FATCA: IMPLEMENTATION IN THREE STEPS

Latin American financial institutions will
be exposed to the risk of sanctions by the
"Internal Revenue Service" or the "IRS", the
largest and most powerful tax collection
and enforcement agency in the world.
by Timothy D. Richards
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INTRODUCTION
Latin American financial institutions,
including banks, brokerages,
insurance companies, investment
funds, pension funds, mutual fund
managers, and trust companies, will
be negatively affected by the new
U.S. law called the “Foreign Account
Tax Compliance Act of 2010” also
known as “FATCA” [1] This article is
aimed at officials of those institutions
who need to adopt a plan to mitigate
the negative impact of FATCA
without incurring in excessive costs.
The text that follows summarizes the
so-called "complexity" of FATCA, and
recommends three basic steps that
institutions should immediately
take in order to avoid a possible
significant interruption in the regular
flow of funds from U.S. sources,
which could happen as early
as July 1, 2014.

THE RISK OF
ECONOMIC SANCTIONS
For the first time, Latin American
financial institutions will be exposed
to the risk of sanctions by the
"Internal Revenue Service" or the
"IRS", the largest and most powerful
tax collection and enforcement
agency in the world.

Latin American financial
institutions that will be
affected include banks,
brokerages, insurance
companies, pension
funds, investment funds,
trust companies, and
other categories of
financial institutions
included in the definition
of "Foreign Financial
Institutions" or "FFIs".[2]
Under FATCA, FFI's will be subject
to a 30% withholding tax on transfers
of funds from passive sources
(including dividends, interest,
royalties, occasional profits, salaries
and other taxable payments) [3]

received from U.S. financial
institutions ("taxable payments").
[4] Some financial institutions will be
exempt [5] but the vast majority will
have to comply with the requirements
of FATCA or suffer the 30% FATCA
tax. In addition, FFI's that violate
FATCA rules will be exposed to fines
and other IRS sanctions. [6]

MUCH DISCUSSION,
LITTLE ACTION
FATCA was received with a great deal
of enthusiasm by large multinational
accounting firms, transnational law
firms, and software system vendors.
These companies flooded the internet,
and other media, with a massive flood
of technical information that was
often inconsistent and difficult for FFI
executives to understand without a
deep knowledge of U.S. tax law.
As a result, the perception
exists among FFI executives that
compliance with FATCA is simply too
complex to handle without an army of
expensive outside experts. Therefore,
it is no surprise that a significant
portion of FFI's have been
immobilized, losing valuable time,
while trying to evaluate various
offers of "solutions" to the "puzzle"
of FATCA. As of November 25, 2013,
only 6,700 FFI's had begun the
process of registration with the IRS,
the most basic step towards FATCA
compliance. [7]
In general, statistics show that FFI's
have been slow to implement three
basic steps (which can be taken
without an army of legal advisors)
towards FATCA compliance.
To perform these steps an FFI will
have to collaborate with only two
U.S. professionals: a tax lawyer versed
in FATCA, and an accountant who
specializes in the preparation of tax
returns and reporting for
financial institutions.
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PURPOSE OF FATCA
To put to FATCA into better perspective,
it is important to establish certain fundamental points:
One: The primary
objective of FATCA is the
identification of
unreported financial
accounts belonging to
U.S. taxpayers.
FATCA was not created with the
intention of taxing all the FFI's of the
world in order to substantially enrich
the Treasury of the United States.
Rather, the 30% FATCA “tax” was
conceived as a fine for those FFI's
who choose not to participate in the
FATCA reporting regime.

