Schedule M-3 in its entirety (includingPart I, line 1, provides rules for When and Where To File
all of Parts II and III) for thatdetermining the financial statement(s) Attach Schedule M-3 (Form 1120-F) to subsequent tax year.the taxpayer must use in reporting the the foreign corporation’s Form 1120-F

net income (loss) to be reported on Part income tax return. Be sure to check the
I, line 4. Part I, lines 5 through 10 then Other Form 1120-Fbox at the top of Form 1120-F, page 1,
provide adjustments to include or indicating that Schedule M-3 is Schedules Affected byexclude financial results to reconcile the attached.
financial statement results reportable Schedule M-3on Part I, line 4, to the foreign Completion of Schedulecorporation’s adjusted financial net Requirements
income (loss) reportable on Part I, line M-3
11. Schedule LA corporation required to file Schedule

For foreign corporations other than M-3 must complete Parts I, II and III of Generally, the assets and liabilities
foreign banks (see definition in the the schedule in its entirety and attach required to be reported on Schedule L
instructions for Part I, line 1 on page 4), the schedule to Form 1120-F. At the are the total assets and liabilities
Part I, line 11 includes the worldwide time the Schedule M-3 is filed, all reflected on the set(s) of books of the
financial net income (loss) of the applicable questions must be answered foreign corporation that include assets
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that give rise to U.S. effectively Code-based reporting purposes, but for results as worldwide income reporting
connected income and U.S. booked treaty-based reporting purposes, such under Regulations section
liabilities (as defined in Regulations transfer may effect attribution to 1.882-5(d)(2)(ii). However, the
section 1.882-5(d)(2)). The total assets another part of the corporate enterprise Schedule M-3 (Form 1120-F) reporting
and liabilities include the interbranch under a functional and factual analysis on Part I, line 11 must always reflect
assets and liabilities and the and no longer be reportable on the worldwide profits and losses of the
noneffectively connected assets Schedule L as part of the U.S. foreign corporation filing the Form
reflected on such books. Such books permanent establishment after the 1120-F even if the Schedule L books
will reflect the assets of the foreign transfer. Additionally, a set of books determined under Regulations section
corporation located in the United States having no effectively connected income 1.882-5(d)(2)(ii) gives rise to less than
and all other of its assets used in its or U.S. booked liabilities under worldwide reporting under the facts and
trade or business within the United Regulations section 1.882-5(d)(2) might circumstances.
States (other than its assets giving rise still constitute a set of books of the U.S.
to effectively connected income under permanent establishment because the Entity Considerations forsections 864(c)(6) or (7)). A foreign items recorded thereon are primarily

Schedule M-3corporation may instead elect to report attributable to the U.S. permanent
its worldwide assets and liabilities on establishment under the application by For purposes of Schedule M-3,
Schedule L under Regulations section analogy of the OECD Transfer Pricing references to the classification of an
1.6012-2(g)(1)(iii). If a foreign Guidelines as expressly authorized by entity (for example, as a corporation, a
corporation (including a foreign bank) or pursuant to a U.S. tax treaty and partnership, or a trust) are to the
elects worldwide reporting on Schedule accompanying documents. classification of the entity for U.S.
L, the same set(s) of books must be federal income tax purposes.Note. As of December 2009, theused to report the adjusted worldwide income tax treaties that expresslynet income (loss) results in Part I, line For a foreign corporation other thanprovide the right to determine the11. a bank, the financial results of an entityattribution of business profits to a U.S.

that is disregarded as separate fromIf the foreign corporation has more permanent establishment by application
the foreign corporation filing Formthan one set of books and records of the OECD Transfer Pricing
1120-F for federal income tax purposesrelating to assets located in the United Guidelines are those with the United
(“disregarded entity”) are reported onStates or used in a trade or business Kingdom (2001), Japan (2003),
Schedule M-3, Part I, line 4, if theconducted in the United States, it must Germany (2006), Belgium (2006), and
foreign corporation’s applicable incomereport the combined amounts shown on Canada (2007). See Article 7 (Business
statement includes the net income ofall such books and records on Profits) and the accompanying
such disregarded entity. Otherwise, theSchedule L, as adjusted to eliminate Exchange of Notes.
results of the disregarded entity aretransactions recorded between the

reportable books. However, amounts separately reported on Part I, line 5. OnSchedule M-2
recorded for transactions between the Parts II and III, any item of income,

If the foreign corporation is a bank (andset(s) of books and other divisions of gain, loss or deduction of a disregarded
checked the “Yes” box on Part I, line 1the foreign corporation or includible entity must be reported as an item of
of Schedule M-3), the amount shownentities reportable on Schedule M-3, the foreign corporation, and is not
on Schedule M-2, line 2 (Net incomePart I, line 5, are not eliminated for reported on Part II, lines 9, 10, or 11, as
(loss) per books) must equal theSchedule L purposes (except for certain from a partnership or pass-throughamount shown on Schedule M-3, Part I,transactions with disregarded entities entity. The applicable financialline 11. Both the foreign bank’s Formthat are also reportable on Schedule L), statement may include a disregarded1120-F, Schedule L reporting andunless the taxpayer elects worldwide entity only if it is owned directly orSchedule M-3 (Form 1120-F) reportingreporting under Regulations section indirectly by the foreign corporation. Anare based on the same set(s) of1.6012-2(g)(1)(iii). applicable financial statement may notSchedule L books which are generally include a disregarded entity that is theAdaptation of Form 1120-F, determined on the basis of Regulations direct or indirect owner of the foreignSchedule L for treaty-based section 1.882-5(d)(2)(iii). If, however, corporation filing Form 1120-F.reporting. The set(s) of books that the foreign bank elects to complete its

must be reported on Form 1120-F, Form 1120-F, Schedule L on the basis  Foreign bank disregarded entitySchedule L are those of the U.S. of its worldwide books, then the bank books – reporting for lines 4 and 5.permanent establishment. These books will be required to report its net income For foreign banks, the net income (loss)will generally be the same set(s) of (loss) on Schedule M-2 and Schedule of certain disregarded entities are notbooks reported on Schedule L as M-3 from the same worldwide set(s) of combined with other U.S.-based sets ofdescribed above. However, certain books used for Form 1120-F, Schedule books reported on line 4. The set(s) ofbooks that give rise to effectively L purposes. books with respect to disregardedconnected income might not
entities are included on Part I, line 5, ifnecessarily give rise to treaty-based  If the foreign corporation is not a
the set(s) of books of such disregardedreporting. For example, the assets on a bank (and checked the “No” box on
entities give rise to U.S. bookedset of books could still be attributed to a Part I, line 1), the amount shown on
liabilities under Regulations sectionU.S. office for effectively connected Schedule M-2, line 2 (Net income (loss)
1.882-5(d)(2)(iii). Transactions betweenincome reporting purposes even when per books) should reflect that
the set(s) of books reported on line 4considered transferred from the U.S. associated with the Schedule L books.
and line 5 are eliminated on line 8.permanent establishment for treaty This amount will equal the amount
However, a U.S. LLC that is areporting purposes (see, for example, shown on Schedule M-3, Part I, line 11
disregarded entity whose set(s) ofRegulations section 1.864-4(c)(5)(iii)) if only if the corporation voluntarily
books do not give rise to U.S. bookedunder the facts and circumstances, chooses to complete Form 1120-F,
liabilities of the foreign bank undersuch assets also constitute a set of Schedule L on the basis of the
Regulations section 1.882-5(d)(2)(iii),books that give rise to U.S. booked corporation’s worldwide set(s) of books
are not included in line 4 or line 5.liabilities under Regulations section under Regulations section
Transactions between such1.882-5(d)(2). Under such 1.6012-2(g)(1)(iii), or, if the Schedule L
disregarded entities and set(s) of bookscircumstances, the set of books would books determined under the facts and
reported on line 4 are not eliminated.remain reportable on Schedule L for circumstances constitute the same
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first became a reportable entity partner, establishment under OECD TransferRelated Filing Requirements
(7) the date with respect to which it is Pricing Guidelines principles (e.g., see– Reportable Entity Partner reporting a change in its ownership Article 7 (Business Profits) and the

Reporting Responsibilities interest in the partnership, if applicable, accompanying Exchange of Notes to
(8) the interest in the partnership it the U.S. income tax treaties with theReportable entity partner. For
owns or is deemed to own in the United Kingdom (2001), Japan (2003),purposes of these instructions, a
partnership, directly or indirectly (as Germany (2006), Belgium (2006), andreportable entity partner with respect to
defined under these instructions), as of Canada (2007)), answer “Yes” if thea partnership filing Form 1065, U.S.
the date with respect to which it is corporation reports income under theReturn of Partnership Income, is an
reporting, and (9) any change in that treaty method in lieu of the effectivelyentity that (1) owns or is deemed to
interest as of the date with respect to connected income rules under sectionsown, directly or indirectly, under these
which it is reporting. 864 and 882. For reporting under thisinstructions a 50% or greater interest in

method in Parts II and III, seethe income, loss or capital of the The reportable entity partner must
Treatment of Items Under an Eligiblepartnership on any day of the tax year retain a copy of each required report it
Treaty-Based Return Position toand (2) was required to complete makes to each partnership under these
Attribute Business Profits to a U.S.Schedule M-3 on its most recently filed instructions. Each partnership must
Permanent Establishment on page 9.U.S. federal income tax return or return retain copies of the required reports it

of income filed prior to that day. A Questions B through D. Forreceives under these instructions from
corporation filing a Form 1120-F Schedule M-3, Part I, questions Breportable entity partners.
income tax return required to complete through D, use only the financialExample 1. A, an LLC filing a FormSchedule M-3 is subject to the statements of the foreign corporation1065 for 2009, is owned 50% by Z, areportable entity partner reporting filing Form 1120-F. If the foreignforeign corporation engaged in trade orresponsibilities with respect to corporation prepares its own financialbusiness within the United States. Apartnership interests it owns or is statements but is controlled by anotherowns 50% of each of B, C, D, and E,deemed to own, directly or indirectly, on corporation (U.S. or foreign) thateach of which is also an LLC filing aor after January 1, 2009. prepares financial statements thatForm 1065 for calendar year 2009. Z include the foreign corporation, theFor purposes of these instructions, was first required to complete Schedule foreign corporation must use for its(1) the owner of a disregarded entity is M-3 (Form 1120-F) for its corporate tax Schedule M-3, Part I, its own financialdeemed to own all corporate and year ended December 31, 2008, and statements rather than the financialpartnership interests owned or deemed filed its Form 1120-F with Schedule M-3 statements of the controllingto be owned under these instructions for 2008 on September 15, 2009. As of corporation. These financial statementsby the disregarded entity; (2) the owner September 16, 2009, Z was a are used for completing line 4.of 50% or more of a corporation by vote reportable entity partner with respect to
on any day of the corporation’s tax year Non-consolidated financialA and, through A, with respect to B, C,
is deemed to own all corporate and statement. A foreign corporation’sD, and E. On October 5, 2009, Z
partnership interests owned or deemed “non-consolidated” financial statementreports to A, B, C, D, and E, as it is
to be owned under these instructions may include a financial statement whichrequired to do within 30 days of
by the corporation during the reports a consolidation of entities orSeptember 16, that Z is a reportable
corporation’s tax year; (3) the owner of subsidiaries that the foreign corporationentity partner directly owning (with
50% or more of partnership income, owns. In such a case, the net income orrespect to A) or deemed to own
loss, or capital on any day of the (loss) of such entities or subsidiariesindirectly (with respect to B, C, D, and
partnership tax year is deemed to own would be included in the amountE) a 50% interest. Therefore, because
all corporate and partnership interests reported on line 4 and, except forZ was a reportable entity partner for
owned or deemed to be owned under disregarded entities, would be2009, each of A, B, C, D, and E is
these instructions by the partnership eliminated by reporting these amountsrequired to complete Schedule M-3
during the partnership tax year; and (4) on line 7 (see page 5). Any adjustments(Form 1065) for 2009, regardless of
the beneficial owner of 50% or more of associated with removing suchwhether they would otherwise be
the beneficial interest of a trust or amounts would be reported on line 8.required to complete Schedule M-3 for
nominee arrangement on any day of Example 2. FC1 is a foreignthat year. Z must retain a copy of each
the trust or nominee arrangement tax corporation other than a bank, residentof the required reports it makes to A, B,
year is deemed to own all corporate in Country X, and engaged in a trade orC, D, and E under these instructions,
and partnership interests owned or business in the United States. FC1 isincluding the reports it makes on
deemed to be owned under these required to file Form 1120-F. FC1October 5, 2009.
instructions by the trust or nominee reports on Schedule L more than $10
arrangement. million in assets and therefore, isPart I – Financial

Reporting requirements of required to file Schedule M-3. FC1 is
Information and Netreportable entity partner. A owned 100% by FC, its non-banking

reportable entity partner with respect to parent corporation also resident inIncome (Loss)a partnership (as defined above) must Country X. FC1’s net income (loss)
report the following to the partnership results are included in a certifiedReconciliation
within 30 days of first becoming a audited consolidated financial
reportable entity partner and, after first statement of FC. FC1 also has anWhen To Complete Part I
reporting to the partnership under these unconsolidated financial statement that

Part I must be completed for any taxinstructions, thereafter within 30 days of is not certified. In answering questions
year for which the foreign corporationthe date of any change in the interest it B through D, FC1 may not use FC’s
files Schedule M-3.owns or is deemed to own, directly or consolidated financial statement. FC1’s

indirectly, under these instructions, in Question A. Treaty position taken on “non-consolidated financial statement”
the partnership: (1) its name, (2) its Form 1120-F, Section II, for taxable is its own unconsolidated, worldwide
mailing address, (3) its taxpayer income. If a foreign corporation is financial statement which is a statement
identification number (TIN or EIN), if resident in a country having a treaty described in question C. If FC was also
applicable, (4) its entity or organization with the United States that expressly engaged in a trade or business within
type, (5) the state or country in which it permits determining the attribution of the United States with reportable assets
is organized, (6) the date on which it business profits to a permanent over $10 million, then FC would be
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required to file its own Schedule M-3 Ordinary and consistent internalLine 3. Publicly Traded Stock
accounting practices.  If the foreignand would be required to use its If the foreign corporation’s stock is
bank’s ordinary and consistentlycertified audited financial statement traded on any exchange, domestic or
applied accounting practices includedescribed in question B. In such foreign, please report the name of the
the consolidation of more than one setcircumstances, FC1 would continue to exchange(s) on the line provided. If
of books that is reportable on Scheduleuse its own non-consolidated statement additional room is needed, attach a
L as determined under Regulationsdescribed in question C. schedule.
section 1.882-5(d)(2)(iii), the foreign

Example 3. Same facts as bank may use such consolidated booksFor purposes of line 3, if the foreign
Example 2, except FC1 is a for completing Part I, line 4. If additionalcorporation’s stock is not publicly
disregarded entity. Under U.S. tax set(s) of books that constitute Scheduletraded (as defined above) and its voting
principles, FC is the taxpayer treated as L books are not included in thestock is owned or controlled 50% or
directly engaged in trade or business consolidated books, then such othermore by another foreign corporation
within the United States and is required Schedule L books must also bewhose stock is publicly traded (as
to file Form 1120-F and Schedule M-3. reported on line 4, or if such otherdefined above), check the “Yes” box
FC’s “non-consolidated” financial books are set(s) of books of includibleand report the name of the exchange(s)
statement is its consolidated certified disregarded entities, they must beon the line provided. The foreign
audited financial statement, described reported on line 5. Interbranchcorporation whose stock is publicly
in question B, because it is the financial transactions between the Schedule Ltraded need not file Schedule M-3
statement of the company engaged in a books must be eliminated and reported,(Form 1120-F) unless such corporation
trade or business within the United if necessary, on line 8.is also engaged in a trade or business
States that is required to file Form within the United States and has If the foreign bank does not have the1120-F and Schedule M-3. FC’s reportable assets of $10 million or certified audited financial statementsconsolidated entities (other than any more. If the foreign corporation whose described in question D, the bankdisregarded entities) are eliminated as stock is publicly traded is not engaged should use any other financial“non-includible” entities on Part I, line 7. in a trade or business within the United statement from which the balance sheet

