
 
 
 

PROPOSED REGULATIONS ISSUED FOR 
FOREIGN ACCOUNT TAX COMPLIANCE ACT (FATCA) 

 
On March 18, 2010, the U.S. Congress enacted the Foreign Account Tax Compliance Act (“FATCA”) and added its 
provisions to the Internal Revenue Code (the “Code”). 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 U.S. The substantive provisions of FATCA will be phased in over the course of the next 
several years. 
 
In general terms, an FFI is defined as any financial institution which is a foreign entity. A financial institution is defined as 
any entity that (i) accepts deposits in the ordinary course of a banking or similar business, (ii) holds financial assets for the 
account of others as a substantial portion of its business, or (iii) is engaged (or holding itself out as being engaged) 
primarily in the business of investing, reinvesting or trading in securities, partnership interests or commodities. In general, 
the requirements are applied to all FFIs (including foreign partnerships) commonly owned over 50 percent (“Expanded 
Affiliated Group”). 
 
On February 8, 2012, Treasury and the Internal Revenue Service (“IRS”) issued Proposed Regulations implementing 
FATCA. The Proposed Regulations are 388 pages long and, in response to the concerns of stakeholders, provide 
significant relief from several of the most burdensome requirements that were to be imposed under earlier IRS Notices 
(2010-60, 2011-34 and 2011-53), including the implementation timeline. At the same time, Treasury issued a 
groundbreaking Joint Statement from the United States, France, Germany, Italy, Spain and the United Kingdom 
Regarding an Intergovernmental Approach to Improving International Tax Compliance and Implementing FATCA (“Joint 
Statement”). In the Joint Statement the six governments agreed to explore a common approach to FATCA implementation 
through domestic reporting and reciprocal automatic exchange and based it on existing bilateral tax treaties.  
 
This Alert summarizes FATCA’s legal requirements and the most significant aspects of these recent developments. 
 

FATCA IN GENERAL 

 
FATCA enacted a new Chapter 4 to the income tax provisions of the Code that, when effective, will impose on FFIs a 
broad set of extraterritorial rules and regulations aimed at ensuring the tax compliance of U.S. persons with respect to 
their non-U.S. investment activities. To accomplish this goal, FATCA requires that FFIs perform certain customer due 
diligence activities, make certain reporting to the IRS and withhold taxes from payments to certain persons. In general, if 
an FFI does not agree to bear these new obligations, that FFI is subject to withholding on a broad range of payments from 
U.S. payors. These new obligations are in addition to withholding and reporting obligations imposed under prior law on 
U.S. withholding agents and U.S. offices or branches of FFIs, but do not result in double withholding. Section 501 of 
FATCA imposes obligations on FFIs as a whole, including on foreign offices and foreign-to-foreign transactions of FFIs, 
regardless of whether an FFI has any U.S. branches. 
 
The core of Chapter 4 is the requirement imposed on U.S. payors of (i) interest, dividends, royalties and other U.S.-source 
income (known as “U.S.-source FDAP payments”),1 and (ii) gross proceeds from sales of property of a type which can 
produce U.S.-source interest or dividends to withhold tax at a rate of 30 percent from any such “withholdable” payment 
made to any FFI that has not entered into an “FFI Agreement” (to become a “Participating FFI”) with the IRS. The FFI 

                                                      
1 FDAP means “fixed or determinable annual or periodical gains, profits and income,” and is the legal acronym for payments subject to 
withholding under pre-FATCA law. 
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Agreement will require the FFI to identify and report, and in some cases, withhold on payments made to holders of U.S. 
accounts and certain other persons. Although the FATCA rules are tax rules, it is important to understand that the rules 
were devised largely by the same individuals in the U.S. Government responsible for the implementation and enforcement 
of anti-money laundering and know-your-customer (“AML/KYC”) rules. The objective of FATCA is not to collect tax 
revenue, but to coerce FFIs to enforce compliance of U.S. taxpayers, with potentially financially devastating tax 
withholding consequences for refusing, which may require financial statement recognition. 
 
The IRS will begin accepting applications to enter into FFI Agreements on January 1, 2013. June 30, 2013, is the last date 
to enter into an FFI Agreement to preclude withholding (on FDAP) beginning on January 1, 2014. The effective date for all 
FFI Agreements entered into before July 1, 2013, will be July 1, 2013. The effective date for FFI Agreements entered into 
on or after July 1, 2013, will be the date the FFI enters into the FFI Agreement. 
 

