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March 5, 2012 

Treasury Issues Proposed FATCA Regulations 

On February 8, 2012, the U.S. Treasury and the Internal Revenue Service 
(the IRS) issued proposed regulations on the implementation of the 
withholding and due diligence provisions of the Foreign Account Tax 
Compliance Act (FATCA).  FATCA was enacted on March 18, 2010 as 
part of the Hiring Incentives to Restore Employment Act (the Hire Act).  
For more information on FATCA, please see our previous client alerts on 
FATCA, which are available here and here.  The proposed regulations 
were accompanied by a joint statement from the governments of France, 
Germany, Italy, Spain, the United Kingdom and the United States regarding 
their intention to develop a governmental solution to FATCA compliance 
(the Joint Statement). 

The proposed rulemaking is 389 pages long.  An electronic version is 
available on the IRS website here.  An electronic version of the Joint 
Statement is available on the Treasury website here.  

FATCA Overview 

The FATCA regime is intended to promote U.S. tax compliance by natural 
persons and entities under their ownership and/or control.  However, 
FATCA attempts to achieve this by creating a highly complex diligence, 
reporting and withholding regime that operates in parallel to the existing 
complex diligence, reporting and withholding regime.  The act imposes the 
burden of achieving improved U.S. tax compliance on withholding agents, 
investment funds and financial institutions.   

FATCA operates by imposing a 30 percent gross basis withholding tax on 
U.S. source payments, on certain “passthru payments” discussed below, 
and on the gross proceeds from the disposition of U.S. equities and other 
securities (together “withholdable payments”) unless an exception applies.  
The tax imposed on withholdable payments is far broader than prior U.S. 
domestic law and is imposed on items such as “portfolio interest.”   

FATCA’s burden falls primarily on foreign financial institutions (FFIs).  
An FFI for this purpose includes any non-U.S. entity that:  is a bank, 
broker-dealer, custodian, trust company, or is engaged (or holds itself out as 
being engaged) primarily in the business of investment or trading in 
securities, commodities or partnership interests.  This latter category 
generally applies to private equity and hedge funds.  A foreign entity that is 
not a foreign financial institution is generally referred to as a “non-foreign 
financial entity” (NFFEs).  A NFFE is generally only required to (i) certify 
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that it does not have any direct or indirect “substantial” U.S. owners or (ii) provide information regarding any such 
U.S. owners.  NFFEs that are foreign governments, publicly traded entities and certain of their affiliates or other 
foreign entities identified in regulations or other guidance are exempt from this requirement.    

FFIs are generally required to enter into an agreement with the IRS under which the FFI agrees to identify any U.S. 
accounts and report account information to the IRS, including the identity of the holder, the balance in the account, 
and the amount of withdrawals or payments from the account.  FFIs that have entered into this agreement are referred 
to as “participating FFIs.”  Participating FFIs are also required to withhold on passthru payments to noncompliant 
FFIs and recalcitrant account holders.  A passthru payment is any payment attributable to U.S. source payments that 
would be subject to FATCA withholding were they not made to a participating FFI. 

FATCA also authorizes the Treasury to create categories of “deemed compliant” FFIs that are not required to enter 
into an FFI agreement to escape withholding.  The deemed-compliant FFI category is intended to reduce the 
compliance burden on financial entities like pension funds or small local banks that might have U.S. investments but 
present minimal tax evasion risk. 

The IRS provided preliminary guidance on the application of FATCA in Notice 2010-60 and Notice 2011-53 (the 
Notices).  Notice 2010-60 provided a preliminary list of entities that would not be required to enter into FFI 
agreements and gave a brief description of the diligence procedures that would be required from participating FFIs.  
Notice 2011-53 delayed the commencement of FATCA requirements and provided a timeline for the phase-in of 
implementation.   