Two: The 30% withholding applies
only to taxable payments that are
limited to passive income related to
financial transactions. [8] Payments
received from U.S. sources resulting
from transactions in the normal
course of a non-banking business are
exempt from FATCA. [9]

Three: If an FFI chooses to
participate in the FATCA reporting
regime, it becomes a "Participating
FFI" or "PFFI" and, as such, will be
exempt from the FATCA tax. [10]

Four: The only information that
will be transmitted to the IRS will be
information about accounts in which
a U.S. taxpayer owns more than 10%
of the value of the account, whether
directly or indirectly. [11] Account
Information of the foreign customers
of the PFFI do not need to be
provided to the IRS.
With these fundamental concepts in
mind, there are three key steps that
should be taken, today, by an FFI in
order to minimize the potential
negative impact of FATCA:

STEP ONE:
APPLY FOR A GIIN
To avoid the 30%
withholding, a PFFI must
register with the IRS and
obtain an identification
number known as the
"Global Intermediary
Identification Number"
or "GIIN".
It doesn't matter if the FFI is located
in a country that has signed an
"Intergovernmental Agreement" or
"IGA" with the United States.
Obtaining a GIIN is fundamental to an
FFI located in any jurisdiction in the
world.
The application to obtain a GIIN must
be submitted before April 25, 2014 in
order to avoid withholding, which will
begin on July 1, 2014.[12]
Registration with the IRS begins with
the presentation of IRS Form 8957.
An FFI can submit Form 8957 electronically through the IRS website:
FATCA www.irs.gov/ (the "website").
Upon entering the Portal, the FFI will
receive a user name and password,
which can used to complete the
application for the GIIN. In the case
of a group of affiliated entities, the
principal FFI can register as a "Lead
FFI" [13] and obtain a user name and
password for each member.
All entities that are part of the
member group should obtain their
own GIIN. [14] Subject to certain
exemptions, an FFI that belongs to
a group of affiliated entities will not
obtain PFFI status until all entities
of that group have presented their
respective applications.) [15]
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PURPOSE OF FATCA Cont.
The Lead FFI will be able to monitor the application progress of each FFI
that is part of its group. On June 2, 2014, the IRS is expected to publish on
the Portal a list PFFI's and their corresponding GIIN's ("FATCA list").
The FATCA list will allow all U.S. entities that send funds abroad to confirm
whether an FFI is exempt from the 30% withholding by simply checking the
FATCA list. The FATCA list will be updated monthly. It is worth reiterating
that to appear in the initial FATCA list, an FFI will have to submit its
application with the IRS by April 25, 2014.
An FFI will be required to sign an agreement with the IRS (the "FFI
Agreement") in order to obtain a GIIN. The FFI Agreement contains a
substantial number of references to the FATCA law and Regulations (more
than 500 pages). Therefore, the FFI should consult U.S. legal counsel for
support in applying for the GIIN and entering into the Agreement.
The definitive FFI Agreement is accessible through the Portal. [16]
Although this document seems complex at first glance, in essence, the
FFI Agreement contains two main requirements:

REQUIREMENTS 1:
A PFFI should expand and update its account documentation system to
identify the information required by FATCA beginning with accounts
existing on January 1, 2014. In case of any accounts that exceed $50,000 in
value, [17] the PFFI will have to determine: (i) whether a U.S. taxpayer has
an economic interest in the account (either directly or through an entity) of
more than 10 percent, and if so, the PFFI must actually report such account
to the IRS; or (ii) whether a non-participating FFI ("NPFFI") is the owner of
the account. All FFI accounts that manifest the characteristics described in
paragraphs (i) and/or (ii) above are "Reportable Accounts".
The PFFI will have to provide information to the IRS with respect to
Reportable Accounts by submitting IRS Form 8966 before March 31
(reporting for the previous calendar year). [18] There are transition rules
for years 2015 and 2016 that contain extensions of dates and lower
requirements for information. [19]
If the PFFI does not have enough information to make a determination
that an account is a Reportable Account, the PFFI is required to obtain
additional information from the account holder. If the account holder
refuses to provide the necessary data, then the PFFI should consider such
account a “Recalcitrant Account”. The PFFI is required to close the
Recalcitrant Account and report the aggregate amount of such accounts,
without identifying the owners, to the IRS. [20]
If the PFFI discovers that it has an account that belongs to a NPFFI,
the PFFI then undertakes to (i) inform the U.S. withholding agent to
withholding the 30% FATCA Tax; or, (ii) withhold the 30% FATCA Tax
and remit the payment to the IRS. [21]