GROUNDBREAKING INTERGOVERNMENTAL JOINT STATEMENT ISSUED 

 
Foreign law restrictions on reporting or withholding have been major impediments to the full implementation of FATCA. As 
noted below, the Proposed Regulations provide limited transition relief in that regard. The Joint Statement of the six 
governments describes the following “possible framework” for the intergovernmental approach: 
 

 The United States would enter into an agreement with each “FATCA Partner” (country) under which the FATCA 
Partner would implement legislation to require FFIs in its country (“Local FFIs”) to collect and report to the tax 
authority of the FATCA Partner the required information, which would then be automatically transferred to the 
United States. 

 Local FFIs would be “enabled” to apply the “necessary diligence” to identify U.S. accounts. 
 Local FFIs would not be required to (i) terminate the accounts of recalcitrant account holders, (ii) impose passthru 

payment withholding on them, and (iii) impose passthru payment withholding on payments to other Local FFIs or 
to Local FFIs located in other FATCA Partners. 

 In return, Local FFIs would not be required to enter into FFI Agreements or report to the IRS but would instead 
report information to the FATCA Partner. In addition, U.S. FATCA withholding on payments to Local FFIs would 
be eliminated and specific categories of Local FFIs would be treated as deemed compliant or presenting a low 
risk of tax evasion. 

 The United States is committed to reciprocity with respect to the automatic exchange to each FATCA Partner of 
information on the U.S. accounts of residents of the FATCA Partner. 

 
In addition to these specific steps, the six governments committed to develop a practical and effective alternative 
approach to achieve the policy objectives of passthru payment withholding and to work with other FATCA partners, the 
Organisation for Economic Co-operation and Development and, where appropriate, the European Union, to adapt FATCA 
in the medium term to a common model for automatic exchange of information, including the development of reporting 
and due diligence standards.  
 
It is important to recognize that the Joint Statement is only a statement of intent. The terms of any agreement remain to be 
negotiated and may require enacting legislation in the various countries. While the five European countries are important, 
there are other significant banking center countries for which no announcement has been made to date, including 
Canada, Australia, Japan, Singapore, Switzerland, Sweden, Central and South America, and many others for which such 
agreements may be more challenging. Nevertheless, the Joint Statement may signal the dawn of a new era in 
multinational administrative cooperation in tax information exchange, which may include the possible development of 
worldwide information reporting standards. 
 

PROPOSED REGULATIONS ISSUED 

 
The Proposed Regulations (REG-121647-10) follow the general approach and structure of the Notices, but provide more 
comprehensive coverage and detailed rules governing all areas of FATCA. However, in response to the voluminous 
comments received, many of the detailed requirements and timelines of the Notices have been loosened. The detailed 
requirements of the Notices have been previously described in a white paper issued by BakerHostetler 
(http://www.bakerlaw.com/files/Uploads/Documents/FATCA/FATCA_white_paper.pdf). The key modifications and 
additions to the guidance in the FATCA Notices include the following: 
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“Grandfathered Obligations” Expanded 
 
Under the Notices, the application of section 501 does not extend to certain preexisting accounts and to payments made 
with regard to certain “grandfathered obligations” (including gross proceeds from their disposition) outstanding on March 
18, 2012. For this purpose, “grandfathered obligations” do not include accounts that lack a definitive expiration or term, 
such as equity, savings and demand deposits, or brokerage and custodial agreements to hold financial assets for the 
account of others, but do generally include lines of credit and revolving credit facilities. The Proposed Regulations exclude 
from the definitions of withholdable payment and passthru payment, any payment made on an obligation outstanding on 
January 1, 2013. In addition, the Proposed Regulations determine when an obligation is deemed to be outstanding on 
January 1, 2013, including the effect of a later modification, depending on the type of obligation. The IRS requests 
comments regarding the “grandfathered” status of certain equity interests in securitization vehicles that may be of special 
interest to certain funds. 
 
