
T
he “tax gap” measures the difference between 
estimates of what taxpayers should be paying 
and what the Internal Revenue Service 
actually collects. In 2009, Congress attributed 
$100 billion of the annual $345 billion tax 

gap to offshore tax abuse.1 Given the amount of 
revenues lost to tax havens, the IRS’s recent focus 
on international tax avoidance is unsurprising.2 

Over the last two years, this column has 
chronicled the IRS’s efforts to encourage non-
compliant taxpayers to disclose their offshore 
bank accounts through its Voluntary Disclosure 
Practice.3 These efforts have focused on using the 
“stick” of increased enforcement and the “carrot” 
of reduced (and certain) penalties. In the long term, 
however, the Foreign Account Tax Compliance Act 
(FATCA), which became law as part of the Hiring 
Incentives to Restore Employment Act of 2010,4 may 
have an even more significant impact on offshore  
banking. 

FATCA attacks the use of offshore accounts as 
a means of evading income taxes by imposing 
new reporting requirements on U.S. taxpayers, 
subjecting taxpayers who fail to report offshore 
accounts to additional penalties, extending the 
applicable statutes of limitations, and, perhaps 
most importantly, by introducing new reporting 
and withholding requirements on foreign financial 
institutions. 

Individual Requirements

Pursuant to the Bank Secrecy Act of 1970, 
individual U.S. taxpayers with foreign accounts valued 
at more than $10,000 are required to file Reports of 
Foreign Bank and Financial Accounts, or “FBARs,” at 
the IRS Computing Center in Detroit.5 FATCA imposes 
an incremental reporting requirement on individual 
taxpayers with an interest in “specified foreign 
financial assets” with an aggregate value greater than 
$50,000.6 Starting with the 2011 tax year, in addition 
to filing FBARs, such taxpayers must also provide 
information regarding their offshore accounts on new 
Form 8938, which must be filed with their income tax  
returns.7 

While the new FATCA reporting requirement 
is largely redundant to the FBAR requirement, it 
encompasses some assets that are not otherwise 
subject to disclosure.8 The overlapping reporting 

requirements are best explained by the anomaly 
that, while the FBAR has been the principal source 
of information regarding offshore accounts, “it is 
neither part of the income tax return filed with the 
IRS nor filed in the same office as that return.”9 Thus, 
agents examining an income tax return did not have 
ready access to FBARs filed by the taxpayer, while 
the confidentiality attributed to tax returns meant 
that agents tasked with investigating and enforcing 
FBAR compliance generally did not have access to 
the taxpayer’s returns even though they “may be 
the best source of information for this purpose.”10 
FATCA addresses the first of these information 
gaps by giving the IRS personnel who examine tax 
liability immediate access to information regarding 
the taxpayer’s offshore assets. 

Penalties for Non-Compliance

The maximum financial penalty for failure to 
furnish information required under FATCA is $50,000 
per year; $10,000 for the initial failure to disclose with 
additional penalties if the taxpayer fails to remedy 
his non-compliance within 90 days of receiving 
notice from the IRS.11 Taxpayers will be subject to 
incremental $10,000 penalties for non-compliance 
for each 30-day period (or fraction thereof) after 
the 90-day remedy period. These penalties will be 
waived if the taxpayer can establish that his non-
compliance was due to reasonable cause and not 
willful neglect.12 Moreover, the taxpayer will bear 
the burden of rebutting the presumption that the 
value of any undisclosed foreign assets exceeded 
the $50,000 reporting threshold.13 These penalties 
are in addition to the penalties that can be imposed 
if the taxpayer also fails to file an FBAR relating to 
the same assets.14 

In addition, the 20 percent accuracy-related 
penalty that applies to underpayments attributable to 

negligence, disregard of the IRS’s rules or regulations, 
or any substantial understatement of income tax,15 is 
doubled in the case of underpayments attributable 
to income generated by undisclosed foreign financial 
assets.16 

Tolling

The IRS is required to assess taxes, interest and 
penalties within three years after a return is filed,17 
unless it can establish either that the taxpayer 
filed a false or fraudulent return with the intent to 
evade taxes (in which case there is no statute of 
limitations)18 or that the return had a “substantial 
understatement” of gross income (in which case a 
six-year limitations period applies).19 

Recognizing that it is difficult and time-consuming 
for the IRS to discover unreported income 
attributable to offshore assets,20 FATCA extends the 
limitation periods applicable where the taxpayer has 
undisclosed offshore assets. First, the three-year 
clock does not begin to run until the IRS actually 
receives the information about offshore assets, rather 
than upon the filing of a return (which may omit such 
information and therefore be incomplete).21 This 
delay in starting the limitations period applies to 
the entire tax return.22 Thus, the failure to include 
Form 8938 with a timely filed return will extend the 
limitations period relating to any audit adjustments 
proposed by the IRS, even adjustments that are 
unrelated to the taxpayer’s foreign assets. Second, 
FATCA applies a six-year statute of limitations where 
the taxpayer omits more than $5,000 in gross income 
attributable to foreign financial assets.23 

The new limitations periods are applicable to all 
returns filed after March 18, 2010, as well as returns 
filed on or before that date if the otherwise applicable 
limitations period has not expired. 