States, its foreign subsidiary reported on Form 1120-F, Schedule LLine 1. Foreign Banks corporation that is engaged in a trade is derived. For this purpose, the termDescribed in Regulations or business with $10 million or more of “any other financial statement” includesSection 1.882-5(c)(4) reportable assets must still file unaudited financial statements
Schedule M-3 with its Form 1120-F.If a foreign corporation is a foreign bank prepared by the corporation under the

described in Regulations section method of accounting generally used byLine 4. Net Income (Loss) from1.882-5(c)(4), answer “Yes” to Part I, the corporation’s U.S. operations. If no
line 1. Special rules pertain to the the Income Statement Identified such statements are available, trial
corporation for Part I, lines 4 through in Part I, Line 1 balances prepared from general
11. For Schedule M-3 purposes, a ledgers or similar other records shouldPart I, line 4, reports the net income
foreign bank is defined based on be used.(loss) from the applicable income
section 581 principles with respect to its statement identified in Part I, line 1. Foreign corporations other thanbanking activities on a worldwide level,

banks. If the foreign corporation is notForeign banks.  If the foreign bankwithout regard to whether it conducts a
a bank, Part I, questions B, C, and D,has the type of non-consolidated,banking trade or business within the
provide a hierarchy of applicableworldwide financial statement describedUnited States. These requirements
income statements for reporting on Partin question B or C, the foreign bankinclude having a substantial part of its
I, line 4. If the corporation has theshould check the “Yes” box for theworldwide business consist of receiving
non-consolidated, worldwide, certifiedapplicable question B or C. However,deposits and making loans and
audited financial statement described indo not report these results on Part I,discounts, or of exercising fiduciary
question B, report the net income (loss)line 4 unless the foreign bank alsopowers similar to those permitted to
from such statements on line 4. If thechooses worldwide reporting of thenational banks. In addition, the foreign
corporation does not have a financialcorporation must be subject to bank set(s) of books on Form 1120-F,
statement of that type but does haveregulatory supervision in its country of Schedule L under Regulations section
the non-consolidated, worldwideincorporation. 1.6012-2(g)(1)(iii). If the foreign bank
unaudited financial statement describedhas certified audited financial
in question C, report the net incomeLine 2. Questions Regarding statements from which the balance (loss) from such statements on line 4.sheet reported on Form 1120-F,Income Statement Period and These unaudited financial statementsSchedule L is derived (as described inRestatements should first include those prepared byquestion D), the net income (loss) fromEnter the beginning and ending dates the corporation under the method ofsuch statements is used to completeon line 2a for the corporation’s annual accounting generally used by theline 4, except that any disregardedincome statement period ending with or corporation. If no such unauditedentities whose results are reportable onwithin the current tax year. statements are available, other financialSchedule L are excluded from line 4 statements may be used, including trialPart I, lines 2b and 2c, regarding unless they are included in the balances prepared from therestatements of income statements, corporation’s financial consolidation of corporation’s worldwide books andrefer to the income statement issued by its Schedule L books in accordance records that are based on the methodthe corporation filing the U.S. income with the bank’s ordinary and of accounting generally used by thetax return. Answer “Yes” on lines 2b consistently applied internal accounting corporation.and/or 2c if the corporation’s annual practices. Disregarded entities

income statement has been restated for includible in Schedule L, that are not If the foreign corporation has none of
any reason. Attach a short explanation included in a non-tax financial these financial statements, then the net
of the reason for the restatement for consolidation of the corporation’s income (loss) derived from the set(s) of
each applicable period, including the Schedule L books in accordance with books described in question D is used
original amount and restated amount of the bank’s ordinary and consistently to report net income (loss) on line 4,
each annual statement period’s net applied internal accounting practices, excluding disregarded entities. All
income. are separately reported on Part I, line 5. disregarded entities are reported on
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Part I, line 5. For corporations other 1. The disregarded entity is either books determined under Regulations
than banks, the set(s) of books itself engaged in a trade or business section 1.882-5(d)(2)(ii) on lines 4 and
described in question D are those that within the United States and has 5 and will need to report the net income
give rise to U.S. booked liabilities under generated income effectively connected (loss) from all non-Schedule L books on
Regulations section 1.882-5(d)(2)(ii). with it or, it is not engaged itself in a line 6. Line 6 reporting does not apply

trade or business within the United to corporations that are able to reportAll foreign corporations. The States but has income effectively worldwide net income (loss) on lines 4amount on line 4 must equal the connected with a trade or business and 5 from financial statementsfinancial statement net income (loss) for within the United States of the foreign described in questions B or C, or fromthe income statement period ending bank; and worldwide trial balances.with or within the tax year as indicated 2. The net income (loss) of theon line 2a. entity would be includible on Part I, line Attach a supporting schedule that
4, if the assets and liabilities of suchIf the income statement period provides by country, the name and net
entity were held directly by the foreigndiffers from the corporation’s tax year, income (loss) per the financial
bank rather than by the disregardedthe income statement period indicated statement on Part I, line 6, of all foreign
entity.on line 2a applies for purposes of Part locations. Foreign corporations other

I, lines 4 through 8. than banks that have effectivelyIf the income of the includible connected income with respect toCombined Reporting of Schedule disregarded entity is effectively
transactions entered into as a globalL set(s) of books. Question D filers. connected with a trade or business
dealer in securities must reportAll foreign banks (and any other foreign within the United States but would not
separately in this supporting schedulecorporation that reports on Part I, line 4, have been includible on Part I, line 4, if
the net income (loss) for each set(s) ofthe financial results from the set(s) of the assets giving rise to such income
books for which the effectivelybooks used in preparing Form 1120-F, were held directly by the foreign
connected dealer income is recordedSchedule L, excluding disregarded corporation rather than by the includible
within each separate country. Allentities), must attach a schedule that entity, then any effectively connected
foreign corporations must report theiridentifies each book (e.g., New York income of the includible entity is
effectively connected global dealingBranch, International Banking Facility, reported on Part II, line 23, columns (b)
income in Part II, line 16.Cayman Branch) and its net income through (e), instead of Part I, line 5.

(loss) that is included on Part I, line 4. Foreign corporations other than a
However, if a foreign bank in its Line 7. Net Income (Loss) ofbank. If the foreign corporation is not
ordinary business practice prepares a Nonincludible Entitiesa bank, include on line 5, all
consolidation of one or more books disregarded entities not included on This line will generally not apply to
required to be reported on Schedule L, Part I, line 4. When a foreign foreign banks (unless a nonincludible
such consolidated results may be corporation reports income (loss) from entity is consolidated in the Schedule Lreported on line 4 in lieu of reporting a financial statement identified in set(s) of books for line 4 purposes), northe separate results for each book in question B or C, net income (loss) of a does it apply to foreign corporationsthe consolidation. If a consolidation of disregarded entity may or may not be other than banks that report on Part I,reportable books does not exist, then included on line 4, depending on the lines 4 and 5, income (loss) from thetransactions recorded between these foreign corporation’s accounting financial statements described inbooks must be separately eliminated principles. However, inclusion of question D. For other corporations,and shown in the aggregate as a disregarded entities will be necessary remove the net income (in line 7a) orseparate reconciling elimination line on line 5 when a taxpayer has reported loss (in line 7b) of any other entityitem on this schedule. In such a case, on Part I, line 4, amounts from financial whose income (loss) is reported on Partreport on line 8 the eliminations for statements described in question D or I, line 4, but should be excluded fromtransactions between set(s) of books similar unaudited statements. Part I, line 11. Examples of suchreported on line 4 and includible

Adjustments for intercompany entities are the foreign corporation’sdisregarded entities reported on line 5.
transactions between the foreign subsidiaries (other than disregarded
corporation and includible disregarded entities) and partnerships that wereLine 5. Net Income (Loss) from
entities may be required. See the combined with the corporation in theIncludible Disregarded Entities
instructions for Part I, line 8 on page 6. type of consolidated financial statement(“Includible Entities”)

described in questions B or C. Do notAll foreign corporations. Attach aInclude the net income (loss) of any remove in Part I the financial statementsupporting schedule that lists for eachdisregarded entity that is not included in net income (loss) of any nonincludibleincludible disregarded entity reportedthe income reported on Part I, line 4, on lines 5a through 5d the name, EIN entity accounted for in the financialbut should be included in Part I, line 11. (if applicable), and net income (loss) statements on the equity method.The financial results of disregarded per the financial statement of that Adjustments are made for these entitiesforeign entities are reported on lines 5a includible disregarded entity. on Part II, lines 8 through 11.(income) and 5b (loss), and the
financial results of disregarded U.S. Line 6. Net Income (Loss) Not In addition, on Part I, line 8,
entities are reported on lines 5c Included on Lines 4 and 5 from adjustments for intercompany
(income) and 5d (loss). The applicable Includible Foreign Locations transactions between the foreignfinancial statement of the disregarded corporation and nonincludible entitiesLine 6 applies only to foreignentity to be used is determined first may be required. See instructions forcorporations other than banks whoseunder question B if available, then line 8.books and records are not sufficient tounder question C. However, a foreign report worldwide income on lines 4 andbank should only use the set(s) of Attach a supporting schedule that5. Line 6 reporting will be necessarybooks from the disregarded entity that provides the name, EIN (if applicable),only when the corporation does notare reportable on Schedule L. and net income (loss) per the financialhave a worldwide trial balance to report

statement or books and recordsForeign banks. A foreign bank its worldwide income as satisfaction of
included on line 4 that is removed onshould include on line 5 each the requirements of question C. In such
this line 7 for each separatedisregarded entity that meets the circumstances, the corporation will
nonincludible entity.following two conditions. have used Form 1120-F, Schedule L
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corporation other than a bank. If a non-consolidated, worldwide, certifiedLine 8. Adjustments to
foreign corporation other than a bank audited financial statements, it is notIntercompany Transactions
reports worldwide income on Part I, line reported on Part I, line 5, since it isInclude on Part I, line 8: (i) adjustments 4, and is an owner of an interest in already included on Part I, line 4.to consolidation entries and elimination another entity that (1) is accounted for Any adjustments necessary toentries that are contained in the amount in the foreign corporation’s separate remove intercompany transactionsreported on Part I, line 4 (see line 4 general ledger on the equity method, between F and S1 must be reported oninstructions) required as a result of and (2) is fully consolidated in the Part I, line 8.adding amounts on Part I, lines 5 and foreign corporation’s worldwide6; and (ii) amounts of any additional financial statements (thus eliminating Line 9. Adjustments toconsolidation entries and elimination the equity inclusion) and, if that entity is Reconcile Income Statemententries that are required as a result of also reported on Part I, line 7, as a Period to Tax Yearremoving amounts on Part I, line 7. nonincludible entity, then an adjustment

Include on line 9 any adjustmentsForeign banks. For foreign banks, on Part I, line 8, must be made. The
necessary to reconcile differencesadjustments are necessary to account foreign corporation must restore on
between the income statement periodfor the elimination of certain Schedule M-3, Part I, line 8, the equity
reported on line 2a and thetransactions between the Schedule L income inclusion from that entity. If the
corporation’s tax year. Attach abooks reported on line 4 and for foreign corporation does not account for
supporting schedule identifying the typetransactions between the foreign bank the entity on the equity method on its
of transaction and amount of eachand each disregarded entity reported own general ledger, it will not have
adjustment.on Part I, line 5. For example, eliminated the equity income for

adjustments must be reported on line 8 non-consolidated, worldwide financial Line 10. Other Adjustments to
to eliminate any intercompany statement purposes, and therefore will Reconcile to Amount on Line 11dividends received by the foreign have no elimination of equity income to

Include on line 10 any othercorporation from any disregarded entity reverse.
adjustments, not reportable on lines 5whose results are included on Part I,

The attached supporting schedule through 9, to reconcile net incomeline 5. However, if a disregarded entity
for Part I, line 8, must identify the type (loss) on Part I, line 4, with net incomeis not reportable in Part I (e.g., because
(e.g., minority interest, intercompany (loss) on Part I, line 11.it does not give rise to U.S. booked
dividends, etc.) and amount ofliabilities under Regulations section For any adjustments reported on
consolidation or elimination entries1.882-5(d)(2)(iii)), the dividend received Part I, line 10, attach a supporting
reported, as well as the names of theby the foreign bank is not eliminated on schedule that provides, for each entity
entities to which they pertain. It is notPart I, line 8. Instead, the dividend is to which an adjustment relates: the
necessary to report intercompanyeliminated as an interbranch name and EIN (if applicable) of the
eliminations that net to zero on Part I,transaction on Part II, line 3, column entity, the nature of the adjustment, the
line 8, such as intercompany interest(c). amount of net income (loss) included in
income and expense. For instance, if Part I before any adjustments on lineForeign corporations other than the foreign corporation reports interest 10, and the amount of net income (loss)banks.  For foreign corporations other income on Part I, line 4, from included on Part I, line 11.than a bank, adjustments are transactions with a disregarded entity

necessary in order to ensure that the included on Part I, line 5, it is not Line 11. Adjusted Financial Net
consolidation entries and intercompany necessary to report the offsetting gross Income (Loss) of theelimination entries included in the interest income and gross interest Non-Consolidated Foreignamount reported on Part I, line 11, are expense on Part I, line 8. Corporationonly those applicable to worldwide

Example 4. F is a foreignincome of the non-consolidated foreign The sum of lines 4 through 10
corporation other than a bank and hascorporation. Adjustments on line 8 may constitutes the adjusted
a fiscal financial and tax year end. Fbe with respect to transactions between non-consolidated financial net income
files Form 1120-F because it engagedthe foreign corporation and either a (loss) of the foreign corporation that is
in a trade or business within the Uniteddisregarded entity reported on Part I, to be reconciled in Parts II and III with
States and is required to file Scheduleline 5, or a nonincludible entity reported the foreign corporation’s taxable
M-3. F owns two U.S. subsidiaries, S1on Part I, line 7. Adjustments for income reported on Form 1120-F,
and S2, and has made a check the boxtransactions with nonincludible entities Section II, line 29.
election for S1 to be treated as aare required only when the foreign Example 5. Foreign corporationsdisregarded entity. Both S1 and S2corporation reports worldwide income other than a bank. FC is a non-bankhave the same fiscal year end as F. Inon Part I, line 4, from a financial foreign corporation engaged in trade oraddition, F’s home country accountingstatement described in Part I, questions business within the United States andrules require the inclusion of S2’sB through C. For example, adjustments required to file Form 1120-F andincome and expenses in F’smust be reported on line 8 to remove Schedule M-3. FC does not havenon-consolidated, worldwide, certifiedminority interests and to reverse the income statements that report itsaudited financial statements. However,elimination of intercompany dividends non-consolidated, worldwide income,S1’s income and expenses are notincluded on Part I, line 4, that relate to but FC does have unaudited incomeincluded in F’s non-consolidated,the net income of entities removed on statements for the set(s) of books itworldwide, certified audited financialPart I, line 7, because the income to reports on Schedule L with respect tostatements.which the consolidation or elimination its trade or business within the United

entries relate has been removed. In On Schedule M-3, F must check States. Included in these results are
addition, consolidation or elimination “Yes” to question B. F must report its foreign disregarded entity FDE1 with
entries must be reported on line 8 to net income (loss) from its net income of $20,000 and foreign
eliminate any intercompany dividends non-consolidated, worldwide, certified disregarded entity FDE2 with net loss of
received by the foreign corporation from audited financial statements on Part I, ($5,000). FDE1 and FDE2 do not have
any disregarded entity whose results line 4. On Part I, line 5, F must include any effectively connected income and
are included on Part I, line 5. the net income (line 5c) or loss (line 5d) do not have books that give rise to U.S.

Special treatment of equity generated by S1, the disregarded U.S. booked liabilities under Regulations
method inclusions for a foreign entity. Because S2 is included in the section 1.882-5(d)(2)(ii). FC reports net
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income on these financial statements of entity USDE1 with net income of 2. Do not complete Part II, lines 1
$50,000. In addition, FC has foreign $15,000 and U.S. disregarded entity through 27, columns (a) and (e);
locations that are not included in such USDE2 with a net loss of ($5,000). 3. Do not complete Part III, columns
income statements. These locations do (a) and (e);Although FC must answer “Yes” to
not have effectively connected income 4. Report on Part II, line 28,question B, FC must not report on Part
on set(s) of books that give rise to U.S. columns (b) through (d), the total ofI, line 4, the results of these
booked liabilities. The financial net Part II, lines 1 through 27, columns (b)non-consolidated, worldwide, certified
income of such foreign locations is through (d) respectively, andaudited income statements. FC must
$25,000. 5. Report on Part II, line 28, columnalso answer “No” to question D. FC

(e), the sum of Part II, line 28, columnsmust report on Part I, line 4, the amountFC must answer “No” to questions B
(a), (b), (c), and (d).from the unaudited income statementsthrough D in Part I. FC must report on

for the set(s) of books it reports onPart I, line 4, $35,000 (total income Note. Part II, line 28, column (e), mustSchedule L of $40,000 (total incomereported of $50,000, excluding the equal the amount on Form 1120-F,reported of $50,000, excluding theresults of FDE1 and FDE2). On Part I, Section II, line 29.results of USDE1 and USDE2 whichline 5a, FC will include the $20,000 of
Example 8. For the 2007, 2008,also give rise to effectively connectednet income of FDE1 and will include on

and 2009 tax years, foreign corporationincome and are set(s) of booksPart I, line 5b, the ($5,000) net loss of
A has total assets on the last day of theincluded in Form 1120-F, Schedule L).FDE2. The net income of $25,000 from
tax year as reported on Schedule L,On Part I, line 5c, FC will include theforeign locations must be included on
line 17, column (d), of $8 million, $11$15,000 of net income of USDE1 andPart I, line 6, such that $75,000 is the
million, and $12 million, respectively. Awill include on Part I, line 5d, thenet income reportable on line 11.
is required to file Schedule M-3 for its($5,000) net loss of USDE2. AssumingExample 6. Foreign corporations 2008 and 2009 tax years.no other adjustments are required onother than a bank. FC is a non-bank Part I, lines 8 through 10, the net For its 2007 tax year, A voluntarilyforeign corporation engaged in trade or income reported on Part I, line 4, is filed Schedule M-3 in lieu of Schedulebusiness within the United States and $40,000, and the net income reported M-1 and did not complete columns (a)is required to file Form 1120-F and on line 11 is $50,000. and (e) of Parts II and III.Schedule M-3. FC owns NI, a C

For A’s 2008 tax year, the first taxcorporation for federal income tax How to Complete Columns in
year that A is required to file Schedulepurposes. FC has certified audited Parts II and III M-3, A is only required to complete Partincome statements that report its
I and columns (b), (c), and (d) of Partsworldwide income and that of NI. FC Columns (a) and (e) II and III.reports net income on these statements