REQUIREMENTS 2:
The PFFI should adopt a plan and procedure to identify and obtain
sufficient account data in order to prepare the FATCA certification on IRS
Form 8966 on an annual basis. [22] This certification must be prepared and
signed by a U.S. accountant.
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PURPOSE OF FATCA Cont.
STEP 2:
A PFFI should prepare a FATCA Manual ("Manual") documenting internal
processes that the PFFI is required to follow in order to comply with its
FATCA reporting obligations. The Manual must appoint an executive of the
PFFI (a "responsible Officer" or "RO") who is responsible for: (i) the
collection and maintenance of a database program sufficient to prepare the
IRS Certification (Form 8966); and, (ii) certifying to the IRS every 3 years
that the collection and maintenance of data system meets the requirements
proscribed by FATCA. [23] The Manual should be prepared in collaboration
with the U.S. tax lawyer and a U.S. accountant. The accountant will prepare
a report that will allow the RO to provide the certification referred to in
point (ii) above.

STEP 3:
An FFI should begin to notify its customers of its FATCA obligations, and,
in the case of improperly documented accounts, request additional
information. The first written customer communication is key. It should be
written in a clear, concise and brief way. In addition this document should
stress the fact that FATCA will apply to all FFIs in the respective country
(and the rest of the world) under the same terms and conditions.
Collaboration with a U.S. tax lawyer is indispensable in the preparation of
these communications, since there are several exemptions, special rules,
and key dates that will be relevant to the customer.
Written communication to the customer should be repeated two or three
times prior to July 1, 2014 in order to document, in good faith, that the
PFFI has used its best efforts to investigate accounts with incomplete
information. There will be customers who will not respond correctly to
these requests for information. The IRS is aware that any data collection
system will not be perfect. But if there is evidence that the PFFI has made
a reasonable effort to comply with its duties there will be little risk to the
PFFI vis-à-vis the IRS. In other cases, there will be customers who will
simply not cooperate with requests for information. The accounts of
those clients must be classified by the PFFI as Recalcitrant Accounts. [24]