Transition Relief for Foreign Legal Prohibitions on Compliance 
 
Under the Notices, each FFI that is a member of an expanded affiliated group must be a Participating FFI or a deemed-
compliant FFI in order for any FFI in the expanded affiliated group to become a Participating FFI. The Proposed 
Regulations provide a two-year transition period, until January 1, 2016, for this requirement. Until then, an FFI affiliate 
located in a jurisdiction that prohibits the reporting or withholding required by FATCA will not disqualify the other FFIs in its 
expanded affiliated group from being Participating FFIs, provided that it agrees to perform due diligence, maintain certain 
records and meet other requirements. However, these “limited FFI affiliates” will be subject to withholding on withholdable 
payments. 
 
Deemed-Compliant FFIs Expanded 
 
The Proposed Regulations divide deemed-compliant FFIs into (i) registered deemed-compliant FFIs, including any FFI 
that is deemed to be compliant pursuant to an agreement between the United States and a foreign government, (ii) certain 
“certified” deemed-compliant FFIs (which need not register with the IRS), including certain retirement funds and non-profit 
organizations, and (iii) a limited class of “owner-documented” FFIs. The category of deemed-compliant FFIs is also 
expanded to include certain banks and investment funds conducting business only with local clients, low risk entities or 
Participating FFIs. The new rules in this area are quite detailed. The Proposed Regulations also expand the category of 
deemed-compliant retirement plans treated as posing a low risk of tax evasion. The broadening of the deemed-compliant 
category of FFIs is intended to reduce or eliminate burdens on purely local entities and other entities that were not 
intended targets of FATCA. 
 
Required Due Diligence Procedures Modified 
 
The Proposed Regulations modify the requirements relating to the specific due diligence procedures that must be 
undertaken to identify U.S. accounts. The rules also make clear that FFIs that follow the diligence guidelines are treated 
as compliant and will not be held to a strict compliance standard. In the case of preexisting individual accounts, as under 
the Notices, accounts with a balance not exceeding $50,000 are exempt from review. In addition, cash value insurance 
and annuity contracts (under the Proposed Regulations these are considered to be financial accounts) with a value of 
$250,000 or less are exempt from review. Accounts above these thresholds, but not exceeding $1,000,000, are subject 
only to review of electronically searchable data for indicia of U.S. status. Larger individual accounts are subject to manual 
file review and inquiry to relationship managers. Preexisting entity accounts with account balances of $250,000 or less are 
exempt from review until the account balance exceeds $1,000,000. FFIs can generally rely on AML/KYC records and 
other existing account information to determine the status of an entity for FATCA purposes. For new accounts, the 
Proposed Regulations rely mostly on the FFIs’ existing customer intake procedures. 
 
In general, under the Proposed Regulations, for purposes of due diligence, an FFI will be required to take into account all 
accounts held by the FFI or members of its expanded affiliated group, but only (i) to the extent that computerized systems 
link the accounts by reference to a data element and allow account balances to be aggregated, or (ii) if a relationship 
manager knows or has reason to know the accounts are directly or indirectly controlled or established by the same 
person. 
  
Verification and Certification Rules Clarified 
 
Under the Proposed Regulations, each FFI Agreement will require Participating FFIs to adopt written policies and 
procedures implementing the requirements of FATCA and conduct periodic compliance reviews, and for a “responsible 
officer” to periodically certify compliance with specific due diligence and other requirements, including the disclosure of 
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material failures in such compliance. If the IRS identifies concerns about compliance, it may require an audit to be 
performed by an approved external auditor. 
 
Financial Accounts Clarified 
 
The Proposed Regulations focus on traditional bank, brokerage, money market accounts and interests in investment 
vehicles and exclude most debt and equity securities issued by banks and brokerage firms. Insurance contracts that 
include an investment component, such as cash value insurance contracts and annuity contracts, are included in the 
definition of financial accounts. However, “pure” insurance, such as term life, disability, health and property and casualty 
contracts, as well as tax-favored retirement accounts, pension accounts and savings accounts, are generally not included. 
 
Phase-In of Reporting Obligations 
 
The Proposed Regulations extend the phased implementation of the requirements for reporting information pertaining to 
U.S. accounts. For reporting in 2014 and 2015, with respect to calendar years 2013 and 2014, Participating FFIs must 
report only name, address, TIN, account number and account balance. Beginning with reporting in 2016, with respect to 
calendar year 2015, income associated with U.S. accounts must also be reported. Beginning with reporting in 2017, with 
respect to calendar year 2016, full reporting, including information on gross proceeds, must be reported. Please refer to 
the updated timeline chart for FATCA implementation on the next page for further details. In addition, the Proposed 
Regulations provide that amounts may be reported in local currency or U.S. dollars. 
 