For each line item in Parts II and III,of $120,000. Included in these results For A’s 2009 tax year, A is requiredreport in column (a) the amount of theare foreign disregarded entity FDE1 to complete Schedule M-3 in itsitem included in the net income (loss)with net income of $30,000, foreign entirety.reported on Part I, line 11. For each linedisregarded entity FDE2 with net loss of In addition, for A’s 2008 tax year, Aitem, report in column (e) the amount($5,000), and NI’s net income of may voluntarily complete Schedule M-3included in determining taxable income$40,000. FDE1 and FDE2 both have in its entirety.(loss) on Form 1120-F, Section II, lineeffectively connected income that give
29.rise to U.S. booked liabilities. Interest Columns (b), (c), and (d)

income of $5,000 received by FC from A foreign corporation is not required The temporary and permanent
NI is eliminated in the preparation of to complete columns (a) and (e) for the differences reportable in columns (b)
these statements. first tax year the foreign corporation is and (c) are those book-to-tax

required to file Schedule M-3. The differences determined through aFC must answer “Yes” to question B.
corporation must complete columns (a) comparison of the financial statementFC must report on Part I, line 4,
and (e) for all tax years it is required to and tax amounts, under the Code or an$120,000. The results of FDE1 and
file Schedule M-3 that are subsequent applicable treaty, for each of the lineFDE2 are not reported on Part I, line 5,
to the first tax year the corporation is items included in Part I, line 11 andsince their results are already included
required to file Schedule M-3. shown on Parts II and III.on Part I, line 4. NI’s income of $40,000

If, for any tax year (or tax years)is reported on Part I, line 7, because NI Column (b). Temporary
prior to the first tax year a foreignis a nonincludible entity. The $5,000 of book-to-tax differences. In column
corporation is required to file Scheduleinterest income is reported on Part I, (b), report the book-to-tax difference for
M-3, a foreign corporation voluntarilyline 8. Assuming no other adjustments each item expected to reverse in a
files Schedule M-3 in lieu of Scheduleare required on Part I, lines 9 and 10, future year or which reverses a prior
M-1, then in those voluntary filing yearsthe total income reported on Part I, line year difference (whether or not so
the corporation is not required to11 is $85,000 ($120,000 – $40,000 + reported on a prior year’s Schedule
complete columns (a) and (e). In$5,000). M-3). Temporary differences that
addition, in the first tax year the foreign increase the amount shown in columnExample 7. Foreign bank. FC is a corporation subsequently is required to (a) are reported as a positive number.foreign corporation that is a bank file Schedule M-3, the corporation is notengaged in trade or business within the Column (c). Permanentrequired to complete columns (a) andUnited States and required to file Form book-to-tax differences. In column(e) of Parts II and III.1120-F and Schedule M-3. FC has (c) report any book-to-tax difference not

If a foreign corporation chooses notcertified audited income statements that expected to reverse in a future year,
to complete columns (a) and (e) in thereport its non-consolidated, worldwide and that also does not constitute a
first tax year the foreign corporation isnet income and unaudited income reversal of a prior year difference. The
required to file Schedule M-3 (or in anystatements for the set(s) of books it determination as to whether a
year in which the corporation voluntarilyreports on Schedule L for its trade or difference is temporary or permanent
files Schedule M-3), then Part II, linebusiness within the United States. FC should be based on the facts available
28, is reconciled by the corporation inreports net income on the set(s) of at the time the foreign corporation files
the following manner:books of its trade or business within the its U.S. tax return. If the foreign

United States of $50,000, which 1. Report the amount from Part I, corporation is unable to determine
includes the results of U.S. disregarded line 11, on Part II, line 28, column (a); whether a difference between column
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(a) and column (e) for an item will apportioned to non-ECI. If an amount line 11, $100 of interest income, of
reverse in a future tax year or reverses apportioned to non-ECI is included in which $60 is effectively connected
a prior year book-to-tax difference, column (a), then report such amount as tax-exempt interest income and $40 is
report the difference for that item in a negative number in column (d). If the noneffectively connected tax-exempt
column (c). apportioned amount included in column interest income. In addition, FC

(a) is a loss, then include the included on Part I, line 11, $300 of feeAmounts that are permanent
apportioned loss as a positive number and commission income that wasdifferences that reduce the income or
in column (d). Certain income may be recognized for U.S. tax purposes in aexpense amount shown in column (a)
apportioned to ECI that is not reported prior year. FC also included $400 ofare recorded as negative numbers. For
on the Schedule L books and is not meals and entertainment expenses ofexample, interbranch income and
reportable in column (a). These which $200 is deductible under sectionexpense amounts recorded on a foreign
amounts include allocable global 274. FC determines that 60% of itsbank’s books reportable on Schedule L
dealing income in Part II, line 16 and deductions under U.S. tax principles(and therefore included in column (a))
other income from non-Schedule L are allocable to noneffectivelythat are disregarded under U.S. tax
books reportable in Part II, line 23. connected income.principles are permanent differences
Such income is apportioned to ECI andreportable as negative amounts in FC reports on Part II, line 4a, columnreported in column (d) as a positivecolumn (c). (a), the $100 of tax-exempt interestnumber. For amounts reportable in Part

 If interbranch amounts recorded on income. FC reports ($100) ofII, if the apportioned amount is a loss,
Schedule L books are treated as permanent book-to-tax difference onreport such loss as a negative number
third-party amounts under Proposed line 4a, column (c) to eliminate thein column (d). In column (e), combine
Regulations sections 1.863-3(h) and tax-exempt interest income. No amountthe amounts in columns (a), (b), (c),
1.475(g)-2 of the global dealing rules, is reportable on line 4a, column (d)and (d), to determine the amount of
or recognition treatment is otherwise since all of the income is a permanenteach line item apportioned to ECI. See
provided under an Advance Pricing difference under U.S. tax principlesspecial reporting instructions for
Agreement or Mutual Agreement without regard to its allocation betweenreporting amounts in column (d) for
Procedure, then such interbranch effectively and noneffectively connectedsubstitute dividend and substitute
amounts are treated as amounts income. FC also includes on Part II, lineinterest income in Part II, lines 3c and
subject to apportionment between 7, column (a), the $300 of fee and4b and for the allocation and
non-ECI and ECI in columns (d) and (e) commission income. Since this amountapportionment of interest expense in
and not as permanent differences in was already recognized in a prior yearPart III, line 26. Expenses allocable
column (c). for U.S. tax purposes, FC reports onfrom Schedule H, line 20, are

Amounts that are apportionable to line 7, column (b), a temporaryreportable in Part III, line 31 in columns
non-ECI are generally reportable only in difference of ($300). On Part III, line 10,(d) and (e) as a positive number.
column (d). However, some amounts column (a), FC includes the $400 ofColumn (d). Foreign corporationsmay be both permanent differences meals and entertainment expenses. FCother than banks. Foreignunder U.S. tax principles and also be first computes its limitation undercorporations other than banks useapportioned to non-ECI under section section 274 before determining thecolumn (d) to report apportionments864(c). In such cases, a permanent amount allocable to noneffectivelyonly to non-ECI. In Part II, column (d)difference may not be double-counted connected income for purposes ofreport apportionments of income as aby including it a second time in column column (d). Therefore, FC reports in onnegative amount and report losses as a(d). In such circumstances, where an Part III, line 10, column (c), apositive number. Combine columns (a),amount includible in column (a) is both permanent difference of ($200). FC(b), (c), and (d) to reconcile the amounta permanent difference and then determines the 60% of remainingapportioned to ECI in column (e). Forapportionable to non-ECI, the amount is meals and entertainment expense thatPart III, except for lines 26 and 31,reported in column (c) and not in is allocable to noneffectively connectedreport expenses that are apportioned tocolumn (d). Accordingly, non-ECI income and reports this $120 on Partnon-ECI as a negative number intax-exempt interest is reported in III, line 10, column (d) as a negativecolumn (d). See special instructions forcolumn (c) as a permanent difference amount. FC combines columns (a), (b),the reporting of interest expense on lineunder U.S. tax principles. No additional (c), and (d) and reports the $8026. Corporations other than banks doapportionment is necessary in column deductible amount in line 10, columnnot report the allocation of expenses(d) for such amounts. (e).under Regulations section 1.861-8 from

Special treatment may apply for Schedule H (Form 1120-F), line 20, on Example 10. The facts are the
column (c) reporting on Part III, lines Schedule M-3, Part III, line 31. same as in Example 9, except the $100
26d (U.S. source substitute interest of tax-exempt interest is not includedPart III, lines 26d, 26e and 27. Inpayments), 26e (interest equivalents), on Part I, line 11, and is thereforePart III, line 26d (substitute interestand 27 (U.S. source substitute dividend excluded from Part II, line 4, columnpayments), line 26e (interestpayments). See instructions for those (a). Because the $100 of tax-exemptequivalents) and line 27 (substitutelines below. interest income is allocable to both ECIdividend payments), amounts in theseApportionments between and non-ECI, it has significance incategories paid by the foreigneffectively and non-effectively determining the allocation of expensescorporation that are not included inconnected income (ECI and under indirect methods undercolumn (a) are reported in column (c)non-ECI).  The combination of Regulations section 1.861-8, and isas a positive number. Amountscolumns (a), (b), and (c) results in the therefore required to be reported ondescribed in lines 26d, 26e, and 27 aregross taxable income or deduction Part II, line 23 as income not includedreported in column (c) whether or notamount under U.S. tax principles for in the Schedule L books that isany of the amount is apportionable ineach line item in Parts II and III that is allocable and apportionable to ECI.whole or in part to ECI in column (e).eligible for allocation and apportionment Because no amount is includible inColumn (d) is used for these line itemsbetween ECI and non-ECI. column (a), the full $100 of tax-exemptonly to apportion amounts to non-ECI. interest is reported in column (d) as aColumn (d). Foreign bank.

positive number and in column (c) as aColumn (d) is used to report the portion Example 9. FC is a foreign bank
negative number . As a result, there isof the combined amount of columns (a), that is required to file Form 1120-F and
no amount reportable in column (e).(b), and (c) that is allocated and Schedule M-3. FC included on Part I,
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corporation’s U.S. permanent to the U.S. permanent establishment inTreatment of Items Under an
establishment, such amounts may have column (e).Eligible Treaty-Based Return temporary differences under U.S. tax Example 11. Treaty-basedPosition to Attribute principles (e.g., depreciation deductions reporting of business profits of a
includible in column (a) may haveBusiness Profits to a U.S. foreign bank. FC is a foreign bank
temporary book-to-tax differences that has three sets of books that givePermanent Establishment reportable in column (b)). For amounts rise to U.S. booked liabilities underIf a foreign corporation elects to use an reported in Part II, column (a), do not Regulations section 1.882-5(d)(2)(iii)eligible treaty (e.g., see Article 7 report as permanent differences, and that are reportable on Form(Business Profits) and the interbranch interest or other interbranch 1120-F, Schedule L. Two of the booksaccompanying Exchange of Notes to income in column (c) or noneffectively are maintained in the United States bythe U.S. Income tax treaties with the connected income including foreign its U.S. branch. The third book is aUnited Kingdom (2001), Japan (2003), related party interest, dividends or portfolio of effectively connected loansGermany (2006), Belgium (2006), and royalties that are not effectively that are recorded, managed and fundedCanada (2007)) that provides a connected income under section in FC’s home office in Country X. Thepermissible method other than the rules 864(c)(4)(D) in column (d) to the extent three books are consolidated for Formof section 864(c) and 882 to determine such amounts are attributable to the 1120-F, Schedule L reporting purposes.its business profits attributable to a U.S. U.S. permanent establishment under FC files its Form 1120-F and Schedulepermanent establishment, the foreign the OECD Transfer Pricing Guidelines, M-3 under an eligible treaty to report itscorporation must report on Form applied by analogy. Report on any such business profits attributable to its U.S.1120-F, Section II, its business profits applicable lines in Part II or III using permanent establishment in lieu ofattributable to its U.S. permanent either of the methods of identification reporting its net effectively connectedestablishment under such income tax specified under Foreign bank income under sections 864 and 882.treaty that applies the OECD Transfer treaty-based reporting above, indicating The two books maintained in the UnitedPricing Guidelines in lieu of the that the amount reported in column (e) States are primarily attributable to FC’seffectively connected income rules of reflects interbranch income or loss U.S. permanent establishment. Thesections 864 and 882. In such a case, attributable to the U.S. permanent third set of books that constitutes a setthe treatment of items in columns (c) establishment. of books for Regulations sectionand (d) must be adapted to apply the

1.882-5(d)(2)(iii) purposes is notTreaty-based reporting for foreignconcepts of the applicable treaty.
attributable to FC’s permanentcorporations other than banks.

Foreign bank treaty-based reporting. establishment in the year FC files itsForeign corporations other than banks
For foreign banks, if any amounts are Form 1120-F under the treaty-basedmust include interbranch income and
not reported in Part II, column (a), as method.expense as book-to-tax differences to
part of the set(s) of books that the extent such items are not included  On the two books that areconstitute the books of the U.S. in worldwide income reported on Part I, attributable to FC’s U.S. permanentpermanent establishment, but are line 11, and such items are attributable establishment, FC records net bookattributable to the U.S. permanent to the U.S. permanent establishment. income of $175. (FC has the followingestablishment under application of the Interbranch income should have been income: $500 of interbranch interestOECD Transfer Pricing Guidelines, eliminated in arriving at the adjusted income, $200 of noneffectivelysuch amounts are included as non-consolidated income reportable on connected interest income, and $1,200permanent differences in columns (c) Part I, line 11. To the extent such of effectively connected income underand (d). Report in column (e) all interbranch amounts are attributable to Code-based principles. FC has $1,000amounts that are business profits a U.S. permanent establishment under of third party interest expense and $400attributable to the U.S. permanent Article 7 of an applicable income tax of interbranch interest expense on theestablishment. When a treaty-based treaty, the amounts are also includible books of its U.S. permanentposition modifies the amount(s) as a book-to-tax difference if they are establishment that is priced at arm’sreportable for any of the line items reported in business profits under an length with its home office. Each type ofshown in Parts II and/or III of Schedule eligible treaty-based tax return position. interest expense is also attributable toM-3 from the amounts otherwise Such amounts are reported as its U.S. permanent establishment. Onreportable based on Code principles, permanent differences in column (c) the two sets of books maintained in theeither (1) attach a separate schedule and included in column (e). Third-party United States, FC has other third partyidentifying each such line item, or (2) amounts included in worldwide income expenses of $325 attributable to theon Part II or III as applicable, include that are not attributable to the U.S. permanent establishment.) FC also hasfootnotes or similar references for each permanent establishment should be $100 of income attributable to its U.S.such item to indicate that a reported in the following manner: permanent establishment that istreaty-based position was claimed for

recorded in its home office on set(s) ofColumns (b) and (c). Temporarydetermining the amount reportable in
books that are predominantly notand permanent differences arecolumn (e). If no amount is reportable
attributable to FC’s U.S. permanentdetermined in accordance with thein column (e), see Treaty-based
establishment. FC determines that $75instructions for these columns on pagereporting in the Part II, line 23
of its book interest expense must be7, except that each line in column (e) isinstructions on page 20.
disallowed after equity capital isas determined below.