LEGAL DISPUTES BETWEEN FATCA
AND DOMESTIC LAW
The FFI Agreement contemplates the possibility that, in certain
jurisdictions, local law prohibits FFIs from performing certain actions that
are required under FATCA. To resolve these conflicts, the FFI Agreement
offers different options to the PFFI in order to satisfy its obligations. [25]
For example, if the domestic law of the PFFI does not allow it to close the
account of an individual who does not want to provide certain information,
the PFFI can satisfy its FATCA obligations simply by reporting such taxable
payments directly to the IRS on Form 1099. Alternatively, if local law does
not allow the PFFI to report the name of an account holder without
resorting to a bilateral treaty, the PFFI may simply report to the IRS the
aggregate amount of taxable payments received in all
Recalcitrant Accounts.
In instances where domestic law does not allow the PFFI to withhold 30%
of taxable payments to an account belonging to a NPFFI, the PFFI can
satisfy its obligations if it freezes or transfers that account [26] while the
IRS takes the necessary steps to obtain the information under a bilateral
treaty or by other legal means such as for example, the information
exchange standards set out by the OECD, which was accepted in principle
by Colombia, Cayman, Bermuda, BVI, Spain and several other European
countries on November 28, 2013.. [27]
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IGA: SOLUTION OR BETRAYAL?
Although FATCA was adopted in 2010, it received little attention in Latin
America until the first draft of the 500 pages of regulations was published in
2011. In 2011, this author began presenting FATCA seminars and courses in
several Latin American countries. At that time, the typical reaction of an
FFI was: "this new law is too complicated and is a threat to our sovereignty.
Before taking any decisions we are going to ask the opinion from our own
Government and our business groups." Thus began the FFI's contacts with
their own Governments with the purpose of obtaining explanations and
solutions to reduce the risks presented by FATCA.
FATCA contemplates that local legal disputes can be resolved through
intergovernmental agreements ("Inter Governmental Agreements" or "IGA").
The IRS maintains an updated list of existing IGA's accessible through the
internet. [28]
[www.irs.gov/ Businessess/Corporations/Foreign-Account-Tax-ComplianceAct-(FATCA)]
The IGA's will help resolving legal conflicts between FATCA and the
domestic laws of a country. In addition, the IGA offers another benefit to
the tax authorities of a foreign jurisdiction: the reciprocity of the automatic
exchange of financial information. Under a reciprocal IGA, the IRS is
required to collect U.S. financial information of foreign taxpayers of the
jurisdiction that entered into the IGA, and provide this information to the
foreign tax authorities. In other words, a foreign country that has signed
an IGA can now rely on the IRS’s broad resources to discover undeclared
financial that belong their own taxpayers.
After analyzing various models of IGAs offered by the IRS, it is clear that
the additional benefits for a Government with an IGA are:
(i) The favorable perception among FFI's of the respective country that
their Government has defended their sovereignty and will protect the FFI
against possible future conflicts with the IRS; and,
(ii) The tax authorities of the Government with an IGA that establishes
reciprocity will receive financial information from the IRS that will serve
to identify which of its citizens have undeclared U.S. accounts.
In the opinion of this author, there exists a false perception among FFIs
that if their Government has entered into an IGA, then all FFI's of that
jurisdiction automatically become PFFI's. The reality is that most of the
FFI's will have to register on the Portal to become a PFFI.
sovereignty of their country against an invasive IRS. But in reality, an IGA
does not diminish the influence of the IRS. FATCA rules do not change
under an IGA. Although a PFFI located in a IGA jurisdiction will not be
required to submit information directly to the IRS (on Form 8966), they
nonetheless will be required to submit a nearly identical statement to their
own tax authorities and will have to follow all the due diligence and data
collection rules described in the Annex I of the IGA. Furthermore, at the
end of each year, the domestic taxing authority will deliver all the
information collected by the PFFI’s to the IRS. Therefore, an IGA is actually
a huge benefit to the IRS because the IRS will not be required to use its own
resources to carry out the task of collecting information from FFI's.
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IGA: SOLUTION OR BETRAYAL? Cont.
Another important consideration is that the IGA program has not
progressed as expected. In 2013, a large number of countries expressed
their intentions of entering into an IGA. At the same time, in February 2013,
the IRS announced that it hoped to have 50 IGA signed by the end of the
year. As of November 25, 2013, only 10 IGAs have been signed and only the
U.K. IGA has been officially implemented. Based on these findings, it is
logical to conclude that not all Governments which have announced their
intentions to sign an IGA before the July 1, 2014 will, in fact, do so.
Therefore, FFI’s should plan to register on the Portal by April 15, 2014 in
order to become a PFFI and not wait to rely on the implementation
of an IGA.
As previously mentioned, the IGA's do not change the fundamental work
that a PFFI will have to do to maintain its status as a PFFI. There are two
models of IGA. Annex I to the IGA Model 1 requires that a PFFI adopt a
documentation system almost identical to that which is required on IRS
Form 8966. Furthermore information about reportable accounts will be
delivered by the PFFI to their own tax authorities who, in turn, will
deliver this information electronically to the IRS each year.
The IGA Model 2 Annex I similar to the IGA Model 1. However, in the
case of the IGA Model 2, a PFFI will report directly to the IRS, and all the
requirements of the FFI Agreement are expressly incorporated into the
IGA Model 2.
In practice, it will not matter much if the Government of a FFI has signed
an IGA, since in any case the FFI in a country with an IGA has to register
with the IRS through the Portal and get a GIIN to be designated as a PFFI.
In addition, despite the existence of an IGA, the IRS may cancel the PFFI
status of any financial institution if it determines that the PFFI is not
complying with the FATCA rules. The results: (i) the PFFI, domiciled in
IGA jurisdiction could be converted unilaterally by the IRS as NPFFI,
subject to FATCA Tax; (ii) the NPFFI would have to continue reporting
the information required by FATCA to its domestic Treasury; and, (iii)
and the IRS would continue receiving information.

CONCLUSION
In conclusion, an FFI does not need to feel intimidated by the new FATCA
law. With the advice of a competent U.S. tax lawyer specialized in FATCA,
and the services of a U.S. accountant, the goal of FATCA compliance by
July 1, 2014 is certainly achievable by applying the three steps mentioned
in this article.

The author: Timothy D. Richards (trichards@richards-law.com), founder of
Richards & Associates P.A. (www.richards-law.com), office of tax attorneys,
with offices in Miami and Minneapolis.
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