Foreign Financial Institutions

While FATCA’s individual reporting requirement 
seeks to enhance the IRS’s ability to discover and 
pursue tax liabilities resulting from undisclosed 
offshore assets, absent additional enforcement 
and likelihood of detection, there is little reason 
to believe that taxpayers who violate the FBAR 
reporting requirements will disclose offshore assets 
in response to FATCA. FATCA addresses this problem 
by putting into place a “new regulatory structure 
under which foreign financial institutions (and other 
foreign entities through which money moves from 
the United States abroad) police the identities of 
their account holders and assure that U.S. taxpayers 
pay the appropriate U.S. taxes.”24 These complex and 
controversial provisions, which will go into effect 
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in 2013, are intended to increase the IRS’s access to 
information, and limit the ability of U.S. taxpayers 
to conceal offshore assets. 

Thus, FATCA imposes withholding requirements 
on any foreign financial institution (FFI) that: (1) 
accepts deposits in the ordinary course of a banking 
or similar business; (2) holds financial assets for 
the accounts of others as a substantial portion 
of its business; or (3) is engaged in the business 
of investing, reinvesting or trading securities, 
partnership interests, commodities, or any similar 
interest.25 Under FATCA, such institutions must 
withhold a 30 percent tax on any payment received 
from a U.S. source—including interest, dividends, 
and any gross proceeds from the sale or other 
disposition of any property of a type that can 
produce U.S. source interest or dividends.26 This 
withholding requirement applies to accounts held 
by non-U.S. persons as well as those held by U.S. 
persons.27

An FFI can avoid this wide-reaching measure by 
entering into a qualified intermediary (QI) agreement, 
committing to obtain information regarding all 
accounts maintained by the institution in order to 
(a) identify accounts held by one or more U.S. person 
or U.S.-owned foreign entity, and (b) provide the IRS 
with information about those accounts and their 
owners.28 Thus, each year, the FFIs will be required to 
disclose information regarding each account holder 
identified as a “specified U.S. person” or “U.S. owned 
foreign entity,” as well as information regarding the 
size of and transactions in the accounts.29

FATCA also requires cooperating FFIs operating in 
jurisdictions that have bank secrecy laws either to 
obtain waivers of those secrecy laws from account 
holders or to close any accounts for which waivers 
are not obtained.30 Finally, under the QI agreements, 
even compliant FFIs will be required to withhold 
the 30 percent tax on any “passthru” payment the 
institution makes to (a) another FFI that has not 
entered into a QI agreement or (b) any “recalcitrant 
account holder” who fails to comply with requests 
for information or to submit a valid and effective 
waiver.31 Under this provision, non-participating FFIs 
and recalcitrant account holders will generally be 
subject to withholding on any payment received from 
a participating FFI, regardless of whether the account 
holder invests in the U.S. through this account. A 
participating FFI can only avoid withholding on 
passthru payments made to non-compliant FFIs 
or recalcitrant account holders by electing to 
provide information regarding those accounts to 
a U.S. withholding agent or other compliant FFI to 
allow it to determine the appropriate amount of 
withholding.32

Foreign banks and their governments have 
vehemently objected to FATCA, estimating that a 
single large bank will have to spend at least $250 
million to meet the statutory requirements even 
though the number of U.S. accounts at banks and 
securities firms in other countries generally is de 
minimis.33 Indeed, many foreign institutions conclude 
that it is preferable to close accounts with ties to the 
United States or otherwise avoid U.S. markets and 
withholdable payments made to U.S. and non-U.S. 
account holders than to comply with FATCA.34 

Of course, not all offshore accounts are opened 
to evade U.S. income taxes, and if FATCA results 
in foreign financial institutions closing their doors 
to U.S. taxpayers, it will negatively affect many 

legitimate U.S. businesses and citizens doing business 
abroad. Thus, the chairman of the Swiss Private 
Bankers Association has stated that Americans 
“risk becoming pariahs of the global banking system 
through the fault of their own government.”35 Indeed, 
one U.S. citizen, who has lived in Canada for almost 
40 years, notes that while he could live with the 
“complex and duplicative reporting” requirements 
imposed by FATCA, he “could not live with…the total 
denial of banking services in Canada, resulting from 
the draconian reporting requirements imposed on 
foreign financial institutions.”36

Conclusion

IRS Commissioner Douglas Shulman has referred 
to FATCA as “the most important development in 
international information reporting in a decade.” 
While the Treasury Department has yet to issue 
final regulations on the implementation of new 
Chapter 4 of the Code,37 leaving much about 
the new requirements unsettled, combined 
with the reporting requirements imposed on 
foreign financial institutions, the new individual 
reporting requirements, enhanced penalties and  
extended statutes of limitations may finally 
enable the IRS to close the tax gap attributable to 
offshore accounts. The issue then will be whether 
the increased enforcement was worth the costs 
imposed on legitimate offshore investment  
activities. 
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FATCA puts into place a ‘new 
regulatory structure under which 
foreign financial institutions (and other 
foreign entities through which money 
moves from the United States abroad) 
police the identities of their account 
holders and assure that U.S. taxpayers 
pay the appropriate U.S. taxes.’