Interbranch reporting. If the allocated to the U.S. permanentColumn (d). Differences forforeign corporation is a foreign bank establishment under the OECDamounts not attributable to a U.S.electing to use an eligible treaty, Transfer Pricing Guideline principlespermanent establishment are reportedinterbranch income and expense and applicable to Article 7 of the treaty.as a negative number in column (d).noneffectively connected income are
FC reports $350 of treaty-basedDifferences for losses not attributable tonot treated as permanent differences to

profits attributable to its U.S. permanenta U.S. permanent establishment arethe extent such items are attributable to
establishment as follows:reported as a positive number in Part II.the U.S. permanent establishment and

are also included in the net income Column (e).  Combine columns (a), On Part II, line 4a, column (a),
(loss) reported on Part I, line 11. For (b), (c), and (d) and report the income $1,900 of interest income is reported
any item reported on Part I, line 11 that or deduction for each line item that is for the total interest income of the set(s)
is attributable to the foreign includible in business profits attributable of books attributable to the U.S.
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permanent establishment. In column A corporation is required to report in line 11, regardless of the nomenclature
column (a) of Parts II and III the amount associated with that item in the income(c), $100 is reported as a permanent
of every item specifically listed on statements or books and records.difference for the income not included
Schedule M-3 that is in any manner Accurate completion of Schedule M-3on the set(s) of books reported on Form
included in the foreign corporation’s requires reporting amounts according to1120-F, Schedule L. In column (e), the
current year income statement net the substantive nature of the specifictotal interest of $2,000 is reported as
income (loss) or in an income or line items included in Schedule M-3 andincome attributable to the U.S.
expense account maintained in the consistent reporting of all transactionspermanent establishment.
corporation’s books and records, even of like substantive nature that occurred

On Part III, line 26a, the U.S. if there is no difference between that during the tax year.
permanent establishment’s book amount and the amount included in For example, all expense amountsinterest expense of $1,400 is reported taxable income. However, this reporting that are included in the incomein column (a). The total book amount is is not required in cases where (a) these statements or exist in the books andreversed on line 26a in either column instructions provide otherwise, or (b) records that represent some form of(b) or (c). The $1,400 from column (a) the amount is attributable to a “Bad debt expense” must be reportedis reported in columns (b) and/or (c) as reportable transaction described in on Part III, line 24, column (a),a negative number. This includes the Regulations section 1.6011-4(b) and is regardless of whether the amounts are$75 portion of the $1,400 that therefore reported on Part II, line 12. recorded or stated under differentconstitutes equity capital allocated to For example, with the exception of nomenclature in the income statementsthe U.S. permanent establishment. On interest income reflected on a Schedule or the books and records such as:Part III, line 26b, column (d), the $1,325 K-1 received by a foreign corporation “Provision for doubtful accounts,”tax amount of the interest expense as a result of the corporation’s “Allowance for uncollectible notes(after the $75 allocation of equity investment in a partnership or other receivable,” or “Impairment of tradecapital is taken into account) is pass-through entity, and interest accounts receivable.” Likewise, asreported. This $1,325 amount reported equivalents, all interest income included stated above, all fines and penaltiesin column (d) is carried to column (e) on Part I, line 11, whether from must be included on Part III, line 11,and constitutes the amount from line unconsolidated affiliated companies, column (a), regardless of the26a that is treated as interest expense third parties, banks, or other entities, terminology or nomenclature attachedattributable to the business profits of whether from foreign or domestic to them by the corporation in its booksthe U.S. permanent establishment. A sources, whether taxable or exempt and records or income statements.footnote should be included indicating from tax, and whether classified as Similarly, if the fine and penalty, forthat interbranch income was included in some other type of income for U.S. example, is included in another item,the column (e) amount. income tax purposes (such as the amount of the fine or penalty should

dividends), must be included on Part II, be segregated and included on Part III,On Part III, the $325 of book
line 4a, column (a). For the exceptions, line 11.expenses attributable to the U.S.
look for the specific line in Part II.permanent establishment are recorded With limited exceptions, Part II

in columns (a) and (e) in their Similarly, all fines and penalties includes lines for specific items of
respective categories. No adjustments included in Part I, line 11, paid to a income, gain, or loss (“income items”).
are made in this example in column (b) government or other authority for the If an income item is described in Part II,
for temporary differences or to business violation of any law for which fines or lines 1 through 23, report the amount of
profits that are not attributable to the penalties are assessed, must be the item on the applicable line,
U.S. permanent establishment in included on Part III, line 11, column (a), regardless of whether or not there is
column (d). No additional expenses are regardless of the authority that imposed any difference for the item. If there is a
attributable to the U.S. permanent the fines or penalties, regardless of difference for the income item, or only a
establishment from the home office, whether the fines or penalties are civil portion of the income item has a
which would have been reportable in or criminal, regardless of the difference and a portion of the item
column (d). A footnote should be classification, nomenclature, or does not have a difference, and the
referenced to this line indicating that a terminology attached to the fines or item is not described in Part II, lines 1
treaty-based position was used in penalties by the imposing authority in through 23, report and describe the
determining the interest expense. its actions or documents. entire amount of the item on Part II, line

24.Assume that a foreign corporation
Schedule M-3 Reporting would be required to report in column With limited exceptions, Part III

(a) of Parts II and III the amount of an includes lines for specific items ofRequirements for
item specifically listed on Schedule M-3 expense, allocation, or deductionRegulations Section in accordance with the preceding (“expense items”). If an expense item is

1.6011-4(b) Reportable paragraphs, except for the fact that the described on Part III, lines 1 through
corporation has capitalized the item of 31, report the amount of the item on theTransactions
income or expense and reports the applicable line, regardless of whether orIf an amount is attributable to a
amount in its income statement balance not there is a difference for the item. Ifreportable transaction described in
sheet or in asset and liability accounts there is a difference for the expenseRegulations section 1.6011-4(b), the
maintained in the corporation’s books item, or only a portion of the expenseamount must be reported in columns
and records instead of in its income item has a difference and a portion of(a), (b), (c), (d), and (e), as applicable,
statement. In that case, the foreign the item does not have a difference andof Part II, line 12 (items relating to
corporation must report the proper tax the item is not described in Part III,reportable transactions), regardless of
treatment of the item in columns (b), lines 1 through 31, report and describewhether the amount would otherwise be
(c), (d), and (e), as applicable. the entire amount of the item on Part III,reported on another line in Part II or

line 32.Part III of Schedule M-3. Thus, if a Furthermore, in applying the
taxpayer files Form 8886, Reportable preceding paragraphs, a foreign If there is no difference between the
Transaction Disclosure Statement, the corporation is required to report in financial accounting amount and the
amounts attributable to that reportable column (a) of Parts II and III the amount taxable amount of an entire item of
transaction must be reported on Part II, of any item specifically listed on income, loss, expense, or deduction
line 12. Schedule M-3 that is included on Part I, and the item is not described or
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included in Part II, lines 1 through 24, temporary differences that will reverse rise to effectively connected income.
or Part III, lines 1 through 32, report the in future years. FC must combine all of The balance in the reserve account on
entire amount of the item in columns (a) its depreciation adjustments. the last day of the 2009 tax year, is
and (e) of Part II, line 27. Accordingly, for its 2009 tax year, FC $275,000, of which $200,000 relates to

must report on Part III, line 23 assets that give rise to effectivelySeparately stated and adequately
depreciation expense as shown on its connected income. The $100,000disclosed. Each difference reported in
income statement of $90,000 in column amount to establish the reserveParts II and III must be separately
(a), a temporary difference of $10,000 account and the $250,000 to increasestated and adequately disclosed. In
in column (b), and U.S. income tax the reserve account are expenses ongeneral, a difference is adequately
depreciation expense of $100,000 E’s 2009 income statements, but aredisclosed if the difference is labeled in
apportionable between non-ECI and not deductible for U.S. income taxa manner that clearly identifies the item
ECI in column (d) and column (e). purposes in 2009. However, of theor transaction from which the difference

$75,000 decrease to the reserve, onlyarises. For further guidance about Example 13. Bad debt and $50,000, which is attributable to assetsadequate disclosure, see Regulations warranty reserves. Foreign that give rise to effectively connectedsection 1.6662-4(f), Rev. Proc. Corporation D was required to file
income, is deductible for U.S. income2004-45, 2004-31 I.R.B. 140, and Rev. Schedule M-3 for its 2008 tax year and
tax purposes in 2009.Proc. 2005-75, 2005-50 I.R.B. 1137. If is required to file Schedule M-3 for its

a specific item of income, gain, loss, 2009 tax year. The income statement In its income statements, E treatsexpense, allocation or deduction is year is identical to the tax year. On the the reserve account as giving rise to adescribed on Part II, lines 1 through 24, last day of its 2009 tax year, D temporary difference that will reverse inor Part III, lines 1 through 32, and the establishes two reserve accounts in the future tax years. E must report on Partline does not indicate to “attach amount of $100,000 for each account. III, line 24, Bad debt expense, for itsschedule” or “attach details,” and the One reserve account is an allowance 2009 tax year income statement, badspecific instructions for the line do not for accounts receivable that are debt expense of $350,000 in columncall for an attachment of a schedule or estimated to be uncollectible. The (a). The temporary difference ofstatement, then the item is considered second reserve is an estimate of futureseparately stated and adequately ($275,000) is determined under U.S.warranty expenses. Both reserves aredisclosed if the item is reported on the tax principles and reported in columnonly for assets that give rise toapplicable line and the amount(s) of the (b) without regard to its effectively oreffectively connected income. In itsitem(s) are reported in the applicable noneffectively connected character.income statements, D treats the twocolumns of the applicable line. The amounts allocable to noneffectivelyreserve accounts as giving rise to connected income are then determinedNote. A schedule or explanation may temporary differences that will reverse and reported in column (d). FC mustbe attached to any line even if none is in future years. The two reserves are report the $(25,000) allocable torequired. expenses for D’s 2009 income noneffectively connected income instatements but are not deductions forExcept as otherwise provided, column (d) and U.S. income tax badU.S. income tax purposes in 2009. Ddifferences for the same item must be debt expense of $50,000 in column (e).must not combine the Schedule M-3combined or netted together and
differences for the two reservereported as one amount on the
accounts. D must report the amountsapplicable line of Schedule M-3. Part II. Reconciliation of
attributable to the allowance forHowever, differences for separate items
uncollectible accounts receivable on Net Income (Loss) permust not be combined or netted
Part III, line 24, Bad debt expense, andtogether. Each item (and corresponding Income Statement ofmust separately state and adequatelyamount attributable to that item) must
disclose the amounts attributable to thebe separately stated and adequately Non-Consolidated
other reserve, for warranty costs, on adisclosed on the applicable line of Foreign Corporationsrequired attached schedule thatSchedule M-3, or any schedule
supports the amounts on Part III, linerequired to be attached, even if the With Taxable Income per32.amounts are below a certain dollar

amount. ReturnExample 14. Non-ECI and ECI
Note. Foreign corporations report, onapportionment of temporaryExample 12. Temporary
lines 1 through 25 and 27 in column (a),differences. Corporation E wasdifferences. Foreign corporation FC
the gross income amounts included inrequired to file Schedule M-3 for itshas been filing a Form 1120-F from its
the financial net income (loss) reported2008 tax year and is required to file2000 tax year through the present. The
on Part I, line 11. See the instructionsSchedule M-3 for its 2009 tax year. Theincome statement year is identical to
for Part I, line 11 for reportingincome statement year is identical tothe tax year. FC placed in service ten
differences between foreign banks andthe tax year. At the beginning of thedepreciable, fixed, U.S. assets during
foreign corporations other than a bank.2009 tax year, E establishes anits 2000 tax year. FC was required to

allowance for uncollectible accountsfile Schedule M-3 for its 2008 tax year
Tiebreaker rules. There arereceivable (bad debt reserve) ofand is required to file Schedule M-3 for
tiebreaker rules described in detail$100,000, all of which is related toits 2009 tax year. FC’s total
below under each applicable lineassets that give rise to effectivelydepreciation expense for its 2009 tax
instruction for Part II. For example, forconnected income. During 2009, Eyear for five of the assets is $50,000 for
foreign corporations that report incomeincreased the reserve by $250,000 forincome statement purposes and
from their U.S. trade or businessadditional accounts receivable that may$70,000 for U.S. income tax purposes.
associated with global dealing activitiesbecome uncollectible, of whichFC’s total annual depreciation expense
in securities or financial instruments,$150,000 is related to assets that givefor its 2009 tax year for the other five
global dealing income is prioritized onrise to effectively connected income.assets is $40,000 for income statement
line 16 even though some income orAdditionally, during 2009, E decreasespurposes and $30,000 for U.S. income
loss amounts in the global dealing bookthe reserve by $75,000 for accountstax purposes. In its income statements,
might otherwise appear to be reportablereceivable that were discharged inFC treats the differences between
on another line (e.g., dividends on linebankruptcy during 2009, of whichincome statement and U.S. income tax
3a or b, or hedges on line 13).$50,000 is related to assets that givedepreciation expense as giving rise to
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dealings which are reportable on Part Schedule L. FC receives $200 ofLine 1. Gross Receipts or Sales
II, line 16c, or dividends reported substitute dividends from transactionsEnter total gross receipts or sales net of
elsewhere (e.g., substitute dividends described in section 1058, all of whichreturns and allowances. In column (e),
reportable on line 3c and reportable are not effectively connected with FC’senter the amount from Form 1120-F,
transactions reportable on line 12). Any trade or business within the UnitedSection II, line 1c. Do not report gross
effectively connected dividends from States and are not attributable to FC’sreceipts resulting from reportable
corporations reported by the foreign U.S. permanent establishment. Undertransactions (line 12), sale of securities
corporation under the equity method Regulations sections 1.861-3(a)(6) andthat are marked to market (line 14),
are reported in columns (c) and (e) of 1.881-2(b)(2), the substitute dividendscurrency gains and losses from other
this line, as described in the instructions are sourced and characterized as U.S.section 988 transactions (line 15), or
for Part II, line 8. source dividends. Under FC’s treatyreceipts or sales of securities from

with the United States, the dividendsglobal securities dealings (line 16). Line 3c. Substitute Dividend are subject to a 15% gross basis tax.
Payments ReceivedLine 2. Cost of Goods Sold The substitute payments are not
Report on line 3c, the gross substituteReport on line 2 any amounts deducted reportable on Part I, line 11, or Part II,
dividend payments received withas part of cost of goods sold during the line 3c, column (a). FC must report
respect to securities loans undertax year, regardless of whether the $200 of dividends on line 3c, column (c)
section 1058 or substantially similaramounts would otherwise be reported as a positive number. On line 3d,
transactions, or from sale repurchaseelsewhere in Part II or Part III. column (d), the $200 is reported as a
transactions, as described inHowever, do not report the items negative number. FC enters zero in
Regulations sections 1.861-3(a)(6),mentioned in the next paragraph on this column (e). On Form 1120-F, Section I,
1.864-5(b)(2)(ii), and 1.881-2(b)(2). Doline 2. Examples of amounts that must FC must report the substitute dividends
not net substitute dividend paymentsbe included on line 2 are amounts received that are not properly withheld
received against any substituteattributable to inventory valuation, such upon and reported by the withholding
dividend payments made by the foreignas amounts attributable to cost-flow agent on Form 1042-S.
corporation to another securities lender.assumptions, additional costs required

Line 4a. Interest Incometo be capitalized (including Foreign banks – worldwide
Excluding Interest Equivalentsdepreciation) such as section 263A reporting. Foreign banks must also

costs, inventory shrinkage accruals, report in column (c) all U.S. source Report on Part II, line 4a, column (a),
inventory obsolescence reserves, and substitute dividend payments received the total amount of interest income
lower of cost or market (LCM) as beneficial owner to the extent they included in Part I, line 11, and report on
write-downs. Attach a schedule are not already included in Part I, line Part II, line 4a, column (e), the total
separately stating each item included 11 and without regard to whether such amount of interest income included on
on this line and the amount for each payments received are effectively Form 1120-F, Section II, line 5, that is
column. connected income. For example, not required to be reported elsewhere

substitute dividends received by a in Part II. In columns (b) or (c), asDo not report the following on this
foreign bank that are not reported on applicable, adjust for amounts treatedline 2:
Form 1120-F, Schedule L, must be for U.S. income tax purposes as• Amounts reportable on Part II, line
reported as U.S. source payments interest income that are treated as12;
received in column (c) and reversed to some other character of income in the• Any gain or loss from inventory
the extent of the non-ECI portion of the income statements, or vice versa. Allhedging transactions reportable on Part
payments in column (c) as a negative interbranch interest income included onII, line 13;
number in column (d). Reporting in Part I, line 11, that is excluded from• Mark-to-market income or (loss)
columns (c) and (d) for substitute taxable income is reported as aunder section 475 reportable on Part II,
dividends is required even if no amount permanent difference in column (c). Forline 14;
would be reported in columns (a) and foreign corporations other than banks,• Global dealing income reportable on
(e). Any U.S. source substitute see the instructions for Part I, line 8,Part II, line 16;
dividends that are effectively connected regarding eliminations of interbranch• Section 481(a) adjustments related to
with the foreign corporation’s trade or transactions.cost of goods sold or inventory
business within the United States arevaluation reportable on Part II, line 18; Do not report on this line 4a, in anyreportable in column (e). Do not report• Original issue discount, imputed column, amounts reported inon any line substitute dividendinterest, and phantom income accordance with instructions for Part II,payments received in custody forreportable on Part II, line 20; lines 4b, 4c, 9, 10, 11, 12, 13, 16a, 20,another owner of the substitute• Fines and penalties reportable on and 23.payment or such payments reportablePart III, line 11; Example 16. FC is a foreign bankon line 16b.• Judgments, damages, awards and that is required to file Form 1120-F andExample 15. FC, a foreign banksimilar costs, reportable on Part III, line Schedule M-3. FC included on Part I,resident in Country X, is engaged in a12; line 11, the following interest incomebanking trade or business within the• Amounts reported on Part II, line 17, items totaling $2,000: $600 ofUnited States through a U.S.Sales versus lease; and interbranch interest income; $100 ofpermanent establishment. FC has an• Amounts reported on Part III, line 25, tax-exempt interest, $60 of which isincome tax treaty with the United StatesPurchase versus lease. effectively connected; $300 of interestthat imposes a 15% tax on gross

income with respect to securitiesLines 3a through 3b. Dividends portfolio dividends received by the
described in Regulations sectionReport on the lines 3a through 3b, corporation that are not attributable to a
1.864-4(c)(5)(ii)(b)(3) (“10% rulecolumn (a), the amount of dividends U.S. permanent establishment. FC
securities”), $150 of which is allocableincluded in Part I, line 11 from foreign records securities lending transactions
to noneffectively connected incomeand U.S. entities. Report on lines 3a with respect to U.S. and foreign stocks
under the rule of that paragraph; andthrough 3b, column (e), the amount of on its home office set(s) of books.
$1,000 of other effectively connectedany dividends included in taxable These set(s) of books do not give rise
interest income.income on Form 1120-F, Section II, line to U.S. booked liabilities under

4. Do not include on lines 3a through Regulations section 1.882-5(d)(2)(iii) FC reports on Part II, line 4a, column
3b dividends from global securities and are not reportable on Form 1120-F, (a) all $2,000 of this interest income.
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FC reports ($700) as a permanent FC must report all $1,200 of the corporation accounted for on the equity
difference on line 4a, column (c), to substitute interest in column (e) as method to the extent the dividends
eliminate all $100 of the tax-exempt effectively connected income. The $200 constitute effectively connected income.
interest income (including the of U.S. source ECI substitute interest Lines 9 and 10. Income (Loss)noneffectively connected portion) and received from the municipal bond

from Partnershipsall $600 of the interbranch interest securities loans is not characterized as
Note. The income (loss) reported inincome. FC must also report ($150) of tax-exempt municipal bond interest, but
column (e) must reconcile with thenoneffectively connected interest is U.S. source “other income”
effectively connected taxable incomeincome from its “10% rule securities” in consistent with the characterization
reportable to the foreign corporation oncolumn (d) as a negative amount. FC provisions applicable only to substitute
Schedule K-1 and by the foreigncombines columns (a), (b), (c), and (d) interest payments described in
corporation on Schedule P (Formand reports $1,150 of effectively Regulations section 1.881-2(a)(2).
1120-F).connected interest income in column Accordingly, no amount of the payment

