IRS hears comments on proposed Foreign Account Tax Compliance Act (FACTA) regulations

· May 16 2012 

 
On May 15, 2012, Treasury and the Internal Revenue Service (IRS) held a hearing on the Proposed Foreign Account Tax Compliance Act (FACTA) Regulations. This alert provides a short summary of the issues raised at the hearing.

As background, FATCA is a broad reporting and withholding regime designed to improve tax compliance involving financial assets held offshore. FATCA generally requires foreign financial institutions (FFIs) to report certain information on assets held by U.S. taxpayers. Non-compliant FFIs are subject to significant withholding on payments from the United States. The substantive provisions of FATCA will be phased in over the course of the next several years.

FATCA was enacted on March 18, 2010, and since then Treasury and the IRS have been working to provide much needed guidance to the multitude of stakeholders impacted by the broad, extraterritorial reach of FATCA. On February 8, 2012, Treasury and the IRS issued Proposed Regulations for implementing FATCA. The Proposed Regulations are extensive and detailed and create a number of difficulties for FACTA implementation and adoption. At the same time the Proposed Regulations were released, Treasury announced a joint statement from the United States, France, Germany, Italy, Spain and the United Kingdom regarding an Intergovernmental Approach (IGA) to implementing FATCA. The IGA is intended to provide a common approach to FATCA implementation through domestic reporting and reciprocal automatic exchange of information.

As a result, many stakeholders submitted written comments on the Proposed Regulations. During the May 15, 2012, hearing, 22 individuals testified on behalf of their organizations in an effort to highlight certain primary concerns with the Proposed Regulations and to suggest alternatives for consideration by Treasury and the IRS. See a list of those groups that provided comments at the hearing and a collection of all written comments provided thus far.

Certain common themes emerged at the hearing:

· Many commenters asked for the FATCA implementation timeline in the Proposed Regulations to be extended following adoption of the final regulations. For example, the Proposed Regulations require that FFIs implement new account opening procedures by June 30, 2013. This could be less than a year after the final regulations outlining those new account opening procedures are released. Many financial institutions have noted that this would leave little time for development of the procedures and implementation of the necessary changes to back-office functions. Some financial institutions have a minimum timeline for significant systems changes of 18 months and have requested a corresponding timeline for implementation after the release of final regulations. Some commenters suggested an implementation timeline of 24 months from the issuance of final regulations, given the complexity created by FATCA. In addition, corresponding extensions have been requested with respect to the implementation of withholding, which is currently scheduled to begin January 1, 2014 under the Proposed Regulations. In the case of those countries negotiating IGAs in order to implement FATCA, it was requested that the relevant implementation deadlines be extended to accommodate finalization of those agreements. It was also requested that FFIs within the relevant jurisdiction not be required to implement FATCA once a memorandum of understanding is reached between that country and the United States.

· The Proposed Regulations provide a detailed set of due diligence requirements that FFIs must implement in order to avoid the requirement of withholding. These due diligence requirements are intended to better coordinate FATCA with bank and financial institution anti-money laundering and know-your-customer (AML/KYC) rules. Many stakeholders, however, have commented that the Proposed Regulations have not been coordinated well enough with existing AML/KYC practices. For example, the Proposed Regulations require periodic review of account holder documentary evidence when documentary evidence of identification expires. This renewal or re-examination is not often performed by banks and financial institutions and many have commented that renewal or re-examination will impose enormous costs. In addition, comments were made that re-examination would be impractical because, for example, documentary evidence expiration dates may have no bearing on citizenship. Many commenters requested that the documentary evidence requirements be better coordinated with local AML/KYC rules or that documentary evidence be renewed only where there is a change in circumstances that would give rise to the financial institution having reason to know that an account holder’s status has changed. In addition, there have been multiple requests that the final regulations provide that documentary evidence requirements be met by online collection of documentary evidence, such as verification by a credit agency.

· FATCA is made more complex by certain differences between U.S. law and foreign law. Some commenters noted that the Proposed Regulations leave unclear how to deal with certain types of foreign arrangements, such as trusts. For example, some commenters highlighted that a trust may be an entity and an FFI under U.S. law, but under the local law, the trust may not actually be an independent entity. In addition, under the Proposed Regulations, the asset manager, trustee or custodian may also be an FFI, giving rise to duplicative reporting obligations. Similarly, there were comments that certain types of passive investment vehicles not be treated as FFIs. Comments generally requested clarification on how to treat non-operating entities, trusts and similar vehicles, or requested that, in those situations, only the actual bank, broker, custodian or fund manager be the FFI and the non-operating entity, trust or similar vehicle not be treated as an FFI.

· Similar to the above comment regarding how FATCA operates with respect to non-operating entities, Notice 2011-34 indicated the Treasury and the IRS were considering different centralized reporting options. Many associations and stakeholders in the fund industry requested that Treasury and the IRS provide a centralized reporting option for funds.

· Many commenters noted the complexity of the entity classification system under the Proposed Regulations. The Proposed Regulations provide separate rules for many different types of entities and different exceptions for different entity types. These different entity classifications also have various documentation requirements. For example, there are separate identification requirements associated with retirement funds, different types of excepted FFIs (nonfinancial holding companies, start-up companies, nonfinancial entities in liquidation or bankruptcy, etc.) and non-profit entities, among others. Many commenters requested simplification of the entity classification system in the Proposed Regulations.

· Certain countries have a number of privacy or banking laws that conflict with FATCA implementation requirements. For example, the Proposed Regulations require that an FFI close an account where there is an indicia of U.S. ownership, but the account holder does not provide documentary evidence (i.e., a recalcitrant account with U.S. indicia). In many countries (e.g., Australia, Sweden and certain types of accounts in the United Kingdom) it is illegal for financial institutions to unilaterally close an account as required under the Proposed Regulations. In addition, many nations have data protection or privacy laws that conflict with the FATCA reporting obligations, making it impossible for financial institutions to comply with FATCA. In these cases, it has been noted that an IGA may be the only way to implement FATCA.

· While commenters generally have reacted positively to the potential for IGAs, many questions still remain regarding how these agreements will operate. There were two immediate concerns expressed by the commenters: (i) the potential for overlapping requirements on any FFIs that operate in countries that have agreements and countries that do not; and (ii) the lack of clarity as to how the implementation timeline will operate for those FFIs in countries that have entered into IGAs. Some commenters also expressed concern as to whether there will be uniformity among seperate IGAs.

The comments above reflect some of the more important issues for stakeholders who appeared at the hearing, but the comments are by no means an exhaustive list of the myriad of issues facing the financial industry. The written comments also lay out many additional issues with the Proposed Regulations. The broad reach of FATCA impacts many different industries in many ways, resulting in unique issues to particular stakeholders. Treasury and IRS officials expect to issue final regulations by the fall of 2012. While the public comment period is technically closed, stakeholders may provide additional comments prior to issuance of the final regulations.
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