Major FATCA Implementation Issues 

Even after the issuance of the Notices, the broad reach of FATCA left a number of questions and concerns about how 
the IRS would enforce the new law, and what that enforcement would mean for foreign taxpayers, particularly FFIs: 

 How much time will taxpayers have to prepare for the implementation of FATCA, and how will the rules 
apply to currently outstanding financial instruments? 

 How can FFIs that are subject to local laws, such as the well-known Swiss banking secrecy laws, that 
would prohibit them from making the disclosures required by an FFI agreement comply with FATCA? 

 How will the IRS deal practically with extensive diligence of every account by large FFIs as well as with 
smaller FFIs with limited international operations? 

Overview of the Proposed Regulations 

The proposed regulations address a number of key concerns.  They recognize that the earlier deadlines for 
implementation were unachievable.  The delayed implementation timeline is complemented by an expansion of the 
categories of FFIs that will be treated as “deemed compliant.”  Finally, the Joint Statement complements the proposed 
regulations by providing a means of addressing some foreign law concerns raised by FATCA. 
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Revised Timelines 

The proposed regulations extend the deadlines provided in the statute and earlier guidance.  This is particularly 
helpful since the draft FFI Agreement, certification forms and other related guidance have yet to be issued.  Currently, 
FFI registration is scheduled to begin no later than January 1, 2013, and we expect to see a draft FFI Agreement later 
this year.  

The proposed regulations did not change the scheduled repeal of the TEFRA bearer bond rules for U.S. issuers.  These 
rules apply to debt obligations issued in non-registered form (as determined under U.S. tax principles).  The TEFRA 
repeal is still effective from March 19, 2012.   

The proposed regulations extend the grandfather provisions under FATCA for other “obligations” to January 1, 2013.  
Prior guidance only extended the grandfather rule to March 18, 2012.  The proposed regulations clarify that revolving 
credit facilities will be treated as an outstanding obligation for purposes of this rule provided that on the issue date of the 
agreement the material terms upon which credit will be provided are fixed.  Instruments treated as equity under U.S. 
federal tax principles are not covered by the extension.  

The due diligence requirements are phased in over time.  The diligence provisions are split between “pre-existing 
accounts” (i.e., those in existence as of January 1, 2013) and new accounts. The phase in periods for diligence on pre-
existing accounts are as follows: 

 Entities: diligence must be completed within one year of the effective date of the FFI Agreement for any 
account holder that is a “prima facie FFI,” and within two years of the effective date of its FFI agreement 
for other accounts; and 

 Individuals: diligence must be completed within one year of the effective date of the FFI Agreement for 
accounts having a balance or value that exceeds $1 million, and within two years of the effective date of the 
FFI Agreement for other accounts. 
 

New accounts are subject to full diligence as described below.   

FATCA’s reporting obligations will also be phased in over time.  This will ease some of the burdens on parties trying to 
develop appropriate systems to handle the additional burdens imposed by the rules.  The revised timelines are set out 
below. 

 2013 & 2014 Calendar Years: 
o Basic account holder identifying information and the account balance or value as of the end of the 

year; and  
o no income reporting. 

 2015 Calendar Year: 
o Basic account holder identifying information and the account balance or value as of the end of the 

year;  
o reporting for aggregate gross amounts of interest, dividends and other income paid or credited to the 

account;  
o no gross proceeds reporting; and 
o passthru payments to certain non-participating FFIs. 
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 2016 and future Calendar Years: 
o Full reporting, including gross proceeds reporting.   

Finally, withholding obligations are subject to a similar phase in timeline.  Withholding obligations are scheduled as 
follows: 

 2014 Calendar Year: U.S. source fixed and determinable annual or periodical (FDAP) income subject to 
withholding until appropriate documentation is provided if paid to:  
o new accounts, or  
o to pre-existing accounts held by prima facie FFIs.1 

 2015 Calendar Year: withholding required until appropriate documentation is provided on: 
o U.S. source FDAP extended to other pre-existing accounts; and 
o gross proceeds from dispositions of U.S. securities. 