(e). is reportable in column (c) as a Except as provided below for certain
permanent difference. foreign partnership interests ofLine 4b. Substitute Interest

corporations other than a bank, reportLine 4c. Interest EquivalentsPayments Received amounts on Part II, line 9 or 10, asOther Than Substitute InterestReport on line 4b, the gross substitute described below:Reported on Line 4binterest payments received with respect 1. Report in column (a), the sum ofto securities loans under section 1058, Report on line 4c, interest income the corporation’s distributive shares ofsale repurchase transactions, or similar equivalents other than substitute all items of income, gain, deduction andtransactions, as described in interest reportable on line 4b or other loss from a U.S. or foreign partnershipRegulations sections 1.861-2(a)(7), interest equivalents reportable on other that are included in Part I, line 11;1.864-5(b)(2)(ii) and 1.881-2(a)(2). Do lines in Part II. Interest equivalents 2. Report in column (b) or (c), asnot net substitute interest payments reportable on line 4c generally consist applicable, except for amountsreceived against substitute interest of fees and commission income with described for column (e) below, thepayments made by the foreign respect to certain financial transactions sum of all differences, if any,corporation with respect to any section that do not give rise to interest under attributable to the corporation’s1058 sale repurchase transactions, section 163 (e.g., financial guarantee distributive share of income or loss fromincluding payments made with respect fees, and acceptance confirmation and a U.S. or foreign partnership. In columnto “matched book” transactions, or any standby letter of credit fees). Do not (c), the corporation’s distributive sharesimilar transaction. report periodic income with respect to of interest expense from all of its
notional principal contracts on Part II,Foreign banks – worldwide partnership interests reported in column
line 4c.reporting. Foreign banks must report (a) must be reversed as a permanent

all U.S. source substitute interest Do not report on this line 4c, difference. Enter the amount of all such
payments received as beneficial owner, amounts reported in accordance with interest expense as a negative number
whether or not such payments are instructions for Part II, lines 4a, 4b, 9, in column (c). The amount of
included in Part I, line 11, and are 10, 11, 12, 13, 16, 20, and 23. partnership interest expense allowed as
effectively connected income. All U.S. a deduction against effectivelyLine 5. Gross Rental Incomesourced substitute interest received by connected income is included in Part
a foreign bank that is not reported on Report on line 5, gross rental income III, lines 26b and 26c from Schedule I
Form 1120-F, Schedule L, is reportable that is treated as rental income for both (Form 1120-F), lines 23 and 24d.
in column (c) and the non-ECI portion is the taxpayer’s financial reporting Note. The amount of partnership
reversed as a negative amount in purposes and for U.S. income tax interest expense reported as a
column (d). Both U.S. and foreign purposes. Gross rents that are permanent difference in column (c) on
source substitute interest that is recorded as a sale for financial lines 9 and 10 may not be the same
effectively connected with the foreign purposes and as rental income for amount of total interest expense
corporation’s trade or business within federal tax purposes or vice-versa, are reported on Schedule P, line 14a (total
the United States is reportable in reportable on Part II, line 17, instead of column) if the M-3 filing corporation
column (e). line 5. reports its worldwide non-consolidated

financial statement income in Part I, lineDo not report on line 4b substitute Line 7. Fee and Commission 11, and for each line item in Parts IIinterest payments received in custody Income and III;for another owner of the substitute
Report on line 7, column (a), any 3. Report in column (d), the totalpayment or such payments reportable
amounts included on Part I, line 11, as amount of non-effectively connectedon line 16a.
gross fee and commission income. income that relates to the distributive

Report all substitute interest Such income generally includes income share of income or loss from a U.S. or
payments received on line 4b whether with respect to services performed foreign partnership;
or not such amounts are characterized (e.g., fees for brokerage service 4. Report in column (e), except for
as interest or other income under the transactions and negotiation letters of amounts described below, the sum of
Code. credit). Do not include amounts all amounts attributable to the

reportable on Part II, line 4c.Example 17. FC, a foreign bank, corporation’s distributive shares of
receives $1,000 of gross U.S. source income or loss from a U.S. or foreignLine 8. Income (Loss) Fromsubstitute interest payments with partnership that is included in taxable

Equity Method Corporationsrespect to sale repurchase agreements. income. The amount reported on line
FC also has $200 of gross U.S. source Report on line 8, column (a), the 10, column (e) should reconcile with the
substitute interest with respect to income statement income (loss) amount reported on Schedule P, line 11
securities loans of municipal bonds in included in Part I, line 11, for any (‘‘Total’’ column), minus the sum of the
transactions described in section 1058. corporation accounted for on the equity amounts reported on Schedule P, lines
All of the substitute interest received method. Remove such amount in 5 and 9 (‘‘Total’’ column).
was included on FC’s set(s) of books column (b) or (c), as applicable. Include
reported on Form 1120-F, Schedule L on Part II, line 3, columns (c) and (e), Do not report on Part II, line 9 or 10,
and is reportable on Part I, line 11. dividends received from any as applicable, any portion of a
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corporation’s deduction under section ($2,000) in column (c), and $7,800 in its deduction under section 199 only on
199 (income attributable to domestic column (e). The ($2,000) permanent Part III, line 17.
production activities) attributable to a difference reported in column (c) is Foreign corporations other thanpartnership interest of the corporation. determined as the aggregate difference banks that have interests in foreignA corporation must report this between column (a) and column (e) pass-through entities with no effectivelydeduction only on Part III, line 17. after temporary differences in column connected income for the year need not(b).Exclusion of certain foreign separately report those interests on this
partnership interests from line 10. line. If, however, the foreign corporationExample 19. Same facts as
Foreign corporations other than banks reports a pass-through interest on theExample 18 except that FC’s charitable
that have foreign partnership interests equity method in the income statementcontribution deduction is wholly
with no effectively connected income used for Part I, line 4, it may reportattributable to its partnership interest in
for the year need not separately report such amounts in column (a) of this line.FP and is limited to $90 pursuant to
those interests on this line. If, however, The corporation should reportsection 170(b)(2) due to other
the foreign corporation reports a effectively connected amounts ininvestment losses incurred by FC. In its
partnership interest on the equity column (e) consistent with the reportingincome statements, FC treated this
method in the income statement used equity method amounts in column (a).limitation as a temporary difference. FC
for Part I, line 4, it may report such For example, if the foreign corporationmust not report the charitable
amounts in column (a) of this line. The does not report the pass-throughcontribution limitation of $3,910 ($4,000
corporation should report effectively interest in column (a), it should not-$90) on Part II, line 9. FC must report
connected amounts in column (e) report any amounts in column (e) forthe limitation on Part III, line 16, and
consistent with the reporting equity the pass-through interest. It wouldreport the disallowed charitable
method amounts in column (a). For instead report the income and othercontributions of ($3,910) in columns (b)
example, if the foreign corporation does items from the pass-through interest forand (e).
not report the partnership interest on column (e) purposes based on the
Part II, line 10, column (a), it should not reporting for each line included in theLine 11. Income (Loss) from
report any amounts in column (e) for income statement. However, if a foreignOther Pass-Through Entities
the partnership interest. It would corporation allocates interest expenseFor any interest in a pass-through entityinstead report the income and other under the separate currency pools(other than an interest in a partnershipitems from the partnership interest for method in Regulations sectionreportable on Part II, line 9 or 10, ascolumn (e) purposes based on the 1.882-5(e) or allocates excess interestapplicable) owned by the corporation,reporting for each line included in the expense under Regulations sectionreport the following on line 11:income statement. However, if a foreign 1.882-5(d)(5), and interest expense

1. Report in column (a), the sum ofcorporation allocates interest expense included in the foreign corporation’s
the corporation’s distributive share ofunder the separate currency pools pass-through amount is included in
income or loss from the pass-throughmethod in Regulations section such allocation, see the instructions for
entity that is included in Part I, line 11;1.882-5(e) or allocates excess interest Part III, line 26a, for the required

2. Report in column (b) or (c), asexpense under Regulations section reporting.
applicable, the sum of all differences, if1.882-5(d)(5), and interest expense

For each pass-through entityany, attributable to the pass-throughincluded in the foreign corporation’s
reported on line 11, attach a supportingentity. In column (c), the corporation’sdistributive share of a foreign
schedule that provides that entity’sdistributive share of interest expensepartnership is included in such
name, EIN (if applicable), thefrom all of its pass-through entitiesallocation, see the instructions for Part
corporation’s end of year profit-sharingreported in column (a), must beIII, line 26a, for the required reporting.
percentage (if applicable), thereversed as a permanent difference.Example 18. FC is a calendar year corporation’s end of year loss-sharingEnter the amount of all such interesttaxpayer that was required to file percentage (if applicable), and theexpense as a negative number inSchedule M-3 for its 2008 tax year and amounts reported by the corporation incolumn (c). The amount ofis required to file Schedule M-3 for its column (a), (b), (c), (d), or (e) of line 11,pass-through interest expense allowed2009 tax year. FC, which is not a as applicable.as a deduction against effectivelyforeign bank, is a partner in foreign

connected income is included on Partpartnership FP. FC prepares income Line 12. Items Relating toIII, lines 26b and 26c, from Schedule Istatements in accordance with home Reportable Transactions(Form 1120-F), lines 23 and 24d;country GAAP. In its income Any amounts attributable to any3. Report in column (d), the totalstatements, FC treats the difference reportable transactions (as described inamount of noneffectively connectedbetween income statement net income Regulations section 1.6011-4) must beincome related to the distributive shareand taxable income from its investment included on Part II, line 12, regardlessof income or loss from the pass-throughin FP as a permanent difference. For its of whether the difference, orentity;2009 tax year, FC’s income statement differences, would otherwise be4. Report in column (e), the sum ofincludes $10,000 of income attributable reported elsewhere in Part II or Part III.all taxable amounts of income, gain,to its share of FP’s net income. FC’s Thus, if a taxpayer files Form 8886 forloss, or deduction reportable on theSchedule K-1 from FP reports $5,000 any reportable transaction described incorporation’s Schedules K-1 receivedof ordinary income, $7,000 of long-term Regulations section 1.6011-4, thefrom the pass-through entity (ifcapital gains, $4,000 of charitable amounts attributable to that reportableapplicable).contributions, and $200 of section 179 transaction must be reported on Part II,expense. It has been determined that line 12. In addition, all income andall of these amounts are effectively Do not report on Part II, line 11, any expense amounts attributable to aconnected to FC’s trade or business portion of a corporation’s deduction reportable transaction must be reportedwithin the United States. Consequently, under section 199 (income attributable on Part II, line 12, columns (a) and (e)FC must enter the following amounts on to domestic production activities) even even if there is no difference betweenPart II, line 9: $10,000 in column (a), a if some or all of the corporation’s the financial amounts and the taxable($200) temporary difference in column deduction under section 199 is amounts.(b) for the section 179 deduction that is attributable to an interest in a
effectively connected with FC’s trade or pass-through entity held by the Each difference attributable to a
business, a permanent difference of corporation. A corporation must report reportable transaction must be
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separately stated and adequately 8886-X1 and Form 8886-X2, and with • Hedging transactions of securities
disclosed. A corporation will be respect to each reportable transaction dealer property (other than a global
considered to have separately stated reports the appropriate amounts dealing operation) that is
and adequately disclosed a reportable required for Part II, line 12, columns (a) marked-to-market under section 475(a)
transaction on line 12 if the corporation through (e). Alternatively, J’s (see instructions for line 14a);
sequentially numbers each Form 8886 disclosures will be adequate if the • Hedging transactions entered into by
and lists by identifying number on the description provided for each loss on a commodities dealer that makes a
supporting schedule for Part II, line 12, the supporting schedule includes the mark-to-market election under section
each sequentially numbered reportable names and tax shelter registration 475(e) (see instructions for line 14c);
transaction and the amounts required numbers, if any, disclosed on the and
for Part II, line 12, columns (a) through applicable Form 8886, identifies the • Hedging transactions entered into by
(e). type of reportable transaction for the a securities or commodities trader that

loss, and reports the appropriate makes a mark-to-market election underIn lieu of the requirements of the
amounts required for Part II, line 12, section 475(f) (see instructions for linepreceding paragraph, a corporation will
columns (a) through (e). J must report 14d).be considered to have separately
the losses attributable to the other fivestated and adequately disclosed a Do not report the income from the
abandonment losses on Part II, linereportable transaction if the corporation hedged item(s) on line 13. For hedging
21e, regardless of whether a differenceattaches a supporting schedule that transactions reportable on line 13,
exists for any or all of thoseprovides the following for each report in column (e) the amount of
abandonment losses.reportable transaction: taxable income from hedging

transactions as defined in section Example 21. Corporation K is a1. A description of the reportable
1221(b)(2). Use columns (b) and (c) tocalendar year taxpayer that wastransaction disclosed on Form 8886 for
report all differences caused by treatingrequired to file Schedule M-3 for itswhich amounts are reported on Part II,
hedging transactions differently for2008 tax year and is required to fileline 12;
financial accounting purposes and forSchedule M-3 for its 2009 tax year. K2. The name and tax shelter
U.S. income tax purposes. Forenters into a transaction withregistration number, if applicable, as
example, if a portion of a hedge iscontractual protection that is areported on lines 1a and 1c,
considered ineffective under GAAP butreportable transaction described inrespectively, of Form 8886; and
still is a valid hedge under sectionRegulations section 1.6011-4(b)(4).3. The type of reportable transaction
1221(b)(2), the difference must beThis reportable transaction is the only(i.e., listed transaction, confidential
reported on line 13. The hedge of areportable transaction for K’s 2009 taxtransaction, transaction with contractual
capital asset, which is not a valid hedgeyear and results in a $7 million capitalprotection, etc.) as reported on line 2 of
for U.S. income tax purposes, mustloss for both financial statementForm 8886.
also be reported here if it is consideredpurposes and U.S. income tax

If a transaction is a listed transaction a hedge under the corporation’spurposes. It was determined that the
described in Regulations section method of accounting. For instance,entire amount is attributable to
1.6011-4(b)(2), the supporting schedule transactions that would constitute aeffectively connected income. Although
also must include the information valid hedge for U.S. income taxthe transaction does not result in a
requested on line 3 of Form 8886. In purposes but constitute hedges ofdifference, K is required to report on
addition, if the reportable transaction capital assets solely because the assetPart II, line 12, the following amounts:
involves an investment in the gives rise to noneffectively connected($7 million) in column (a), zero in
transaction through another entity such income and is not eligible for ordinarycolumns (b) and (c), and ($7 million) in
as a partnership, the supporting treatment under section 582(c), arecolumn (e). The transaction will be
schedule must include the name and also reported on line 13.adequately disclosed if K attaches a
EIN (if applicable) of that entity as supporting schedule for line 12 that (a) Report on Part II, line 16c, hedgingreported on line 5 of Form 8886. sequentially numbers the Form 8886 transactions entered into by a global

and refers to the sequentially-numberedExample 20. Corporation J is a dealing operation including those that
Form 8886-X1 and (b) reports thecalendar year taxpayer that was are “risk transfer agreements” defined
applicable amounts required for line 12,required to file Schedule M-3 for its in Proposed Regulations section
columns (a) through (e). Alternatively,2008 tax year and is required to file 1.475(g)-2. However, income with
the transaction will be adequatelySchedule M-3 for its 2009 tax year. J respect to a risk transfer agreement
disclosed if the supporting statement forincurred seven different abandonment that is held by the foreign corporation’s
line 12 includes a description of thelosses during its 2009 tax year. One non-global dealing operations is, unless
transaction, the name and tax shelterloss of $12 million results from a reported elsewhere in Part II, reported
registration number, if any, and the typereportable transaction described in on line 13 to the extent it is reported on
of reportable transaction disclosed onRegulations section 1.6011-4(b)(5), Part I, line 11. If a foreign bank does
Form 8886.another loss of $5 million results from a not so report a risk transfer agreement

reportable transaction described in held by a non-global dealing operationLine 13. Hedging TransactionsRegulations section 1.6011-4(b)(4), and on Part I, line 11, any ECI from such
the remaining five abandonment losses Report on line 13, column (a), the net risk transfer agreement earned by the
are not reportable transactions. J gain or loss from hedging transactions non-global dealing operation must be
discloses the reportable transactions (including hedges of inventory) included reported on Part II, line 23, column (d).
giving rise to the $12 million and $5 in the amount reported on Part I, line

Report on this line 13, hedging gainsmillion losses on separate Forms 8886 11, other than:
and losses with respect to non-dealerand sequentially numbers them X1 and • Hedging transactions entered into by
transactions that are determined underX2, respectively. J must separately a global dealing operation (see line 16
the mark-to-market method ofstate and adequately disclose the $12 instructions);
accounting on the income statementmillion and $5 million losses on Part II, • Qualified integrated foreign currency
(other than those that are subject toline 12. The $12 million loss and the $5 hedging transactions under Regulations
mark-to-market treatment under a validmillion loss will be adequately disclosed section 1.988-5(a) (report these
election under sections 475(e) or (f)).if J attaches a supporting schedule for transactions on either Part II, line 4, or

line 12 that lists each of the in Part III, line 26a, column (a) as Example 22. FC is a foreign bank
sequentially numbered forms, Form applicable); that enters into a U.S. dollar interest