NFFE Withholding 
 
FATCA generally requires all withholding agents, including U.S. branches of FFIs and Participating FFIs, to withhold 30 
percent from a withholdable payment made to a non-exempt non-financial foreign entity (“NFFE”) unless the NFFE 
certifies that it has no substantial U.S. owners or provides identifying information for each substantial U.S. owner. Exempt 
NFFEs include publicly traded entities and “active” NFFEs. Active NFFEs are NFFEs, the income of which consists of less 
than 50 percent passive income or the assets of which consist of less than 50 percent assets earning passive income. 
U.S. branches of FFIs and Participating FFIs must have procedures in place to make these necessary determinations and 
withholdings. 
 
Phase-In of Passthru Payments Withholding 
 
Treasury and the IRS received many comments regarding withholding on passthru payments made to non-Participating 
FFIs and recalcitrant account holders. The Notices required withholding on amounts payable to an account holder that are 
directly traceable to a withholdable payment made to the FFI, plus amounts that are not traceable to a withholdable 
payment multiplied by the “passthru payment percentage” of the entity that issued the interest or instrument in the case of 
custodial payments, or (in the case of any other payment) the passthru payment percentage of the payor FFI. Notice 
2011-53 delayed withholding on passthru payments that are not withholdable payments until January 1, 2015. The 
Proposed Regulations further extend that time until January 1, 2017, but retain the requirement for Participating FFIs to 
withhold on passthru payments that are withholdable payments beginning on January 1, 2014, in the case of FDAP and 
January 1, 2015, in the case of withholdable gross proceeds. However, Participating FFIs are required to report annually 
to the IRS on the aggregate amount of certain payments made to each non-Participating FFI during 2015 and 2016. 
Systems will need to be put in place in a timely manner to address these requirements. Beginning January 1, 2017 (or 
some time thereafter), Participating FFIs will be required to withhold on other passthru payments pursuant to guidance to 
be issued in the future. 
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COMMENTS ON THE PROPOSED REGULATIONS 

 
Written or electronic comments on the Proposed Regulations are due to the IRS by April 30, 2012, and a public hearing is 
currently scheduled for May 15, 2012. Treasury officials currently expect to issue final regulations later in 2012. If you 
have comments or concerns about FATCA that you would like to be addressed, this would be the optimum time in the 
regulatory process to air them. 
 
For assistance or further information about FATCA, including the intergovernmental approach, please contact any of the 
following BakerHostetler attorneys or review the material available on our FATCA Information Page 
(http://www.bakerlaw.com/internationaltax/fatca): 
 
 
 

Paul M. Schmidt 
National Tax Group Chair 
pschmidt@bakerlaw.com 

202.861.1760 
  

James N. Mastracchio 
Tax Controversy Team Leader 
jmastracchio@bakerlaw.com 

202.861.1650 

Scott M. Dayan 
sdayan@bakerlaw.com 

202.861.1584 

Jeffry J. Erney 
jerney@bakerlaw.com 

216.861.7550 

Patrick Hannon 
phannon@bakerlaw.com 

212.589.4640 
 

Allen J. Littman 
alittman@bakerlaw.com 

202.861.1686 

Jay R. Nanavati 
jnanavati@bakerlaw.com  

202.861.1747 

Michael G. Oxley 
moxley@bakerlaw.com 

202.861.1663 
 
 

Michael W. Nydegger 
mnydegger@bakerlaw.com 

202.861.1688 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
IRS Circular 230 Disclosure: 
To ensure compliance with requirements imposed by the IRS in Circular 230, we inform you that, unless we expressly state otherwise in this 
communication (including any attachments), any 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 other matter addressed herein. 

 
Baker & Hostetler LLP publications are intended to inform our clients and other friends of the Firm about current legal developments of general interest. 
They should not be construed as legal advice, and readers should not act upon the information contained in these publications without professional 
counsel. The hiring of a lawyer is an important decision that should not be based solely upon advertisements. Before you decide, ask us to send you 
written information about our qualifications and experience. © 2012 Baker & Hostetler LLP 