 2017 Calendar Year: withholding on passthru payments will begin no sooner than January 1, 2017.   

Narrowing of Coverage 

The proposed regulations narrow FATCA’s reach in several important areas.  The definitions in the proposed 
regulations are particularly helpful in narrowing the Act’s reach.  The types of payments subject to the regime have 
been narrowed.  However, the scope of “deemed compliant FFIs” was not expanded as far as many had hoped.  Many 
types of entities presenting a low risk for U.S. tax evasion are still caught by the rules. 

The proposed regulations have made many helpful definitional changes.  The modification of the term “financial 
account” to exclude debt or equity interests in an FFI that is a bank, broker-dealer, custodian or trust company was a 
welcome change.  Prior guidance had only excluded such interests if they were publicly traded.  This was a major 
issue, particularly in light of FATCA’s requirement for FFIs to close accounts if certain requirements were not met.  
Under an anti-abuse rule, debt or equity interests of such FFIs will be financial accounts if their value is determined, 
directly or indirectly, primarily by reference to assets giving rise to withholdable payments.  The term “withholdable 
payment” now excludes several items, such as payments on short-term debt, payments made in the ordinary course of 
the withholding agent’s business for non-financial services, and effectively connected income attributable to a U.S. 
permanent establishment.   

In addition to the definitional changes, the proposed regulations include a lenient transitional rule for affiliates of FFIs 
that are legally prohibited from complying with FATCA.  The general rule is that an FFI is only compliant if all of its 
affiliates are also compliant.  This rule would have harsh consequences for groups with financial affiliates in countries 
where compliance is impossible.  The proposed regulations offer a temporary reprieve from these consequences by 
providing a two-year transition period, through December 31, 2016, during which FFIs can be treated as compliant, 
even though they have noncompliant FFI affiliates.  However, the FFI affiliate that is legally unable to comply will 
still be subject to FATCA withholding.  Moreover, once the transition period ends, compliant FFIs will have to 
disaffiliate from the noncompliant FFI affiliate or be subject to FATCA withholding themselves. 

                                                 
1 This provision may need to be amended because it appears to require withholding as of January 1, 2014 on payments to FFIs, but the corresponding requirements 
for an FFI to confirm an account holder’s status are one year from the effective date of the FFI Agreement, which is likely to be later.   
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Finally, the proposed regulations provide guidance on qualification for “deemed compliant” FFI status.  The proposed 
regulations list nine categories of FFIs that will be deemed compliant with FATCA.  Deemed compliant FFIs will not 
be required to enter into an FFI agreement with the IRS but can still benefit from the withholding exemptions 
available to compliant FFIs.  The nine categories are: 

1) FFIs operating in a single country and not soliciting or having a substantial number of non-local country 
accounts;2 

2) affiliates of participating FFIs that transfer all of their U.S. accounts to those participating FFIs; 
3) investment vehicles that are owned solely by participating FFIs, deemed-compliant FFIs or “exempt 

beneficial owners” (generally government entities and certain pension funds); 
4) investment funds that have provisions and procedures to prevent U.S. persons, noncompliant FFIs, or 

NFFEs with substantial U.S. owners from acquiring an interest in the fund; 
5) local banks with no more than $175 million in assets (and which do not belong to an expanded affiliated 

group having more than $500 million in assets); 
6) certain retirement plans; 
7) qualifying nonprofit organizations; 
8) FFIs that only have accounts with balances less than $50,000 and no more than $50 million in assets; and 
9) non-banking, non-insurance FFIs that provide withholding agents with sufficient information about the 

FFI’s owners. 

To qualify for the first four exemptions, the FFI must register with the IRS.  The remaining exemptions can be 
claimed by a certification to the withholding agent. 