-15-



Page 16 of 24 Instructions for Schedule M-3 (Form 1120-F) 16:34 -  4-FEB-2010

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

rate notional principal contract to hedge recorded on set(s) of books reported on acquires foreign interest-bearing bonds
a portfolio of securities held for Form 1120-F, Schedule L; is effectively issued by a corporation resident in
investment on its U.S. set(s) of books connected with FC’s trade or business Country X. The bonds are denominated
that are reportable on Form 1120-F, within the United States; and in a functional currency other than FC’s
Schedule L. The hedged portfolio constitutes income of a securities currency and other than the U.S. dollar.
consists of four securities of equal dealer as defined in Regulations FC holds the bonds in connection with
amounts, only two of which give rise to section 1.864-2(c)(2)(iv) only, and not its trade or business within the United
effectively connected income. For of a global dealing operation. The States and the bonds give rise to
financial statement purposes, the income of this securities dealing effectively connected income, gain or
notional principal contract is treated as operation is reportable on Part II, line (loss). FC accrues interest income on
a hedging transaction. For U.S. tax 14. If FC engaged in a global securities its set(s) of books in U.S. dollars and
purposes, the two securities that give dealing operation, however, the income accounts for currency gains (losses)
rise to noneffectively connected income generated from that activity would be with respect to each accrual period.
are capital assets that are not eligible reportable on line 16, columns (d) and When FC receives coupon interest
for ordinary treatment on disposition (e) as sourced and allocated under payments, it records section 988
under section 582(c). Consequently, Proposed Regulations section transaction foreign currency gains
the notional principal contract does not 1.863-3(h) between non-ECI and ECI. If (losses). These gains (losses) are
constitute a hedging transaction under the global dealing operation is of a reportable on line 15.
section 1221(b). Regardless, the foreign bank and is not includible in If FC is a foreign bank and subject to
income gain or loss with respect to the column (a), the apportionment of the section 475, generally, these gains
notional principal contract (including global dealing operation’s results would (losses) are still reportable on line 15
any mark-to-market income from the be reportable in column (d) for the and not on line 14 if the bank acquires
hedge) is reportable as a hedging amount of income or loss that is and properly identifies the securities as
transaction on line 13 and is not allocable to ECI. Income would be held for investment or if the securities
reported on line 4b or 14b. reportable as a positive number and are held for proprietary trading that is

losses would be reportable as a not subject to a section 475 traderLines 14a through 14d. negative number. If the global dealing election under section 475(f).Mark-to-Market Income (Loss) set(s) of books are reportable in column
Lines 16a and 16b. InterestExcept for global dealing operations (a), either because like FC it is a broker
Income and Dividends fromreportable on line 16 and for certain dealer and not a foreign bank, or it is a

hedging transactions reported on line foreign bank whose global dealing Global Securities Dealing
13, report on lines 14a through 14d, operation is reportable on Form 1120-F, Report on lines 16a and 16b, interest
column (a) any amount that is subject Schedule L, the apportionment of the and dividends (including substitute
to mark-to-market treatment under global dealing operation’s results would interest defined in Regulations section
section 475. Report on line 14a, income be reportable in column (d) for the 1.861-2(a)(7) and substitute dividends
or (loss) from securities held by a portion that needs to be allocated to defined in Regulations section
dealer in securities, in its capacity as a noneffectively connected income. In 1.861-3(a)(6)) earned with respect to
dealer under section 475(a). On line such instance, the amount of income transactions entered into in a global
14b, report the mark-to-market allocable to non-ECI would be securities dealing operation as defined
treatment of securities held by a dealer reportable as a negative amount and in Proposed Regulations section
other than in its capacity as a dealer the amount of loss would be reportable 1.482-8.
that is subject to the characterization as a positive number in column (d). For

Line 16c. Gains (Losses) andprovisions of section 475(d)(3)(B). all filers, columns (a), (b), (c), and (d)
Other Fixed and Determinable,Report on line 14c, the mark-to-market are combined to determine the ECI

income of a dealer in commodities amount reportable in column (e). Annual or Other Periodic
having made a valid election under Income from Global SecuritiesLine 15. Gains (Losses) fromsection 475(e), and on line 14d, report DealingCertain Section 988the mark-to-market income of a trader

Report on line 16c gains and lossesTransactionsin securities or commodities having
and other fixed and determinable,made a valid election under section Report on line 15 gains or (losses) from annual or other periodic income or475(f). “Securities” for these purposes certain section 988 transactions. These expense (FDAP) with respect toare securities described in section are only those section 988 transactions notional principal contracts from global475(c)(2) and section 475(e)(2). that are not reportable with respect to securities dealing operations (as“Securities” do not include any items hedging transactions, mark-to-market defined in Proposed Regulationsspecifically excluded from sections gains (losses) or global securities section 1.482-8) that would be subject475(c)(2) and 475(e)(2), such as certain dealing operations on Part II, lines 13, to source and allocation undercontracts to which section 1256(a) 14, and 16. Section 988 gains (losses) Proposed Regulations sectionapplies (which may be reportable on reportable on line 15 will generally be 1.863-3(h). Foreign currency gains andline 13 as hedges). those recognized with respect to foreign losses with respect to securities

currency denominated instruments thatReport hedging gains and losses transactions entered into by a global
are acquired and normally held forfrom transactions held in investment dealing operation are also included in
investment or otherwise not held by acapacity or trader capacity not subject global dealing gains and (losses) on
global securities dealer. Foreignto a securities or commodities trading line 16c. The foreign corporation may
currency transactions entered into by aelection, but which are determined be a global securities dealer with
global securities dealing operation areunder the mark-to-market method of respect to some but not all of its
reportable exclusively on line 16c. Doaccounting, on Part II, line 13 (hedging securities dealing activities. Gains and
not report on line 15 qualified integratedtransactions), and not on line 14. losses from securities dealing activities
foreign currency hedging transactions Example 23. Foreign corporation that would not be subject to source and
as defined in Regulations sectionFC, a broker-dealer that is not a foreign allocation under Proposed Regulations
1.988-5(a) (see line 13 instructions).bank, is a dealer in securities under section 1.863-3(h) are reportable as

section 475(a) and conducts its entire Example 24. FC is a foreign mark-to-market income on line 14, and
securities dealing operation within the corporation that is not a dealer or trader the interest, dividend and other FDAP
United States. All of the income is in securities or commodities. FC income earned in such non-global
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dealer activities is reportable on Part II, allocable to noneffectively connected or (e), as applicable. Use columns (b),
income. (c), and (d) of Part II, lines 4a and 17,lines 3 and 4. Reporting on line 16 is

and Part III, line 23, as applicable todetermined by whether the income, Example 26. The facts are the
report the differences between columngains and losses would be subject to same as in example 25 except that FC
(a) and (e).allocation under Proposed Regulations is a foreign bank. Because the

section 1.863-3(h) and not by whether  Example 27. Corporation M sellssecurities options denominated in
all or none of the amount would be and leases property to customers. M isforeign currency X is not included in a
allocable to ECI. If income of a global a calendar year taxpayer that wasset(s) of books reported on Form
dealing operation would be entirely required to file Schedule M-3 for its1120-F, Schedule L, the amounts are
allocable to ECI or non-ECI under 2008 tax year and is required to filenot reported on Part I, line 11, or Part II,
Proposed Regulations section Schedule M-3 for its 2009 tax year. Forline 14a. If the notional principal
1.863-3(h), the amount is reportable on financial accounting purposes, Mcontract book was not reportable on a
line 16 and not on line 14. accounts for each transaction as a sale.set of books reportable in column (a),

For U.S. income tax purposes, each ofsuch operation would not be includedIf the income or losses from global M’s transactions must be treated as aon line 16, column (a). As a result, thedealing operations of foreign banks lease. In its income statements, Mamount allocable to effectivelyreportable on any of lines 16a through treats the difference in the financialconnected income from this operation is16c are allocable in whole or in part to accounting and the U.S. income taxreported in column (d) and in columneffectively connected income but not treatment of these transactions as(e). If the set of books reported onreportable in column (a), apportion the temporary. During 2009, M reports onForm 1120-F, Schedule L had includedECI amounts of the global dealing its income statements $1,000 of salesthe notional principal contractoperation in columns (d) and (e). If the and $700 of cost of goods sold withoperation, FC would have reportedforeign bank does include a global respect to 2009 lease transactions. Msuch amount in column (a), and thedealing operation in column (a), then receives periodic payments of $500 inapportionment in column (d) wouldreport the apportionment of such 2009 with respect to these 2009have included a negative number foroperation to non-ECI in column (d) and transactions and similar transactionsthe amount of income and gains
the residual ECI amount in column (e). from prior years and treats $400 asallocable to noneffectively connected
Attach a schedule providing a brief principal and $100 as interest income.income. Losses allocable to non-ECI
description of each global dealing For financial income purposes, Mwould be reported as a positive
operation (e.g., interest rate notional reports gross profit of $300 ($1,000 -number. In column (e), FC combines
principal contracts, equity notional $700) and interest income of $100 fromcolumns (a), (b), (c), and (d) to report
principal contracts, foreign currency these transactions. For U.S. income taxthe amount allocable to effectively
options (list each foreign currency purposes, M reports $500 of grossconnected income.
separately for each foreign currency rental income (the periodic payments)
that constitutes a separate global Line 17. Sale Versus Lease (for and (based on other facts) $200 of
dealing operation)). Sellers and/or Lessors) depreciation deduction on the property.

It was determined that the entireExample 25. FC, a securities Note. See the instructions for Part III,
amount of these items is effectivelybroker-dealer, is engaged in trade or line 25, on page 22 for purchasers and/
connected income/expense. On itsbusiness within the United States. FC is or lessees.
2009 Schedule M-3, M must report onengaged in a global securities dealing

Asset transfer transactions with Part II, line 4a (interest income), $100operation in notional principal contracts
periodic payments characterized for in column (a), ($100) in column (b), andthat allocates a portion of the income,
financial accounting purposes as either zero in column (e). In addition, M mustgains and (losses) to effectively
a sale or a lease may, under some report on Part II, line 17, $300 of grossconnected income. FC is also engaged
circumstances, be characterized as the profit in column (a), $200 in column (b),in a securities dealing operation that is
opposite for tax purposes. If the and $500 of gross rental income innot a global dealing operation with
transaction is treated as a lease, the column (e). Lastly, M must enter $200respect to currency option contracts in
seller/lessor reports the periodic in each of columns (b) and (e) on Partforeign currency X, that is recorded on
payments as gross rental income and III, line 23.set(s) of books in FC’s home office.
also reports depreciation expense orThe foreign currency X dealing Line 18. Section 481(a)deduction. If the transaction is treatedoperation is entirely allocable to Adjustmentsas a sale, the seller/lessor reports grossnoneffectively connected income and is
profit (sale price less cost of goods With the exception of a section 481(a)not reportable on Form 1120-F,
sold) from the sale of assets and adjustment that is required to beSchedule L. Because FC is not a
reports the periodic payments as reported on Part II, line 12, forforeign bank described in Regulations
payments of principal and interest reportable transactions, any differencesection 1.882-5(c)(4), FC’s income,
income. between an income or expense itemgains and (losses) with respect to its

attributable to an authorized (orsecurities dealing in foreign currency X On Part II, line 17, column (a), report
unauthorized) change in method ofis reportable on Part I, line 11. The the gross profit or gross rental income
accounting made for U.S. income taxincome, gains and (losses) with respect for financial statement purposes for all
purposes that results in a sectionto FC’s notional principal contracts that sale or lease transactions that must be
481(a) adjustment must be reported onallocate in part to effectively connected given the opposite characterization for
Part II, line 18, regardless of whether aincome are reportable on line 16c. The tax purposes. On Part II, line 17,
separate line for that income orperiodic income with respect to the column (e), report the gross profit or
expense item exists in Part II or Part III.notional principal contracts is also gross rental income for federal income

reportable on line 16c. The foreign tax purposes. Interest income amounts Example 28. Corporation N is a
currency option contracts in foreign for such transactions must be reported calendar year taxpayer that was
currency X are reportable on line 14a, on Part II, line 4a (interest income required to file Schedule M-3 for its
column (a), as mark-to-market gains excluding interest equivalents), in 2008 tax year and is required to file
(losses) of a securities dealer and not column (a) or (e), as applicable. Schedule M-3 for its 2009 tax year. N
on line 16. The amount reported on line Depreciation expense for such was depreciating certain fixed assets
14a, column (a), is reversed on line transactions must be reported on Part over an erroneous recovery period and,
14a, column (d) as an apportionment III, line 23 (depreciation), in column (a) effective for its 2009 tax year, N
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receives IRS consent to change its prepaid commission income of $1,000 distribution to the equity holder).
method of accounting for the recognizable for U.S. income tax Income with respect to a residual
depreciable fixed assets and begins purposes in the current tax year that is interest in REMICs is referred to as
using the proper recovery period. The recognized for financial accounting excess inclusion income and is subject
change in method of accounting results purposes in a different year. FC treats to special rules in the Code and
in a positive section 481(a) adjustment this difference as a temporary regulations. In a non-REMIC vehicle, it
of $100,000 that is required to be difference on its income statements. Of may take the form of OID derived from
spread over four tax years, beginning this amount, $600 is allocable to deep-discount debt held as collateral in
with the 2009 tax year. It has been effectively connected income. The the asset securitization entity.
determined that the entire amount is amount recognized for income Foreign corporations that accrue
attributable to effectively connected statement purposes in 2009 is $250. phantom income with respect to
income. In its income statements, N FC reports this amount on Part II, line residual interests in REMICs that are
treats the section 481(a) adjustment as 19, column (a). In column (b), FC not recognized under the foreign
a temporary difference. N must report reports $750 as a temporary corporation’s accounting regime must
on Part II, line 18, $25,000 in columns book-to-tax difference to adjust to the show all book-to-tax gross phantom
(b) and (e) for its 2009 tax year and amount recognized by the foreign income differences as permanent
each of the subsequent three tax years corporation in 2009 under U.S. tax differences in column (c), whether or
(unless N is otherwise required to principles. In column (d), FC reverses not it is effectively connected with a
recognize the remainder of the section $400 as income allocable to trade or business and whether or not
481(a) adjustment earlier). N must not noneffectively connected income. the REMIC interests are recorded on
report the section 481(a) adjustment on Finally, in column (e), FC reports $600, set(s) of books that are reportable on
Part III, line 23. the amount includible on FC’s Form Form 1120-F, Schedule L. Amounts

1120-F as effectively connected incomeIf the section 481(a) adjustment was that are not effectively connected with
in 2009.not effectively connected to N’s trade or the foreign corporation’s trade or

business within the United States and In 2010, assuming no other business must be reversed and shown
is not includible in column (a), the commission income is earned or as a negative number in column (d).
amount would be reportable for each accrued for either financial or U.S. tax Example 30. FC is a foreign bankyear in column (b) as a temporary purposes, FC would include $750 on that acquires and holds noneconomicdifference (for U.S. tax principles) and Part II, line 19, column (a), the amount residual interests in a REMIC on set(s)then reversed as an apportionment to recognized currently for financial of books that are reportable on Formnon-ECI in column (d). If N were a purposes. FC would then reverse the 1120-F, Schedule L. Under the foreignforeign bank, the amount would only be $750 in column (b) as a temporary corporation’s accounting system, theso reportable if the section 481(a) difference since this amount was amounts are not recognized foradjustment was with respect to previously recognized for U.S. tax financial income reporting purposestransactions recorded on set(s) of purposes. and are treated as permanentbooks reportable on Form 1120-F,

differences. FC reports no amounts onLine 20. Original IssueSchedule L.
Part II, line 20, column (a), for eachDiscount, Imputed Interest, andLine 19. Unearned/Deferred year that phantom income/deduction isPhantom Income
recorded under U.S. tax principles. InRevenue

Report on line 20 any amounts of column (c), FC records phantomReport on line 19, column (a), amounts original issue discount (OID), other income as a permanent differenceof revenues included in Part I, line 11, imputed interest, phantom income, or because such amounts are notwhich were deferred from a prior OID includible on line 16a. The term recognizable under the foreignfinancial accounting year. Report on “original issue discount and other corporation’s accounting regime. Theline 19, column (e), revenues imputed interest” includes, but is not amounts are effectively connected withrecognizable for federal income tax limited to: FC’s trade or business and therefore,purposes that are recognized for
1. The excess of a debt instrument’s are also reported in column (e).financial accounting purposes in a

stated redemption price at maturity overdifferent year. Also, report on line 19, Example 31. The facts are theits issue price, as determined undercolumn (e), any amount of revenues same as in Example 30, except that thesection 1273;reported on line 19, column (a), that are phantom income is treated as2. Amounts that are imputedrecognizable for U.S. income tax noneffectively connected income by FCinterest on a deferred sales contractpurposes in the current tax year. Use and subject to tax under section 881(a).under section 483;columns (b), (c), and (d) of line 19, as FC must report the phantom income as3. Amounts treated as interest orapplicable, to report the differences a permanent difference on Part II, lineOID under the stripped bond rulesbetween column (a) and column (e). If 20, column (c) and then reverse theunder section 1286;the amounts are not includible on set(s) amount in column (d) as noneffectively4. Amounts treated as OID underof books reportable on Form 1120-F, connected income. No amount isthe below-market interest rate rulesSchedule L, but are reportable in Part I, reported in column (e). The full amountunder section 7872; andline 11, for a foreign corporation other of phantom income recognized in5. Amounts recognized as phantomthan a bank, then report the entire column (c) is reportable on Formincome with respect to a noneconomicdifference as temporary in column (b). 1120-F, Section I, line 10, as otherresidual interest in a REMIC, includingAny amount allocable to noneffectively fixed or determinable, annual or otherinducement fees recognized withconnected income should, to that periodic income and subject to tax atrespect to such interests.extent, be included in column (d) to 30%.
reverse some or all of the amount  Note. Phantom income is a term used Example 32. The facts are theincluded in column (b). to describe taxable income that may be same as in Example 30, except FC

Line 19 must not be used to report derived from the holding of ownership recognizes $100 of residual excess
income recognized from long-term interests in an asset securitization inclusion income on its set(s) of books
contracts. Instead, use line 24 (other vehicle. The income is ‘‘phantom’’ and records reportable on Form
income (loss) items with differences). because it is not economic income (i.e., 1120-F, Schedule L, for cash received,

Example 29. FC, a foreign there is no cash or other property and an additional $1,000 of phantom
corporation other than a bank, has actually received or available for income not recognized for financial
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accounting purposes. FC treats $100 Pass-Through Entities, Give Rise to U.S. Booked
as effectively connected income. FC LiabilitiesAbandonment Losses, and
reports on Part II, line 20, $100 in Worthless Stock Losses Line 23 applies only to foreign bankscolumn (a), $1,000 in column (c), (as described in Regulations sectionReport on line 21d the net gain or loss($1,000) in column (d) and $100 in 1.882-5(c)(4)). Foreign banks report inreported on line 17 of Form 4797, Salescolumn (e). The $1,000 reversed in columns (d) and (e), the grossof Business Property, excludingcolumn (d) is reportable on Form effectively connected income or lossamounts from (a) pass-through entities1120-F, Section I, line 10, as in (other than income or loss from a globalincluded on lines 9, 10, or 11, asexample 31. dealing operation) that is excluded fromapplicable; (b) abandonment losses,

the set(s) of books reportable on FormLine 21a. Income Statement which must be reported on Part II, line
1120-F, Schedule L, and excluded from21e; and (c) worthless stock losses,Gain/Loss on Sale, Exchange,
the net income shown on Part I, line 11.which must be reported on Part II, lineAbandonment, Worthlessness, Gross effectively connected income or21f.or Other Disposition of Assets loss of this type is that which is

Other Than Inventory and ordinarily recorded on books ofLine 21f. Worthless StockPass-Through Entities non-U.S. branches or locations that doLosses not ordinarily engage in effectivelyReport on line 21a, column (a), all
Report on line 21f any worthless stock connected income producing activities,gains and losses on the disposition of
loss, regardless of whether the loss is such as income from securitiesassets except for (a) gains and losses
characterized as an ordinary loss or a recorded in a home office that areon the disposition of inventory, and (b)
capital loss. See Regulations section attributable to a U.S. office undergains and losses allocated to the
1.864-4(c)(2)(iii)(a) for limitations on Regulations section 1.864-4(c)(5)(iii).corporation from pass-through entities
effectively connected treatment under Gross effectively connected income or(e.g., on Schedule K-1) that are

loss reportable on line 23 is alsothe asset use test and Regulationsincluded on lines 9, 10, or 11. Reverse
income of a type that is recognizedsection 1.864-4(c)(5)(ii)(a) for limitedthe amount reported in column (a) in
under sections 864(c)(6) and 864(c)(7)effectively connected eligibility of stockcolumn (b) or (c), as applicable. The
with respect to property that ceases toto foreign corporations engaged in acorresponding gains and losses for
be held in connection with a trade orbanking, financing or similar business.U.S. income tax purposes are reported
business within the United States (e.g.,Attach a schedule that separatelyon Part II, lines 21b through 21g,
transferred securities of a non-banking,states and adequately discloses eachcolumns (b), (c), and (e), as applicable.
financing or similar business or of atransaction that gives rise to aReverse any additional amounts
former banking, financing or similarworthless stock loss that is treated asrecognizable under U.S. tax principles
business) or that is recognized underthat are allocable to noneffectively allocable to effectively connected
the Code at a time subsequent toconnected income on Part II, lines 21b income and the amount of each loss.
cessation of the trade or businessthrough 21g, column (d). Do not include on the schedule any
within the United States. Amounts fromworthless stock loss that is wholly

Line 21b. Gross Capital Gains a global dealing operation that areallocable to noneffectively connected
apportionable in whole or in part tofrom Schedule D, Excluding income. Do not include worthless stock
effectively connected income, areAmounts from Pass-Through losses that are incurred as part of a
reported on line 16 and not on this lineEntities securities dealing or global securities
23.dealing operation. Report theseReport on line 21b, gross capital gains

securities losses as mark-to-market Example 33. FC, a foreign bank,reported on Schedule D (Form 1120),
loss on line 14a, 14c, or 16c. negotiates and solicits a portfolio ofCapital Gains and Losses, excluding

loans and municipal bonds that arecapital gains from pass-through entities
Line 21g. Other Gain/Loss on attributable to its U.S. office underthat are included on lines 9, 10, or 11,

Regulations section 1.864-4(c)(5)(iii).as applicable. Disposition of Assets Other
FC also enters into a number of forwardThan InventoryLine 21c. Gross Capital Losses contracts for customers through its U.S.Report on line 21g any gains or lossesfrom Schedule D, Excluding trade or business. These contracts are

from the sale or exchange of property not entered into in connection with aAmounts from Pass-Through other than inventory and that are not global securities dealing operation. TheEntities, Abandonment Losses, reported on lines 21b through 21f. transactions are initially recorded onand Worthless Stock Losses
FC’s set(s) of books that are reported

Report on line 21c, gross capital losses Line 22. Capital Loss Limitation on Form 1120-F, Schedule L. In a later
reported on Schedule D (Form 1120), and Carryforward Used year, FC transfers several of the loans,
excluding capital losses from (a) the forward contracts and the municipalReport as a positive amount on line 22,pass-through entities that are included bonds to its home office in Country X tocolumns (b) or (c), as applicable, andon lines 9, 10, or 11, as applicable; (b) be held other than in connection with a(e) the excess of the net capital lossesabandonment losses, which must be global securities dealing operation.over the net capital gains reported onreported on Part II, line 21e; and (c) These assets are recorded in FC’sSchedule D (Form 1120) by theworthless stock losses, which must be home office on set(s) of books that docorporation.reported on Part II, line 21f. Do not not give rise to U.S. booked liabilities
report on line 21c capital losses carried under Regulations sectionIf the corporation utilizes a capitalover from a prior tax year and utilized in 1.882-5(d)(2)(iii). As a result, theloss carryforward on Schedule D (Formthe current tax year. See the transferred assets are no longer1120) in the current tax year, report theinstructions for Part II, line 22, reportable on Form 1120-F, Schedulecarryforward utilized as a negativeregarding the reporting requirements for L.amount on Part II, line 22, columns (b)capital loss carryovers utilized in the or (c), as applicable, and column (e).current tax year. Report on Part II, line 23, column (c),

as a negative number, the amount ofLine 23. Gross EffectivelyLine 21d. Net Gain/Loss the effectively connected municipal
Connected Income of ForeignReported on Form 4797, Line bond interest. The municipal bond
Banks from Books That Do Not17, Excluding Amounts From interest is a permanent difference that
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must be reversed in column (d) since it Line 26. Total Expense/ Part III. Reconciliation ofis no longer taken into account in Deduction Items
column (a) on FC’s set(s) of books Net Income (Loss) perReport on Part II, line 26, columns (a)reportable on Schedule L.. through (e), as applicable, the inverse Income Statement ofof the amounts reported on Part III, lineReport on Part II, line 23, column (d),

33, columns (a) through (e). For Non-Consolidatedthe gross income, gains and (losses) example, if Part III, line 33, column (a),from the transferred loans and Foreign Corporationsreflects an amount of $1 million, thenmunicipal bond securities and forward report on Part II, line 26, column (a), with Taxable Income percontracts that is effectively connected ($1 million). Similarly, if Part III, line 33,with the foreign bank’s trade or column (b), reflects an amount of Return — Expense/business within the United States. ($50,000), then report on Part II, lineReport the income and gains as Deduction Items26, column (b), $50,000.positive numbers and losses as For column (a), report the expensesLine 27. Other Items with Nonegative amounts. included on the applicable income
Differences statement as adjusted and reported inReport on Part II, line 23, column (e), Part I, line 11.If there is no difference between thethe combined column (b), (c) and (d) financial accounting amount and theamounts to determine the aggregate taxable amount of an entire item of Lines 1 Through 4. Income Taxamount of effectively connected gross income, gain, loss, expense, orincome, gains (losses) from the Expensededuction and the item is not describedtransferred loan securities and forward If the corporation does not distinguishor included in Part II, lines 1 through

contracts. The tax-exempt municipal between current and deferred income24, or Part III, lines 1 through 32, report
bond interest is netted to zero in tax expense in its applicable financialthe entire amount of the item in
column (e). statement described in Part I, reportcolumns (a) and (e) of line 27. If a

income tax expense as current incomeportion of an item of income, loss,Treaty-based reporting. If a tax expense using lines 1 and 3, asexpense, or deduction has a differencecorporation excludes any amounts from applicable. U.S. current and deferredand a portion of the item does not havecolumn (a) on the grounds that it is income taxes and non-U.S. deferreda difference, do not report any portionreporting the books of a U.S. income taxes are not deductible andof the item on line 27. Instead, reportPermanent Establishment (see column (e) is inapplicable for lines 1, 2,the entire amount of the item (i.e., bothAdaptation of Form 1120-F, Schedule L and 4. Column (e) of line 3 is used tothe portion with a difference and thefor treaty-based reporting on page 2 of report only foreign income tax theportion without a difference) on thethese instructions for such reporting) corporation is deducting, other than theapplicable line of Part II, lines 1 throughand further excludes from the same line withholding taxes reported in line 524, or Part III, lines 1 through 32. Seeany amounts from column (e) that below. If the corporation is creditingExample 12.would be otherwise reportable under foreign income tax against the U.S.
Line 28. Reconciliation TotalsCode principles, the corporation should income tax liability, no amount is

report the Code-based amount in If a corporation chooses not to reported on line 3, column (e).
column (c) and reverse the amount in complete columns (a) and (e) of Parts II
column (d), with a footnote reference Line 5. Non-U.S. Withholdingand III in the first tax year the
explaining that column (d) reports a Taxescorporation is required to file Schedule
treaty-based exclusion, or attach a M-3 (or for any year in which the Report on line 5, column (a), the
schedule which identifies the portion of corporation voluntarily files Schedule amount of non-U.S. (foreign)
such exclusion reported in the total M-3), Part II, line 28, is reconciled by withholding taxes included in
amount shown in column (d). the corporation in the following manner: determining adjusted financial net

income on Part I, line 11. If the1. Report the amount from Part I,
Line 24. Other Income (Loss) corporation is deducting any foreignline 11, on Part II, line 28, column (a);
Items with Differences withholding tax, use column (b), (c), or2. Leave blank Part II, lines 1

(d), as applicable, to report anythrough 27, columns (a) and (e);Report on Part II, line 24, all items of
difference between foreign withholding3. Leave blank Part III, columns (a)income (loss) with differences that are
tax included in financial accounting netand (e);not otherwise listed on Part II, lines 1
income and the amount of any foreign4. Report on Part II, line 28,through 23. Attach a schedule that
withholding tax deduction reported incolumns (b) through (d), the total ofitemizes the type of income (loss) and
column (e). If the corporation isPart II, lines 1 through 27, columns (b)the amount of each item. For example,
crediting foreign withholding taxesthrough (d) respectively; andincome (loss) with differences from
against its U.S. income tax liability, no5. Report on Part II, line 28, columnlong-term contracts are reportable on
amount is reported in column (e).(e), the sum of Part II, line 28, columnsline 24.

(a), (b), (c) and (d). Note. Part II, line
Line 6. Corporate Officer’s28, column (e), must equal the amount If any “comprehensive income” as
Compensation with Sectionon Form 1120-F, Section II, line 29.defined by Statement of Financial
162(m) LimitationAccounting Standards (SFAS) No. 130

is reported on this line, describe the Report on line 6, column (a), the total
item(s) in detail. Foreign corporations amount of non-performance-based
may report on line 24 net income (loss) current compensation expense
from their distributive share of foreign (“applicable employee remuneration”)
partnership interests that do not have for corporate officers that are “covered
any U.S. source or effectively employees” under section 162(m)(3).
connected income, that the foreign Report in column (b) or (c) as
corporation does not report on line 10. applicable, the nondeductible amount of
The aggregate income from such current compensation in excess of $1
partnerships should be reported on line million ($500,000 if the corporation
24, column (d), as a negative number. receives or has received financial
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assistance under the Treasury Troubled accordance with instructions for Part III,Line 11. Fines and Penalties
line 11.Asset Relief Program (TARP)). Report Report on line 11 any fines or similar

the noneffectively connected portion of penalties paid to a government or other Do not report on this line 12,
the deductible compensation in column authority for the violation of any law for amounts recovered from insurers or
(d), and the deductible portion of the which fines or penalties are assessed. any other indemnitors for any
compensation allocable to effectively All fines and penalties expensed in judgments, damages, awards, or similar
connected income in column (e). Do not financial accounting income (paid or costs described above.
report the “applicable employee accrued) must be included on this line Line 13. Pension andremuneration” for “covered employees” 11, column (a), regardless of the

Profit-Sharingdefined under section 162(m) on lines government or other authority that
8, 9, or 15. Report on line 13 the expenses andimposed the fines or penalties,

deductions attributable to theregardless of whether the fines and
Line 7. Salaries and Other Base corporation’s pension plans,penalties are civil or criminal,

profit-sharing plans, and any otherregardless of the classification,Compensation
retirement plans. Complete columnsnomenclature, or terminology used forReport salary and bonus compensation
(b), (c), and (d), as applicable.the fines or penalties by the imposingof the type reported on Form 1120-F,

authority in its actions or documents,Section II, line 13, other than stock Line 14. Other Post-Retirementand regardless of how or where theoption expense and other equity-based Benefitsfines or penalties are classified in thecompensation reported on lines 8 and
Report on line 14 the expenses andcorporation’s financial income9.
deductions attributable to otherstatement or the income and expense
post-retirement benefits not otherwiseaccounts maintained in theLine 8. Stock Option Expense includible on Part III, line 13 (forcorporation’s books and records. In

Report on line 8, column (a), amounts example, retiree health and lifeaddition, report on line 11, column (a)
expensed on Part I, line 11, net income insurance coverage, dental coverage,the reversal of any overaccrual of any
per the income statement, that are etc.). Complete columns (b), (c), andamount described in this paragraph.
attributable to all stock options. Report (d), as appropriate.See section 162(f) for additional
on line 8, column (e), deduction guidance. Line 15. Deferredamounts attributable to all stock Report on line 11, column (e), any Compensationoptions. such amounts as are described in the

Report on line 15, column (a), anypreceding paragraph that are includible
Line 9. Other Equity-Based compensation expense included in thein effectively connected taxable income,

net income (loss) amount reported inCompensation regardless of the financial accounting
Part I, line 11, that is not deductible forperiod in which such amounts were orReport on line 9 any amounts for
U.S. income tax purposes in the currentare included in financial accounting netequity-based compensation or
tax year and that was not reportedincome. Complete columns (b), (c), andconsideration that are reflected as
elsewhere on Schedule M-3, column(d), as appropriate.expense in the financial statements
(a). Report on line 15, columns (d) and(column (a)) or deducted in the U.S. Do not report on this line 11, (e), the noneffectively connected andincome tax return (column (e)) other amounts required to be reported in effectively connected portions of anythan amounts reportable elsewhere on accordance with instructions for Part III, compensation deductible in the currentSchedule M-3, Parts II and III (e.g., on line 12. tax year that was not included in the netPart III, line 8, for stock options Do not report on this line 11, income (loss) amount reported in Part I,expense). Examples of amounts amounts recovered from insurers or line 11, for the current tax year and thatreportable on line 9 include payments any other indemnitors for any fines and is not reportable elsewhere onattributable to employee stock purchase penalties described above. Schedule M-3. For example, reportplans (ESPPs), phantom stock options, originations and reversals of deferredLine 12. Judgments, Damages,phantom stock units, stock warrants, compensation subject to section 409AAwards, and Similar Costsstock appreciation rights, and restricted on line 15.stock, regardless of whether such Report on line 12, column (a), the

payments are made to employees or Line 16. Charitableamount of any estimated or actual
non-employees, or as payment for Contributionsjudgments, damages, awards,
property or compensation for services. settlements, and similar costs, however Report on line 16 any charitable

named or classified, included in contribution of tangible or intangible
Line 10. Meals and financial accounting income, regardless property to a U.S. or foreign charity. For

of whether the amount deducted wasEntertainment example, include contributions of:
attributable to an estimate of future • Cash;Report on line 10, column (a), any
anticipated payments or actual • Buildings;amounts paid or accrued by the
payments. Also report on line 12, • Intellectual property, patentscorporation during the tax year for
column (a) the reversal of any (including any amounts of additionalmeals, beverages, and entertainment
overaccrual of any amount described in contributions allowable by virtue ofthat are accounted for in financial
this paragraph. income earned by donees subsequentaccounting income, regardless of the

to the year of donation), copyrights,Report on line 12, column (e), anyclassification, nomenclature, or
trademarks;such amounts as are described in theterminology used for such amounts,
• Securities (including stocks and theirpreceding paragraph that are includibleand regardless of how or where such
derivatives, stock options, and bonds);in taxable income, regardless of theamounts are classified in the
• Conservation easements (includingfinancial accounting period in whichcorporation’s financial income
scenic easements or air rights);such amounts were or are included instatement or the income and expense • Railroad rights of way;financial accounting net income.accounts maintained in the • Mineral rights; andComplete columns (b), (c), and (d), ascorporation’s books and records. • Other tangible or intangible property.appropriate.Report only amounts not otherwise

reportable elsewhere on Schedule M-3, Do not report on this line 12, Include any temporary differences
Parts II and III (e.g., Part II, line 2). amounts required to be reported in for the charitable contribution
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carryforward limitation in column (b). other acquisition/reorganization costs If a transaction is treated as a lease,
Report any net limitation carryforward incurred in connection with the the purchaser/lessee reports the
for the current year as a net negative liquidation of a subsidiary, a spin-off of periodic payments as gross rental
number. Report any utilization of a prior a subsidiary, or an initial public stock expense. If the transaction is treated as
year limitation carryforward net of the offering. a purchase, the purchaser/lessee
current year limitation as a positive reports the periodic payments asLine 20. Amortization/number in column (b). Report any payments of principal and interest and

Impairment of Goodwillamounts from column (b) that are also reports depreciation expense or
allocable to noneffectively connected Report on line 20 amortization of deduction with respect to the purchased
income in column (d) and the effectively goodwill or amounts attributable to the asset.
connected portion of the utilization of impairment of goodwill.