Explanation of Diligence Standards 

The proposed regulations detail the steps compliant FFIs will have to take to identify covered U.S. accounts.  The 
regulations take several reasonable steps to limit the size of the diligence burden on participating FFIs.  First, 
electronic records searches will suffice for smaller existing accounts.  Specifically, for preexisting accounts with a 
balance of less than $1 million, the only review required is an electronic search for “U.S. indicia,” such as a U.S. 
address or phone number or standing instructions to transfer funds to a U.S. account.  For preexisting accounts with a 
balance of less than $50,000, no review at all is required.  For accounts with a balance exceeding $1 million, an FFI is 
required to conduct an enhanced review, which may include paper records searches if electronic records are not 
sufficient to establish the customer’s residence, nationality, and other specified information.  For accounts with a 
balance exceeding $1 million, the actual knowledge of the relationship manager of the U.S. status of the customer is 
also taken into account. 

For new accounts, the FFI generally must review all documentation required as part of its account opening 
procedures, including documentation collected under anti-money laundering or “know your customer” laws. 

                                                 
2 Significantly, an FFI organized in a European Union (EU) member state may treat account holders resident in other EU states as residents of its country of 
organization. 
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Joint Statement 

The Joint Statement represents the Treasury and the IRS’s best chance to address many of the concerns raised by 
FATCA.   Many FATCA provisions directly or indirectly conflict with the civil and/or criminal laws of a number of 
jurisdictions.  The statement indicates that the United States government is open to an intergovernmental approach 
because the “objective of FATCA is to achieve reporting, not to collect withholding tax.”  The Joint Statement 
provides a means for residents in the five largest European jurisdictions (France, Germany, Italy, Spain and the 
United Kingdom) to create a framework to comply with FATCA’s goals yet retain some fiscal sovereignty. 

The Joint Statement is not binding and it remains to be seen how the approach will work in practice.  The foreign 
parties to the Joint Statement (each a FATCA Partner) agree to: 

1) pursue necessary implementing legislation to require FFIs in a FATCA Partner jurisdiction to collect and 
report the information required by FATCA; 

2) enable FFIs established in a FATCA Partner jurisdiction to apply the necessary diligence to identify U.S. 
accounts; and 

3) transfer to the United States, on an automatic basis, the information reported to the FATCA Partner by the 
FFIs. 

In exchange for agreeing to participate in the above regime, the United States would agree to: 

1) eliminate the obligations of FFIs established in a FATCA Partner jurisdiction to enter into a separate FFI 
Agreement; 

2) deem reporting to the FATCA Partner under the implementing legislation to satisfy the FFI’s FATCA 
reporting obligations; 

3)  identify all FFIs established in the FATCA Partner jurisdiction as compliant FFIs, thereby eliminating 
FATCA withholding for those institutions; 

4) identify specific categories of FFIs established in the FATCA Partner jurisdiction that would be treated as 
deemed compliant or as presenting a low risk of tax evasion; and 

5) commit to reciprocity with respect to collecting and reporting similar information on U.S. accounts for 
residents of FATCA Partner jurisdictions. 

As a result of the above agreements, FFIs established in a FATCA Partner jurisdiction would not be required to 
terminate the account of a recalcitrant account holder or impose passthru withholding on payments to other FFIs 
organized in a FATCA Partner’s jurisdiction.   

The announced framework is significant in a number of respects.  Many other countries will look to the Joint 
Statement as a potential means of addressing fundamental issues created by FATCA.  The Joint Statement also 
includes a commitment to working with the OECD and the EU on adopting a common model for automatic exchange 
of information, diligence and reporting standards.   On the other hand, the Joint Statement could create a two or three 
tier system.  FFIs located in countries that do not want to, or cannot, enter into a similar agreement with the United 
States could be subjected to the more onerous FATCA requirements.  FFIs located in this second group may also be 
unable to comply with some FATCA obligations due to local law restrictions.   
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* * * 

IRS Circular 230 Notice: To ensure compliance with requirements imposed by the IRS, we inform you that any U.S. 
tax advice contained in this communication is not intended or written to be used, and cannot be used, for the purpose 
of (i) avoiding penalties under the Internal Revenue Code or (ii) promoting, marketing or recommending to another 
party any transaction or matter addressed herein. 
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