Report on line 25, column (a), grosscharitable contribution carryforward in
Line 21. Amortization of rent expense for a transaction treatedcolumn (e).
Acquisition, Reorganization, as a lease for income statement

Line 17. Domestic Production and Start-Up Costs purposes but as a sale for U.S. income
Activities Deduction tax purposes. Report on line 25,Report on line 21 amortization of

column (e), gross rental deductions forReport on line 17, column (e), the acquisition, reorganization, and start-up
a transaction treated as a lease for U.S.corporation’s effectively connected costs. For purposes of columns (b), (c),
income tax purposes but as a purchaseportion of its domestic production (d), and (e), include amounts
for income statement purposes. Reportactivities deduction under section 199 amortizable under section 167, 195, or
interest expense for such transactionsthat is reported on Form 1120-F, 248.
on Part III, lines 26a through 26e,Section II, line 25. Complete columns

Line 22. Other Amortization or columns (a) and (e), as applicable.(b) and (c), as appropriate. Report in
Impairment Write-Offs Report depreciation expense orcolumn (d), the portion of the deduction

deductions for such transactions onpermitted under section 199 that is Report on line 22 any amortization or
Part III, line 23 (depreciation), columnsallocated and apportioned as a impairment write-offs not otherwise
(a) and (e), as applicable. Use columnspermanent difference to noneffectively includible on Schedule M-3.
(b), (c), and (d) of Part III, lines 23, 25,connected income. Do not report any

Line 23. Depreciation and 26a, as applicable, to report theportion of the corporation’s domestic
differences between column (a) and (e)production activities deduction on any Report on line 23 any depreciation
for such recharacterized transactions.other line of Schedule M-3. expense that is not required to be

reported elsewhere on Schedule M-3Line 18. Current Year Line 26a. Interest expense(e.g., on Part II, lines 2, 9, 10, or 11).
Acquisition or Reorganization The detail for the foreign corporation’sLine 24. Bad Debt ExpenseInvestment Banking Fees, Legal interest expense is reported on

Report on line 24, column (a), anyand Accounting Fees Schedule I (Form 1120-F). The scope
amounts attributable to an allowance of the interest expense lines on Part III,Report on line 18 any investment
for uncollectible accounts receivable or line 26, is limited to a summarization ofbanking fees, and any legal and
actual write-offs of accounts receivable the results from Schedule I thataccounting fees paid or incurred in
included in determining net income per reconcile the foreign corporation’s bookconnection with a taxable or tax-free
the income statement. Report in interest expense to effectivelyacquisition of property (e.g., stock or
columns (d) and (e) the respective connected taxable income.assets) or a tax-free reorganization.
noneffectively connected and theReport on this line any investment
effectively connected portions of the On line 26a, no amount is allocatedbanking fees incurred at any stage of
deductible amount of bad debt expense and apportioned to effectively orthe acquisition or reorganization
determined under section 166 for noneffectively connected income.process including, for example, fees
federal income tax purposes that is also Report in line 26a, column (a) interestpaid or incurred to evaluate whether to
included in column (a). If a foreign bank expense included in Part I, line 11.investigate an acquisition, fees to
has an effectively connected bad debt Report amounts in columns (b) or (c),conduct an actual investigation, and
expense that is not reportable in as applicable. The correspondingfees to consummate the acquisition.
column (a), the ECI amount is included interest expense for U.S. income taxAlso, include on line 18, investment
in column (b) if it is a temporary purposes is reported on Part III, linesbanking fees incurred in connection
difference and in column (e) to report 26b through 26e, column (e). Do notwith the liquidation of a subsidiary, a
the ECI treatment. If there is no report on this line 26a, column (a),spin-off of a subsidiary, or an initial
temporary difference between the amounts reportable on:public stock offering.
foreign bank’s books and tax treatment, 1. Part II, lines 9, 10, and 11then such ECI amount that is notLine 19. Current Year (income (loss) from U.S. partnerships,included in column (a) is apportioned inAcquisition/Reorganization foreign partnerships, and othercolumn (d), and its total is reflected inOther Costs pass-through entities);column (e).

Report on line 19 any other fees paid or
Note. Interest expense fromincurred in connection with a taxable or Line 25. Purchase versus Lease
partnerships and pass-through entitiestax-free acquisition of property (e.g., (for Purchasers and/or is adjusted as a permanent differencestock or assets) or a tax-free Lessees) in column (c) of lines 9, 10, and 11. Thereorganization not otherwise reportable Note. See the instructions for Part II, deductible portion of such intereston Schedule M-3 (e.g., Part III, line 18). line 17, on page 17 for sellers and/or expense reported on lines 9, 10, and 11Report on this line any fees paid or lessors. is included in the interest expenseincurred at any stage of the acquisition
allocation under Regulations sectionor reorganization process including, for Asset transfer transactions with
1.882-5 as reported on Schedule I andexample, fees paid or incurred to periodic payments characterized for
in this Part III, lines 26b and 26c.evaluate whether to investigate an financial accounting purposes as either

2. Part II, line 12 (items relating toacquisition, fees to conduct an actual a purchase or a lease may, under some
reportable transactions); andinvestigation, and fees to consummate circumstances, be characterized as the

3. Part III, lines 26b through 26e.the acquisition. Also, include on line 19 opposite for tax purposes.
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source substitute dividend paymentsLine 26b. Interest Expense Line 26e. Interest Equivalents
whether or not they are allocable inAllocable under Regulations (Guarantee Fees)
whole or in part to ECI. Foreign banksSection 1.882-5 All foreign corporations, report on line report in column (c), U.S. source and26e the foreign corporation’s amountsThe interest expense deduction under allocable foreign source substitutewith respect to deductions that are notRegulations section 1.882-5 is based dividends not already reflected ininterest payments but are sourced toon a three-step formula required to be column (a). The amounts reported inthe recipient in the manner of interestreported on Schedule I (Form 1120-F). column (c) are apportioned to(“interest equivalents”). These amountsReport the allocable amount of interest noneffectively connected income of theinclude fees expensed for financialexpense from Schedule I, line 23, in foreign corporation in column (d) andguarantee and confirmation,column (d) and in column (e) of line reported as a negative number.acceptance and standby letter of credit26b. Amounts included in column (a) that aretransactions. Foreign banks that record also apportioned to non-ECI, are alsoLine 26c. Regulations Section U.S. source guarantee fees on set(s) of reported in column (d) as a negative1.882-5 Allocation Amount books not reported on Form 1120-F, number. The combined amounts ofSchedule L, and not reported in columnSubject to Deferral or columns (a), (b), (c), and (d) are(a), must report the U.S. source fees asDisallowance apportioned to effectively connecteda permanent difference on line 26e,Enter in column (e) the amount income in column (e) as the case maycolumn (c), and allocate and apportionreported on Schedule I (Form 1120-F), be.the relevant amounts to noneffectivelyline 24d. This amount is generally

connected income in column (d) even if Note. In using column (d) to apportionentered in column (e) as a negative
there is no amount to allocate to amounts to non-ECI that are notnumber. However, if the deferred
effectively connected amounts in included in column (a), line 27 containsinterest expense reportable on
column (e). Foreign corporations other an exception to the general instructionsSchedule I, line 24b, from prior years is
than banks must record all interest for Schedule M-3 reporting by foreigndeductible in the current year in greater
equivalent payments in column (a). banks.amount than other current year

disallowances reportable on Schedule I, Note. In using column (d) to apportion Line 28. Fee and Commissionlines 24a and 24c, enter the net amount amounts to non-ECI that are not
Expensein column (e) as a positive number. included in column (a), line 26e

contains an exception to the general Enter on Part III, line 28, column (a),Enter in column (b) the amount from
instructions for Schedule M-3 reporting the amounts of fees and commissionsSchedule I, line 24b, as a positive or
by foreign banks. included on Part I, line 11. Fee andnegative number as the case may be

commission expense generally includesfor the current year. In column (c), enter Example 34. FC is a foreign bank, amounts paid or accrued for servicesthe combined amounts from Schedule I, resident in Country X, that files Form rendered to the foreign corporationlines 24a and 24c. 1120-F and Schedule M-3. FC enters including expenses paid for brokerageinto a guarantee arrangement with FC2,Line 26d. Substitute Interest commissions. Fees and commissionsa wholly owned subsidiary, resident in reportable on line 28 do not includePayments Country Y, that guarantees the amounts that are interest equivalentsAll foreign corporations, report on line transactions in FC’s global dealing reportable on line 26e.26d, all U.S. source substitute interest operation. The set(s) of books in FC’s
payments (as to the recipient) with global dealing operation are booked in Line 29. Rental Expenserespect to securities lending FC’s home office and are not reportable

Report on line 29, column (a), thetransactions described in Regulations on Form 1120-F, Schedule L. FC
amount of rental expense included onsections 1.861-2(a)(7) and allocates and apportions 40% of the
Part I, line 11. Rental expense is the1.881-2(b)(2). Foreign banks that income and applicable expenses from
amount classifiable as rent under U.S.record substitute interest payments on its global dealing operation to
tax principles.set(s) of books that are not reported on effectively connected taxable income.

Form 1120-F, Schedule L, also might FC’s guarantee fee expense paid to its Line 30. Royalty Expensereport foreign source substitute interest foreign-related party is allocated directly
Report on line 30, column (a), thepayments whether or not they are to the income of the global dealing
amount of royalty expense included onallocable in whole or in part to ECI. operation and apportioned 40% to FC’s
Part I, line 11. Include in columns (b)Foreign banks report in column (c), all effectively connected income from such
through (e) amounts that are allocableU.S. source and allocable foreign operation. FC must report the
as imputed royalties under U.S. taxsource substitute interest payments not guarantee fee expense paid to FC2 in
principles that are not included inalready reflected in column (a). The column (c). The amount of expense
financial income reported on Part I, lineamounts reported in column (c) are reported in column (c) is apportioned
11.apportioned to noneffectively connected 60% to noneffectively connected

income of the foreign corporation in income in column (d) and 40% to Line 31. Expenses Allocablecolumn (d) and reported as a negative effectively connected income in column
Under Regulations Sectionnumber. Amounts included in column (e).

(a) that are also apportioned to 1.861-8
Line 27. Substitute Dividendnon-ECI, are also reported in column Line 31 applies only to foreign banks.

(d) as a negative number. The Payments For purposes of Schedule M-3, all of
combined amounts of columns (a), (b), All foreign corporations report on line the home office and other allocations to
(c), and (d) are apportioned to 27 the amount of U.S. source substitute U.S. effectively connected income that
effectively connected income in column dividend payments with respect to are reportable on Schedule H (Form
(e) as the case may be. securities lending transactions 1120-F) under Regulations section
Note. In using column (d) to apportion described in Regulations sections 1.861-8 (including amounts that are
amounts to non-ECI that are not 1.861-3(a)(6) and 1.881-2(b)(2). subject to timing differences under U.S.
included in column (a), line 26d Foreign banks that record substitute tax principles, such as home office
contains an exception to the general dividend payments on set(s) of books depreciation) are reportable as
instructions for Schedule M-3 reporting that are not reported on Form 1120-F, apportionments to ECI in column (d).
by foreign banks. Schedule L, also might report foreign Report in columns (d) and (e) the
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amount from Schedule H (Form accounts receivable must be reported Amounts incurred as fixed or
1120-F), line 20. on Part III, line 24 (bad debt expense). determinable or other periodic interest

rate or equity notional principal contractNote. Foreign corporations other than Report on line 32, the amortization of
expense that is not incurred in abanks that are required to file Form various items of prepaid expense, such
hedging transaction, securities dealing1120-F to report effectively connected as prepaid subscriptions and license
or global securities dealing operation,income in Section II of that form, are fees, prepaid insurance, etc.
each of which is reportable on Part II,still required to complete and attach Report on line 32, column (a), are reportable on Part III, line 32.Schedule H (Form 1120-F) to their U.S. expenses included in net income

income tax return. The amounts from Example 35. Corporation Q is areported on Part I, line 11, that are
Schedule H, line 20 are not reportable calendar year taxpayer that wasrelated to reserves and contingent
by a foreign corporation other than a required to file Schedule M-3 for itsliabilities. Report on line 32, column (e),
bank on this line of Schedule M-3 2008 tax year and is required to fileamounts related to liabilities for
because worldwide expenses are Schedule M-3 for its 2009 tax year. Onreserves and contingent liabilities that
already includible in Part I, line 11, and July 1 of each year, Q has a fixedare deductible in the current tax year
in each expense line item in Part III. liability for its annual insurancefor U.S. income tax purposes.
Such amounts are subject to individual premiums that provides a 12-monthExamples of items that must be
line-item apportionment to non-ECI in coverage period beginning July 1reported on line 32 include warranty
column (d). through June 30. In addition, Qreserves, restructuring reserves,

historically prepays 12 months ofreserves for discontinued operations,Line 32. Other Expense/ advertising expense on July 1. On Julyand reserves for acquisitions andDeduction Items with 1, 2009, Q prepays its insurancedispositions. Only report on line 32Differences and Reconciliation premium of $500,000 and advertisingitems that are not required to be
expenses of $800,000. For financialto Eliminate Duplicate Amounts reported elsewhere on Schedule M-3,
statement purposes, Q capitalizes andon Line 31 Parts II and III. For example, the
amortizes the prepaid insurance andexpense for a reserve for inventoryReport on line 32, all items of expense/
advertising over 12 months. For U.S.obsolescence must be reported on Partdeduction that are not otherwise listed
income tax purposes, Q deducts theII, line 2.on Part III, lines 1 through 31. Amounts
insurance premium when paid andincluded on line 31, column (e) from The schedule which is required to be amortizes the advertising over theSchedule H (Form 1120-F), line 20, that attached to this Schedule M-3 for line 12-month period. In its financialare also included in this Schedule M-3, 32 must separately state and statements, Q treats the differencesPart III, lines 3, 5 through 23, 25, 26d, adequately disclose the nature and attributable to the financial statement26e, and 27 need to be reversed to amount of the expense related to each treatment and U.S. income taxavoid duplicate allocation. The reserve and/or contingent liability. The treatment of the prepaid insurance andcombined amounts for these lines appropriate level of disclosure depends advertising as temporary differences. Qreported in column (e) that is upon each taxpayer’s operational must separately state and adequatelyduplicative of any amount included in activity and the nature of its accounting disclose its prepaid insurance premiumline 31, column (e) is reported and records. For example, if a corporation’s on Part III, line 32. It must reportreversed on line 32. Report such net income amount reported in the $250,000 in column (a) ($500,000/12duplicative amount as a negative income statement includes anticipated months X 6 months), $250,000 inamount includible in line 32, column (c) expenses for a discontinued operation column (b), and $500,000 in columnand column (e). Such negative amount as a single amount, and its general (e). Q must also separately state andwill need to be combined with other ledger or other books, records, and adequately disclose its prepaidexpense/deduction items that have workpapers provide details for the advertising on Part II, line 24, anddifferences. Attach a schedule to show anticipated expenses under more report $400,000 in each of columns (a)the duplicative items that are being explanatory and defined categories and (e).reversed. (such as employee termination costs,
Line 33. Total Expense/lease cancellation costs, loss on sale ofComprehensive income.  If any

equipment, etc.), a supporting schedule“comprehensive income” as defined by Deduction Items
that lists those categories of expensesSFAS No. 130 is reported on this line, Report on Part II, line 26, columns (a)
and their details will satisfy thedescribe the item(s) in detail. through (e), as applicable, the inverse
requirement to separately state andReserves and contingent liabilities. of the amounts reported on Part III, line
adequately disclose. In order toReport on line 32 amounts related to 33, column (a) through (e), as
separately state and adequatelythe change in each reserve or applicable. For example, if Part III, line
disclose the employee terminationcontingent liability that is not required to 33, column (a), reflects an amount of
costs, it is not required that anbe reported elsewhere on Schedule $1 million, then report on Part II, line
anticipated termination cost amount beM-3. For example: (1) amounts relating 26, column (a), ($1 million). Similarly, if
listed for each employee, or that eachto changes in reserves for litigation Part III, line 33, column (b), reflects an
asset (or category of asset) be listedmust be reported on Part III, line 12 amount of ($50,000), then report on
along with the anticipated loss on(judgments, damages, awards, and Part II, line 26, column (b), $50,000.
disposition.similar costs); and (2) amounts relating

to changes in reserves for uncollectible
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